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PRIVATE  LITIGATION  UNDER  THE  FEDERAL 

SECURITIES  LAWS 


THURSDAY,  JUNE  17,  1993 

U.S.  Senate, 
Committee  on  Banking,  Housing,  and  Urban  Affairs, 

Subcommittee  on  Securities, 

Washington,  DC. 

The  subcommittee  met  at  9:55  a.m.,  in  room  SD-538  of  the  Dirk- 
sen  Senate  Office  Building,  Senator  Christopher  J.  Dodd  (chairman 
of  the  subcommittee)  presiding. 

OPENING  STATEMENT  OF  SENATOR  CHRISTOPHER  J.  DODD 

Senator  Dodd.  The  hearing  will  come  to  order. 

It's  standing  room  only  here.  We  appreciate  everyone  coming  out 
this  morning.  It  must  be  a  matter  of  some  interest  to  provoke  this 
kind  of  attendance  this  morning. 

Let  me  welcome  everyone  to  our  hearing  this  morning  on  private 
securities  litigation.  Today,  we  will  examine  what  some  have  said 
is  a  growing  and  unjustified  increase  in  securities  litigation  against 
high  technology  companies,  accountants,  outside  directors  and  law- 
yers. 

Critics  of  the  current  system  argue  that  legislation  is  necessary 
to  limit  excessive  litigation.  This  issue  has  generated  enormous 
controversy.  I  hope  this  morning  we  can  lower  the  level  of  rhetoric 
and  examine  the  facts  and  consider  this  issue  in  terms  of  fun- 
damental public  policy  goals. 

Clearly,  the  policy  goal  of  Federal  securities  laws  is  to  promote 
investor  confidence  and  thereby  encourage  the  kind  of  investments 
necessary  for  capital  formation,  economic  growth  and  job  creation. 
Investors  must  believe  that  the  markets  are  fair,  and  that  when 
they  invest  in  a  company's  securities,  they  have  all  the  material 
facts. 

We're  not  promising  investors  that  their  investments  will  be  risk- 
free,  but  we  are  saying  that  investors  should  be  informed  of  the 
risks.  A  strong  enforcement  program  by  the  SEC  is  an  essential 
part  of  the  investor  protection  system.  Over  the  years,  Chairman 
Riegle  and  this  committee  have  worked  extremely  hard  to  ensure 
that  the  SEC  has  sufficient  funds  to  hire  the  lawyers  and  examin- 
» ers  to  do  their  jobs.  Three  years  ago,  with  Chairman  Riegle's  help, 
the  subcommittee  developed  and  moved  through  the  Senate  the  Se- 
curities Law  Enforcement  Remedies  Act,  which  gave  the  SEC 
greater  authority  to  prosecute  fraud,  to  impose  fines,  and  to  recover 
money  for  investors. 

(l) 


But  the  SEC  needs  help  in  recovering  investor  losses  and  in  de- 
termining law  violations.  For  many  years,  the  Congress,  the  courts, 
and  the  SEC  have  supported  the  concept  of  private  investor  law- 
suits under  the  Federal  securities  laws.  Investors  who  are  injured 
by  fraudulent  activity  do  not  have  to  rely  on  the  SEC  to  recover 
their  losses.  They  can  take  action  on  their  own,  and  they  should 
be  able  to  do  so. 

These  private  lawsuits  are  critical  to  the  overall  scheme  of  law 
enforcement  because,  like  the  SEC  enforcement  actions,  they  help 
to  deter  future  violations. 

When  the  system  is  working  well,  it  helps  to  keep  corporate  offi- 
cers honest  and  helps  ensure  that  auditors,  directors,  lawyers  and 
others  do  their  jobs,  and  therefore  promotes  investor  confidence 
and  capital  formation,  the  two  critical  issues  I  mentioned  at  the 
outset  of  these  remarks. 

But  many  of  our  witnesses  this  morning  are  going  to  tell  us 
something  else,  that  securities  litigation  has  gotten  out  of  hand  and 
is  destroying  the  very  capital  formation  policy  it  seeks  to  promote. 
They  say  cases  are  brought  without  any  investigation.  Complaints 
are  literally  run  off  word  processors  within  days  or  even  hours  of 
a  drop  in  a  company's  stock  and  are  brought  for  the  purpose  of  ex- 
tracting settlements. 

They  argue  that  this  has  drained  money  and  energy  from  our 
job-creating  industries.  Accountants  say  that  they  are  automati- 
cally joined  as  defendants  because  of  their  deep  pockets  and  that 
they  may  be  held  liable  for  a  disproportionate  share  of  the  actual 
losses. 

Some  shareholders  say  that  while  class  actions  result  in  enor- 
mous fees  for  plaintiffs'  lawyers,  shareholders  get  only  a  fraction  of 
their  actual  losses.  We  are  going  to  examine  these  charges  today 
and  in  our  hearing  next  week.  There  are  several  questions  that 
we've  got  to  ask. 

First,  we  need  to  determine  the  validity  of  these  claims.  Are 
there  large  numbers  of  lawsuits  filed  that  have  no  merit  in  fact? 

While  there  is  a  great  deal  of  anecdotal  evidence,  up  to  this 
point,  we  have  not  had  the  kind  of  hard  evidence  that  we  need  to 
make  a  case  for  legislation.  So  we  need  to  get  all  of  the  facts. 

Second,  we  need  to  ask  why  the  current  system  doesn't  work  to 
weed  out  meritless  litigation.  The  courts  have  plenty  of  tools  to  use 
at  their  discretion — rule  11,  summary  judgments,  special  rules  re- 
lated to  class  actions. 

We  need  to  examine  in  this  committee  whether  these  tools  are 
working  as  they  should  and  if  not,  what  can  be  done  to  improve 
them? 

Third,  we  need  to  determine  if  legislation  is  necessary.  We  need 
to  consider  what  kinds  of  changes  can  address  the  problem  of  frivo- 
lous litigation,  yet  still  leave  effective  remedies  for  victims  of  fraud. 

And  finally,  we  need  to  ask  whether  additional  steps  should  be 
taken  to  enhance  the  rights  of  investors  and  to  deter  financial 
fraud. 

It  has  been  suggested  that  when  you  get  into  these  questions, 
you  have  to  be  either  for  the  accountants  or  for  the  trial  lawyers 
or  for  some  other  group. 


Let  me  just  speak  for  myself.  We're  for  people  who  are  investors. 
We  are  for  companies  who  want  to  grow.  We're  for  people  who  need 
protection  from  fraud. 

This  is  not  going  to  be  a  process  where  we  choose  up  sides  be- 
tween one  particular  interest  group  or  another.  I  can  only  hope 
that  we  avoid  those  characterizations  this  morning  and  next  week. 
I  believe  that  we're  all  after  the  same  goals  and  want  to  see  these 
hearings  conducted  in  that  manner. 

Chairman  Riegle,  Senator  Domenici  and  our  other  colleagues  are 
all,  I  feel,  of  a  similar  mind.  Our  goal  is  to  examine  the  system  we 
have  which  is  so  vital  to  investor  confidence  and  to  make  sure  that 
it  is  operating  in  the  fairest  possible  manner. 

I  look  forward  to  hearing  from  our  witnesses  on  these  important 
matters  and  I  want  to  thank  all  of  you  for  coming  this  morning. 

Let  me  begin  by  first  of  all  apologizing  to  our  witnesses.  We  had 
a  vote  that  we  did  not  know  about  that  was  scheduled  last  evening, 
and  so  we're  all  delayed  in  getting  over  here.  But  I'm  deeply  grate- 
ful to  the  Chairman  of  the  Full  Banking  Committee  for  his  pres- 
ence here  this  morning.  And  I  know,  as  a  Member  of  the  Finance 
Committee,  he  has  some  other  matters  that  he  has  to  address.  So 
I  thank  him  for  coming  by  and  we'll  defer  to  you  at  this  moment, 
Mr.  Chairman,  and  then  1 11  turn  to  my  colleague  from  New  Mexico. 

OPENING  STATEMENT  OF  SENATOR  DONALD  W.  RIEGLE,  JR. 

The  Chairman.  Thank  you  very  much,  Chairman  Dodd.  And  let 
me  thank  my  Republican  colleagues,  too,  for  their  courtesy. 

Certainly,  we  have  a  large  and  distinguished  panel  of  witnesses 
before  us  this  morning  and  I  regret  that  I  can't  stay  for  the  hear- 
ing, but  I  do  want  to  make  some  opening  comments. 

First,  I  want  to  commend  you,  Senator  Dodd,  for  your  continuing 
leadership  on  the  Subcommittee  on  Securities  and  for  this  morn- 
ing's hearing,  which  I  think  is  an  important  example  of  the  way 
you  lead  that  area  of  work  in  our  committee. 

The  United  States  has  the  most  vibrant  capital  markets  in  the 
world.  We  also  have  the  most  open  legal  system.  They  are  great 
strengths  and  attributes  of  our  system.  Today's  hearing  will  review 
really  the  tension  between  these  two  great  American  strengths. 

Concerns  have  been  raised  about  securities  litigation,  notably,  by 
high  technology  companies  and  the  accounting  profession.  They 
argue  that  the  United  States  is  suffering  an  explosion  of  securities 
fraud  litigation,  much  of  it  meritless. 

Companies,  particularly  growth  firms,  say  they  are  sued  when- 
ever their  stock  drops.  As  the  cost  of  defending  such  suits  is  high, 
companies  may  settle  regardless  of  the  merits.  This  raises  the  cost 
of  capital  formation  and  putting  our  firms  often  at  a  competitive 
disadvantage. 

The  accounting  profession  also  criticizes  the  way  liability  for  se- 
curities fraud  is  assessed.  Under  joint  and  several  liability,  an  in- 
vestor who's  been  defrauded  may  recover  his  or  her  entire  loss  from 
any  one  defendant,  even  if  others  orchestrated  the  fraud. 

Accountants  argue  that  because  the  perpetrators  of  securities 
fraud  typically  have  no  assets  by  the  time  the  lawsuits  are  filed, 
accounting  firms  typically  and  frequently  are  the  major  source  of 
recoveries.    The    accountants    suggest   tnis    unbridled   liability   is 


threatening  their  ability  to  serve  America's  businesses.  According 
to  this  line  of  argument,  reluctance  on  the  part  of  the  accounting 
profession  to  audit  growing  companies  for  fear  of  liability  is  also  re- 
straining capital  formation. 

Then,  on  the  other  hand,  there  is  a  sizable  body  of  opinion  hold- 
ings these  concerns  must  be  balanced  against  the  goals  that  are  ad- 
vanced by  private  securities  fraud  suits.  Proponents  of  the  current 
system  note  private  securities  fraud  suits  are  the  most  important 
method  of  compensating  victims  of  securities  fraud.  They  also  deter 
additional  violations. 

As  the  SEC's  Director  of  Enforcement  will  testify  this  morning, 
and  I  quote: 

The  implied  private  right  of  action  under  section  10(b)  and  rule  10(bX5)  there- 
under is  critically  important  to  the  effective  operation  of  the  Federal  securities  law. 

A  very  important  statement,  I  think. 

He  and  others  will  testify  that  our  capital  markets  are  so  deep 
in  large  part  because  investors  know  they  can  seek  restitution  in 
cases  of  fraud.  Any  steps  to  reduce  the  number  of  frivolous  lawsuits 
should  not  deny  deserving  plaintiffs  their  day  in  court. 

While  considering  the  claims  of  a  dangerous  explosion  in  litiga- 
tion, it  is  important  to  keep  in  mind  the  following.  Initial  public  of- 
ferings of  stock  have  been  proceeding  at  a  record  pace.  The  $11.5 
billion  raised  in  IPO's  in  the  first  quarter  of  1993  topped  the  pre- 
vious record  of  $11  billion  set  in  the  first  quarter  of  1992. 

Safeguards  are  available  to  prevent  meritless  lawsuits.  These  in- 
clude class  certification  requirements,  sanctions  against  attorneys 
who  file  baseless  proceedings,  and  fee-shifting  in  abusive  cases. 

According  to  the  Big  Six  accounting  firms,  just  30  percent  of  the 
lawsuits  pending  against  them  in  1991  contained  rule  10(b)(5) 
claims.  Accountants  are  liable  for  securities  fraud  only  if  they  act 
recklessly  or  with  actual  knowledge  of  the  fraud. 

It  is  important  that  all  sides  of  these  issues  be  aired  fully  and 
as  I  indicated,  I  think  we  have  a  genuinely  excellent  panel  with 
which  to  do  that. 

I'm  especially  pleased  to  welcome  Professor  Joel  Seligman  of  the 
University  of  Michigan  Law  School,  one  of  the  Nation's  premier  se- 
curities law  experts. 

Thank  you. 

Senator  Dodd.  Thank  you  very  much,  Mr.  Chairman. 

Senator  Domenici. 

OPENING  STATEMENT  OF  SENATOR  PETE  V.  DOMENICI 

Senator  Domenici.  Mr.  Chairman,  fellow  Senators,  I  would  have 
made  a  lengthy  statement  and  evaluate  the  situation,  but  I'm  not 
going  to  do  that.  I'll  put  a  statement  in  the  record  and  I'll  just 
make  a  few  remarks. 

I  want  to  thank  you,  Mr.  Chairman,  for  calling  this  hearing.  I 
think  this  is  a  hearing  in  the  best  tradition  of  legislating. 

I  don't  think  anyone  can  deny  that  there's  a  problem.  The  Su- 
preme Court  early  on  recognized  that  litigation  under  rule  10(b)(5) 
presents  a  danger  of  vexatiousness  different  in  degree  and  kind 
from  that  which  accompanies  litigation  in  general.  Unfortunately, 
the  Supreme  Court  prophesied  too  well  the  potential  for  abuse. 


Former  SEC  chairman  Richard  Breeden  has  noted  that,  and  I 
quote: 

The  problem  of  meritless  securities  litigation  is  a  serious  one,  and  that  such  litiga- 
tion imposes  costs  on  the  defendant  which  are  ultimately  borne  by  the  issuers  and 
shareholders. 

He  concluded  that  legislative  reforms  to  deter  meritless  claims 
would  be  highly  beneficial.  He  also  commented  that  the  current 
system  fails  to  distinguish  strong  claims  from  weak  or  meritless 
claims. 

These  hearings  are  indeed  to  explore  in  detail  how  this  section 
of  the  law  is  working.  I  am  not  sure  that  real  perpetrators,  Mr. 
Chairman,  of  fraud  are  being  penalized  enough.  Our  system  should 
penalize  them  both  civilly  and  criminally  to  the  maximum  extent 
possible. 

But  equally,  I  am  not  sure  that  merit  matters  any  more  and  I 
am  not  sure  that  plaintiff  investors  are  being  appropriately  com- 
pensated. I  believe  we'll  hear  some  evidence  about  that. 

This  hearing  has  a  narrow  but  important  focus.  We're  going  to 
hear  from  witnesses  that  know  first-hand  how  rule  10(b)(5)  law- 
suits can  be  filed  within  weeks,  sometimes  days,  or  even  in  hours 
after  a  stock  drops  in  price. 

The  companies  are  being  hurt.  Joint  and  several  liability  threat- 
ens accountants,  as  you've  indicated.  Since  our  first  panel  is  CEO's 
from  some  of  the  country's  highest  tech  companies,  let  me  talk 
about  their  part  of  the  problem  first. 

I  am  delighted  that  each  of  you  has  agreed  to  testify,  and  I  say 
that  in  all  sincerity.  I  gather  it  is  not  so  easy  to  do  this  for  some 
of  you.  Some  of  you,  in  fact,  at  least  one  that  I  know  of,  are  in  the 
midst  of  litigation  right  now.  Nonetheless,  you're  here. 

Tom  Dunlap  is  here.  He  is  general  counsel  for  Intel.  I  happen  to 
know  a  great  deal  about  Intel  because  they  have  a  presence  in  my 
State  of  New  Mexico.  I'm  very  proud  that  they  are  there.  They've 
been  involved  in  seven  of  these  lawsuits,  as  I  understand  it,  each 
triggered  when  the  stock  dropped  in  price. 

I  don't  want  to  take  your  testimony  and  present  it  here,  Mr. 
Dunlap,  for  you  will  do  that.  But  I'm  pleased  that  justice  was  done 
when  the  first  set  of  these  cases  was  withdrawn.  That  was  good 
news. 

The  bad  news  is  that  it  took  more  than  6  months  and  the  ex- 
penditures of  substantial  resources  and  legal  fees  to  convince  the 
plaintiffs  they  had  no  case. 

You  won't  believe  circumstances  giving  rise  to  the  second  round 
of  cases,  except  to  say  that  the  case  was  filed  when  Intel  failed  to 
correctly  read  the  mind  of  another  judge.  I'll  let  Mr.  Dunlap  tell 
you  about  that.  It  sounds  rather  incredulous,  but  it  happens  to  be 
true. 

According  to  Scott  McNeally,  president  of  Sun  Microsystems,  his 
company  has  been  sued  several  times,  once  when  the  stock  went 
down,  once  when  it  went  up,  and  once  for  settling  one  of  the  pre- 
vious suits — a  derivative  suit. 

The  basis  of  this  last  lawsuit  was  that  the  company  settled  when 
it  shouldn't  have  settled. 
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It  seems  to  me  that  common  sense  tells  us  we've  got  a  problem. 
I  don't  have  the  answers,  but  clearly,  Mr.  Chairman,  I  believe  we 
all  are  Americans  and  we  all  have  interests. 

Obviously,  we  have  a  compelling  interest  to  see  that  justice  is 
served,  that  people  aren't  defrauded.  We  also  have  a  broad  interest 
to  see  that  American  companies  who  are  going  to  hire  our  people 
and  bring  technology  on  board  and  produce  economic  prosperity  get 
a  fair  shake  out  of  the  system,  too.  And  somewhere,  the  balance 
has  to  strike. 

You  stated  it  more  succinctly  than  I.  I  don't  believe  that  this  is 
an  issue  of  lawyers  against  the  Congress  or  the  Congress  against 
lawyers.  I  think  this  is  a  situation  that  cries  out  for  some  legisla- 
tive reforms. 

I  know  for  some  this  is  hard  medicine  because,  obviously,  there 
are  a  number  of  law  firms  that  specialize  in  10(b)(5)  class-action 
suits.  They  make  a  case  for  their  cause. 

Frankly,  that's  the  way  things  happen  in  America  all  the  time. 
The  fact  that  legislation  doesn't  work  perfectly  and  there's  a  place 
for  litigation  happens  all  the  time. 

Everyone  should  know  that  sooner  or  later,  when  the  way  a  cer- 
tain law  is  malfunctioning  gets  bad  enough,  when  it  gets  to  a  point 
where  it  isn't  doing  what  people  think  is  good,  changes  occur. 

Frankly,  change  is  going  to  occur.  I  don't  know  the  lawyers  in- 
volved with  the  firms  that  I  read  about.  I  hope  that  I  get  to  know 
some  of  you  personally  here.  The  truth  of  the  matter  is  things  like 
this  have  to  change.  And  yet,  we  have  to  leave  open  ample  oppor- 
tunity for  lawsuits,  ample  opportunity  for  merit-filled  suits  to  be 
litigated  to  the  full  extent  of  the  law. 

We  also  have  to  explore  carefully,  Mr.  Chairman,  why  so  much 
of  the  settlement  fund  goes  to  plaintiffs'  lawyers.  Why  it  costs  so 
much  of  the  plaintiff  investors'  proceeds  to  get  these  kinds  of  law- 
suits to  conclusion. 

When  you  have  people  talking  about  30,  40,  50  percent  of  the  set- 
tlement, and  they're  almost  all  settlements,  going  for  lawyers'  fees, 
you've  got  to  seriously  examine  whether  there  isn't  a  better  way  to 
protect  investors. 

I  thank  you  very  much  and  I  ask  that  my  detailed  remarks  be 
made  a  part  of  the  record. 

Senator  Dodd.  Without  objection,  so  ordered. 

Senator  Shelby. 

OPENING  STATEMENT  OF  SENATOR  RICHARD  C.  SHELBY 

Senator  Shelby.  Thank  you,  Mr.  Chairman. 

Mr.  Chairman,  first,  I  want  to  commend  you,  as  others  have,  for 
calling  this  hearing.  Private  actions  under  section  10(b)  of  the  Se- 
curities Exchange  Act  serve  two  important  purposes.  These  actions 
are  the  primary  means  through  which  defrauded  investors  can  seek 
redress.  The  threat  of  a  suit  discourages  would-be  violators  from 
committing  fraud. 

This  system  in  which  securities  fraud  is  primarily  punished 
through  private  litigation,  is  not  perfect,  as  we  know.  There  are 
frivolous  lawsuits.  Publicly  traded  companies  must  defend  them- 
selves against  costly  securities  fraud  actions,  often  settling  to  avoid 


expensive,  protracted  actions  instigated  by  attorneys  paid  by  the 
hour  on  behalf  of  professional  plaintiffs. 

Companies  with  volatile  share  prices  are  particularly  vulnerable. 
This  means  that  start-up  in  high-tech  firms  are  more  likely  to  be 
exposed  to  costly  securities  litigation.  These  are  the  same  firms, 
however,  that  provide  job  growth  and  contribute  significantly  to 
U.S.  competitiveness. 

I  read  the  testimony  of  the  witnesses.  I  don't  think  there's  any- 
one in  this  room  that  would  disagree  that  the  scenarios  depicted 
by  Mr.  McCracken  of  Silicon  Graphics  or  Mr.  Dunlap  of  Intel  are 
wrong.  These  companies  spend  at  least  $1  million  to  defend  against 
meritless  securities  suits,  money  that  could  have  been  better  spent 
invested  in  R&D  or  toward  employee  salaries. 

However,  it's  not  just  the  issuer  of  the  stock  that  bears  the  risk 
in  these  suits,  but  also  peripheral  defendants  such  as  accountants. 
Under  joint  and  several  liability,  as  has  been  mentioned  here,  ac- 
countants may  be  liable  for  a  disproportionate  share  of  damages 
compared  to  their  actual  culpability.  As  defendants  with  deep  pock- 
ets, accounting  firms  may  sometimes  be  held  liable  for  more  than 
their  fair  share  of  the  damages. 

I  recognize  that  these  are  significant  problems  that  this  commit- 
tee should  give  some  consideration  to  improving.  However,  on  the 
other  hand,  it  is  the  testimony  of  Mr.  Ramser,  an  investor  in  a 
group  of  nursing  homes,  and  the  testimony  of  Mr.  and  Mrs.  Billipp, 
that  tells  exactly  my  concerns  over  the  solution  to  frivolous  securi- 
ties litigation  that  have  been  offered  to  date. 

Section  10(b)  actions  are  the  primary  means  of  policing  against 
securities  fraud.  Changing  the  system  in  ways  that  expose  de- 
frauded investors  to  additional  risk  is  not  a  satisfactory  solution, 
in  my  view.  I  believe  we  must  have  sufficient  checks  in  the  system 
to  act  as  deterrents  to  those  who  would  take  advantage  of 
unsuspecting  investors. 

Perhaps  today's  testimony  and  question  and  answer  period  will 
shed  some  light  on  what  can  be  done  here  to  eliminate  or  to  reduce 
meritless  securities  litigation,  at  the  same  time  protecting  the 
rights  of  the  victims  of  fraud  that  we  all  want  to  do. 

Mr.  Chairman,  I  might  have  to  go  soon  to  another  hearing  and 
I  wondered  if  you  would  hold  the  record  open  for  some  written 
questions  to  be  propounded  in  case  we  don't  get  a  chance  to  ask 
them  ourselves. 

Senator  Dodd.  We'll  be  glad  to  do  that. 

Senator  Faircloth. 

OPENING  COMMENT  BY  SENATOR  LAUCH  FAIRCLOTH 

Senator  Faircloth.  I'll  yield  to  Senator  D'Amato. 

Senator  Dodd.  Well,  we  can't  do  that.  We  appreciate  your  effort, 
though. 

[Laughter.] 

Senator  Domenici.  Then  he'll  take  his  time.  If  he  can't  get  to 
yield,  why  doesn't  he  get  to  speak? 

Senator  Dodd.  Senator  Bryan. 
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OPENING  COMMENTS  BY  SENATOR  RICHARD  H.  BRYAN 

Senator  Bryan.  Mr.  Chairman,  I  have  no  opening  statement.  I 
would  compliment  you  for  convening  this  hearing  and  arranging  for 
an  impressive  array  of  witnesses  to  testify  before  us. 

It  is  an  issue  in  which  we  have  to  balance  the  rights  of  those  who 
are  legitimately  aggrieved  and  to  make  sure  that  whatever  changes 
are  made  do  not  preclude  access  to  the  courts  for  them,  at  the  same 
time  to  be  concerned  about  any  aspect  of  our  system  that  imposes 
undue  and  unreasonable  restraints  in  terms  of  developing  the  kind 
of  capital  that  we  all  need  to  create  new  jobs  and  economic  growth, 
something  which,  as  every  Member  of  the  Congress  knows,  we  fo- 
cused a  great  bit  of  time  on  in  the  last  6  weeks. 

So  I  look  forward  to  hearing  each  of  the  witnesses  and  again, 
congratulate  you  for  convening  this  impressive  panel  of  witnesses. 

Senator  Dodd.  Thank  you  very  much. 

Senator  D'Amato. 

OPENING  STATEMENT  OF  SENATOR  ALFONSE  M.  D'AMATO 

Senator  D'Amato.  Mr.  Chairman,  let  me  commend  you  and  Sen- 
ator Domenici  for  bringing  about  these  hearings  and  for  your  time 
and  patience  in  this. 

Indeed,  we're  fortunate  to  have  the  distinguished  witnesses  share 
their  views  on  this  important  subject. 

I  want  to  extend  a  special  welcome  to  Bill  McLucas,  the  SEC's 
Director  of  Enforcement.  Bill  is  the  top  cop  on  Wall  Street  and  does 
a  great  job  making  sure  our  securities  markets  remain  a  safe  place 
for  investors. 

As  Bill  McLucas  points  out  in  his  testimony,  the  Federal  securi- 
ties law  provide  important  protections  for  investors  that  are  essen- 
tial to  maintaining  the  integrity  and  fairness  of  our  capital  mar- 
kets. 

Many  of  today's  witnesses  have  found  that  the  laws  intended  to 
shield  investors  can  be  used  by  some  unscrupulous  lawyers  as  a 
sword  to  extract  a  settlement  in  frivolous  litigation. 

I'm  deeply  concerned,  as  I  know  other  Members  of  this  committee 
are,  about  the  effect  of  frivolous  litigation  on  our  Nation's  economy. 
Companies  can  be  forced  to  spend  millions  of  dollars  fighting  frivo- 
lous cases  instead  of  hiring  new  workers,  buying  new  equipment, 
and  investing  in  research  and  development.  Managers  can  end  up 
spending  more  time  fighting  lawyers  than  fighting  the  competition. 

Abuse  of  the  litigation  system  has  got  to  stop.  While  we  must 
leave  the  courthouse  door  open  to  let  legitimate  victims  of  securi- 
ties fraud  in,  it's  important  that  judges  throw  frivolous  cases  and 
unscrupulous  lawyers  out.  Under  the  existing  rules,  judges  have 
the  ability  not  only  to  throw  out  meritless  cases,  but  to  impose 
sanctions  on  lawyers  and  parties  that  abuse  the  system. 

Judges  also  have  the  responsibility  under  current  rules  to  make 
sure  that  both  the  amount  recovered  by  shareholders  in  a  settle- 
ment and  the  fees  paid  to  their  lawyers  are  fair.  If  the  judges  are 
not  using  the  weapons  available  to  combat  frivolous  lawsuits,  we 
need  to  find  out  why. 

If  these  weapons  are  not  sufficient  to  detect  and  deter  abuses,  we 
need  to  know  what  can  we  do. 


Mr.  Chairman,  I  hope  that  the  witnesses  will  help  answer  these 
questions  and  with  their  assistance  and  insight,  perhaps  Congress 
can  find  a  way  to  settle  this  matter. 

Senator  Dodd.  Thank  you  very  much. 

Senator  Bennett. 

OPENING  STATEMENT  OF  SENATOR  ROBERT  F.  BENNETT 

Senator  Bennett.  Thank  you,  Mr.  Chairman.  I  appreciate  your 
convening  the  hearing  and  the  subject. 

I  would  share  with  you  and  the  committee  an  anecdote,  you  talk 
about  anecdotal  evidence,  that  involves  a  former  Member  of  the 
committee,  my  father. 

After  he  left  the  Senate,  being  a  young  man  of  75,  and  anxious 
to  continue  a  productive  career  elsewhere,  he  joined  the  board  of 
a  mutual  fund.  Like  many  mutual  funds,  it  was  technically  a  series 
of  funds.  There  were  40  or  50  different  corporations. 

He  was  served  with  a  subpoena  of  a  lawsuit.  And  he  said,  what 
is  this?  And  the  general  counsel  of  the  mutual  fund  said  to  him, 
well,  Senator,  because  your  name  alphabetically  heads  the  list  of 
directors,  they're  suing  you  first  and  the  rest  will  come  later.  This 
happens  every  time  there  is  a  cost-of-living  adjustment  in  directors' 
fees. 

There  is  a  law  firm  in  New  York  that  automatically  pushes  the 
button  on  its  word  processor,  kicks  out  the  complaint,  and  sues 
that  the  directors  are  enriching  themselves  improperly  at  the  ex- 
pense of  the  holders  of  the  securities.  They  know  that  the  cost  of 
defending  the  suit  is  going  to  be  about  $150,000  in  legal  fees  and 
they're  standing  ready  to  settle  the  suit  for  $100,000,  which  we  al- 
ways do. 

So  every  2  years,  we  send  a  check  for  $100,000  to  this  law  firm 
and  they  leave  us  alone.  And  every  time  it  happens,  the  director 
whose  alphabetical  name  leads  the  list  is  the  one  who  gets  filed  on. 
So,  since  Bennett  comes  before  any  other  name  in  the  group,  you 
just  prepare  yourself  for  this.  It's  going  to  happen  every  2  years. 
And  it  did. 

Senator  Dodd.  You  should  have  hired  somebody  by  the  name  of 
Abbott. 

[Laughter.] 

Senator  Bennett.  They  did. 

[Laughter.] 

As  a  matter  of  fact,  they  did,  and  dad  was  delighted  that  he 
wasn't  sued  any  more  because  it  was  filed. 

Now  the  interesting  thing  about  it  is  that  everybody  knew  there 
was  no  merit  whatsoever  in  the  lawsuit.  The  law  firm  had  carefully 
calculated  what  it  would  cost  the  mutual  fund  to  defend  the  law- 
suit and  it  was  prepared  to  settle  for  roughly  75  percent  of  the  liti- 
gation cost.  And  the  firm  said,  we  hate  it,  but  from  the  standpoint 
of  protecting  the  assets,  it  makes  more  sense  for  us  to  send  them 
the  $100,000  every  2  years  than  it  does  to  fight  it. 

Interestingly  enough,  the  law  firm  earned  its  living  doing  this 
with  mutual  funds  across  the  country.  That's  why  they  had  it  on 
their  word  processor.  Every  time  a  mutual  fund  would  adjust  its 
directors'  fees,  it  would  file  the  automatic  suit. 
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It's  no  longer  being  done.  Why?  Because  Merrill  Lynch  decided 
they  would  fight  it.  It  cost  Merrill  Lynch  $1  million  in  legal  fees, 
but  they  shut  the  law  firm  down,  taking  them  to  court  and  ulti- 
mately embarrassing  them  and  defeating  them. 

But  that's  a  pretty  high  price,  to  ask  Merrill  Lynch  or  anybody 
else  to  spend  that  kind  of  money  shutting  down  this  kind  of  scam. 
And  that's  the  only  word  I  can  find  to  describe  it. 

So,  as  I  sit  here  and  listen  to  the  opening  statements  and  thumb 
through  the  testimony,  I  can  add  that  one  anecdotal  piece  of  evi- 
dence from  someone  who  has  sat  in  these  same  chairs  and  dealt 
with  these  same  issues.  He's  now  really  retired  at  95,  but  I'll  be 
glad  to  report  to  him  what  we  finally  do  nere. 

Thank  you,  Mr.  Chairman. 

Senator  Dodd.  Thank  you  very  much,  Senator  Bennett. 

Well,  let  me  welcome  our  witnesses  and  thank  you  for  being  here 
this  morning  and  participating  in  this  discussion.  We'll  begin  to  in- 
troduce them. 

Mr.  Edward  McCracken,  who  is  the  president  and  chief  executive 
officer  of  Silicon  Graphics,  Inc.,  from  Mountain  View,  CA.  We  wel- 
come you  very  much,  Mr.  McCracken. 

Mr.  John  Adler  is  president  and  chief  executive  officer  of — how 
do  you  pronounce  that? 

Mr.  Adler.  Adaptec. 

Senator  Dodd.  Adaptec,  from  Milpitas,  CA.  He'll  be  testifying  on 
behalf  of  the  American  Business  Conference. 

Mr.  Richard  Egan  is  president  of  EMC  Corporation,  from 
Hopkinton,  MA. 

And  Mr.  Thomas  Dunlap,  who  Senator  Domenici  has  already  ref- 
erenced, is  the  general  counsel  of  Intel  Corporation,  from  Santa 
Clara,  CA. 

I'm  going  to  ask  this  panel  and  the  two  that  follow,  we're  going 
to  take  every  bit  of  material,  supporting  documents  and  evidence 
that  you  want  to  have  as  a  part  of  this  record,  and  that  will  be  true 
of  every  panel,  so  111  say  it  once.  I'm  going  to  ask  you  to  keep  an 
eye  on  this  clock  here.  I  m  not  going  to  hold  you  to  this  thing  reli- 
giously, but  just  as  a  good  barometer. 

Your  full  statements  will  be  a  part  of  the  record.  But  if  you  could 
try  and  get  to  the  essence  of  your  remarks  as  quickly  as  possible, 
then  I  think  the  more  valuable  part  of  these  hearings  are  the  dis- 
cussion that  follows  and  some  of  the  questions,  with  all  due  respect 
to  your  testimony. 

We're  going  to  run  that  for  about  5  or  6  minutes,  that  clock,  and 
then  use  that  as  an  indication  that  you  should  sort  of  wrap  up  so 
we  can  move  on  and  make  sure  we  get  everybody's  testimony  in 
and  then  get  to  the  questions. 

So,  again,  we  thank  you  for  being  here.  Mr.  McCracken,  we'll 
begin  with  you,  and  I'll  ask  you  to  each  testify  in  the  order  that 
I've  introduced  you. 

STATEMENT  OF  EDWARD  R.  McCRACKEN,  PRESIDENT  AND 
CHIEF  EXECUTIVE  OFFICER,  SILICON  GRAPHICS,  INC., 
MOUNTAIN  VIEW,  CA 

Mr.  McCracken.  Mr.  Chairman,  Members  of  the  committee,  I'm 
Ed  McCracken,   president   and   chief  executive   officer  of  Silicon 
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Graphics.  I'm  pleased  to  be  here  today  to  present  my  views  on  this 
very  important  subject. 

First  of  all,  Silicon  Graphics.  Who  are  we?  We're  an  11-year-old 
company.  Many  consider  us  to  be  the  leaders  in  visual  computing. 
Today,  there  are  hundreds  of  uses  for  visual  computing.  Ford,  for 
example,  uses  our  computers  to  design  cars.  Many  of  the  pharma- 
ceutical companies,  including  Chiron,  use  our  computers  to  design 
new  molecules  for  new  drugs,  such  as  to  cure  diseases  such  as 
AIDS.  And  computer  graphics  artists  indeed  use  our  systems  to  do 
motion  pictures  like  the  recently  released  "Jurassic  Park." 

In  fact,  before  I  left  from  California,  we  had  a  company  meeting 
where  we  passed  out  T-shirts  to  all  of  our  employees,  entitled,  "Sili- 
con Graphics — Making  a  Better  Dinosaur." 

[Laughter.] 

Most  recently,  we  were  selected  by  Time-Warner  Cable  to  de- 
velop technology  for  a  full-service  interactive  digital  TV  network  in 
Orlando,  Florida.  It's  a  new  television  system  that  will  expand  the 
entertainment  choices  available  to  people,  providing  them  with  a 
host  of  new  services,  including  educational  resources,  interactive 
video  games,  and  business  services. 

Earner  this  year  President  Clinton  and  Vice  President  Gore  vis- 
ited our  headquarters  in  Mountain  View,  CA,  to  release  their  posi- 
tion papers  on  the  administration's  high-technology  policy.  So  it's 
been  an  interesting  time  for  us  recently. 

We're  11  years  old — if  I  could  have  chart  1.  We  now  have  sales 
of  just  over  $1  billion  a  year.  So  we've  had  a  nice  revenue  growth 
period.  And  in  fact,  also  we've  been  able  to  add  to  our  company  a 
fairly  large  number  of  employees  and  our  current  employment  is 
approximately  3,600  people,  up  from  nothing  11  years  ago. 

During  this  time  period,  which  is  the  time  period  since  we  went 
public  in  the  late  1986  time  period,  we've  grown  from  about  400 
people  to  around  3,600  people,  adding  high  technology  jobs  to  our 
economy. 

About  half  of  our  sales  are  outside  the  United  States.  We're  a 
major  exporter  and  most  of  our  manufacturing  is  done  in  the  Unit- 
ed States.  We're  a  heavy  believer  in  having  manufacturing  right 
next  to  our  research  and  development  centers. 

Fortune  magazine  has  listed  us  for  the  last  2  years  as  one  of 
America's  100  fastest-growing  companies. 

People  in  our  company  are  motivated  by  pursuing  interesting 
and  challenging  ideas.  They  understand  that  the  pace  of  techno- 
logical advancement  now  can  be  harnessed  to  achieve  a  ten-fold  im- 
provement in  computers'  performance  every  3V2  years,  and  they're 
excited  about  the  resulting  transformation  in  our  industry.  They 
adapt  very  readily  to  change  and  they  learned  how  to  incorporate 
it  in  their  daily  lives. 

I  could  talk  at  length  about  our  company  and  our  scientific  and 
engineering  and  creative  successes.  And  also,  the  effort  of  our  com- 
pany to  become  a  standard  in  business  conduct  world-wide  and  our 
success  in  expanding  employment. 

However,  I'd  like  to  spend  more  time  on  the  issue  in  front  of  us, 
which  I  think  is  one  of  the  primary  problems  in  our  industry,  and 
that's  the  securities  class-action  lawsuit. 
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Even  though  companies  like  Silicon  Graphics  are  successful,  as 
you  can  see  from  chart  2,  there's  a  constant  threat  of  a  securities 
class-action  lawsuit.  Because  stock  price  volatility  goes  hand-in- 
hand  with  risk-taking,  innovative  companies  become  targets  of 
these  abusive  suits. 

When  the  courts  first  authorized  the  use  of  the  class-action  tech- 
nique in  connection  with  these  suits,  there's  no  doubt  that  it  was 
done  to  ferret  out  real  fraud  and  real  wrong-doing.  However,  I  be- 
lieve that  the  current  practice  of  off-the-shelf  legal  complaints 
when  a  company  announces  a  downturn  in  performance,  essentially 
amounts  to  an  uncontrolled  tax  on  innovation. 

Under  today's  system,  companies  can  be  exposed  to  potential  liti- 
gation whenever  the  stock  price  falls  by  approximately  10  percent, 
even  if  there's  absolutely  no  violation  of  security  laws  or  fiduciary 
responsibility.  I'd  like  to  tell  you  about  an  experience  that  we  had 
in  that  regard.  If  I  could  have  chart  3. 

As  you  can  see,  our  stock  price — I  put  the  stock  price  of  Silicon 
Graphics,  the  top  bar  on  this  chart,  as  an  overlay  here.  The  bottom 
bar  is  the  S&P  500.  As  you  can  see,  our  stock  price  has  been  rel- 
atively volatile,  much  more  volatile  than  our  revenue  or  the  in- 
crease in  employees  in  our  company. 

On  April  3,  1991,  we  announced  that  the  revenues  for  the  quar- 
ter ended  March  30,  1991,  would  be  lower  than  the  previous  quar- 
ter. This  was  the  company's  first  revenue  decline  after  six  consecu- 
tive quarters  of  growth.  Now  the  principal  reason  for  the  decline 
was  Desert  Storm.  We  sell  a  lot  of  systems  to  various  Government 
agencies  and  Desert  Storm  was  a  factor  in  terms  of  our  sales  dur- 
ing the  quarter.  After  the  announcement,  the  company's  stock 
dropped  10  percent. 

Senator  Dodd.  Would  you  explain  that?  I'm  sorry.  Why  was 
Desert  Storm  a  factor? 

Mr.  McCracken.  Well,  I  think  there  were  two  reasons.  One  is 
we  do  sell  a  lot  to  defense  agencies  and  other  companies  who  sell 
to  the  Defense  Department.  The  Defense  Department  was  pretty 
busy  during  that  time  and  their  normal  procurement  process 
turned  out  to  be  a  lot  slower  because  of  their  activity. 

Also  I  think  there  were  just  a  lot  of  us,  including  myself,  watch- 
ing television  every  evening  rather  than  working.  I  know — I  had  a 
brother-in-law  in  the  82nd  Airborne.  I  think  there  was  just  a  lot 
less  business  done  by  American  business  during  that  quarter,  and 
that  did  impact  our  business. 

Our  stock  dropped  10  percent.  Several  weeks  later,  I  was  sued. 
I  was  personally  named  as  a  defendant,  along  with  a  few  others. 
It  was  our  first  suit  of  this  kind.  It  was  a  surprise  to  us. 

We  reviewed  all  of  our  records.  We  invested  a  lot  in  legal  fees. 
We  then  filed  a  motion  to  dismiss  the  case,  which  was  granted  by 
the  court.  As  is  typical,  however,  the  plaintiff  was  given  the  oppor- 
tunity to  refile  her  case.  Then,  having  examined  her  new  pleading, 
we  had  to  file  a  second  motion  to  dismiss  and  also  challenge  the 
standing  of  the  named  plaintiff,  the  18-year-old  daughter  of  the  at- 
torney's stockbroker,  as  an  adequate  class  representative.  The 
plaintiff  held  200  shares  of  our  stock,  actually  had  a  straddle  strat- 
egy, including  call  options,  as  well  as  purchase  of  shares.  She  actu- 
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ally  made  money  on  the  entire  transaction.  But  during  this  period 
of  time,  the  stock  dropped  from  $42  to  $38. 

The  plaintiffs'  attorneys  refused  to  drop  the  case  without  a  pay- 
ment. After  a  lot  of  internal  debate — we  wanted  to  fight  this  all  the 
way — but  after  a  lot  of  internal  debate,  we  made  a  decision  to  go 
back  to  our  business  and  make  a  settlement.  It  was  less  expensive 
to  do  this.  So  this  completely  meritless  case  finally  was  dismissed 
this  month  after  2  years  with  well  over  $500,000  spent  to  defend. 

Now  $500,000  to  our  company,  at  $1  billion,  isn't  all  that  much. 
But  I  also  represent  the  American  Entrepreneurs  for  Economic 
Growth,  an  organization  of  6,600  companies  with  750,000  employ- 
ees, of  which  I^n  co-chairman. 

I  remember  5  years  ago,  $500,000  would  have  been  a  lot  of 
money,  and  it  would  have  also  locked  us  out  of  the  capital  market 
during  that  2-year  period  of  time  and  put  our  entire  company  in 
jeopardy.  So  I  also  represent  the  even  smaller  companies. 

But  the  real  cost  to  the  company  was  much  more  than  that.  We 
were  distracted.  We  were  distracted,  not  only  myself  and  the  execu- 
tive team,  but  probably  200  people  in  our  company. 

We  curtailed  our  R&D  spending  by  spending  money  on  legal  fees 
rather  than  research  and  development  ana  reinventing  ourself 
every  year  or  two — which  is  our  primary  method  of  doing  business. 
And  finally,  our  integrity  as  a  company  was  "put  into  play." 

I  believe  that  the  very  threat  of  these  lawsuits  in  which  it  is 
business  as  usual  to  accuse  someone  of  fraud  carries  a  further  on- 
going cost,  and  that's  why  I  call  it  a  tax  on  innovation. 

We  need  to  eliminate  the  incentives  from  the  current  system  to 
file  frivolous  cases.  Once  these  cases  are  put  into  motion,  they're 
almost  impossible  to  stop  without  some  cost  to  the  innocent  com- 
pany. 

But,  from  the  plaintiffs'  attorney's  point  of  view,  why  shouldn't 
the  case  be  filed?  It's  cheap.  It  doesn't  cost  anything.  Simply  put, 
accusing  companies  and  individuals  of  fraud  has  virtually  no  down- 
side and  provides  a  lucrative  career  for  those  attorneys  which  pur- 
sue it. 

If  high-technology  companies  are  to  be  competitive  in  the  global 
marketplace,  the  management  teams  must  be  encouraged  to  focus 
on  innovation,  to  focus  on  revenue  and  job  creation  and  taking  risk, 
which  produces  a  volatile  stock  price. 

It's  counterproductive  to  have  just  a  few  attorneys,  and  I  re- 
peat—just a  few  attorneys — so  easily  translate  this  volatility  into 
accusations  of  fraud. 

There  are  solutions  to  the  problem.  I  think  the  solutions  are 
quite  easy. 

If  we  fail  to  address  this  problem,  the  incentive  to  innovate  will 
continue  to  be  compromised.  On  the  other  hand,  if  we  align  as 
many  of  our  systems  as  possible  so  that  American  companies  can 
maintain  and  sharpen  their  competitive  edge,  we  will  strengthen 
our  world-wide  technology  and  business  leadership  and  we'll  con- 
tinue to  provide  really  exciting  and  rewarding  employment  for  peo- 
ple in  America. 

Thank  you. 

Senator  Dodd.  Thank  you  very  much,  Mr.  McCracken. 

Mr.  Adler.  You've  got  to  pull  that  microphone  closer  to  you. 


14 

STATEMENT  OF  JOHN  G.  ADLER,  PRESIDENT  AND  CHIEF 
EXECUTIVE  OFFICER,  ADAPTEC,  INC.,  MILPITAS,  CA 

Mr.  Adler.  Can  you  hear  me? 

Senator  Dodd.  Yes,  we  can. 

Mr.  Adler.  Good.  We've  got  some  charts  coming. 

Mr.  Chairman,  Senators,  thank  you  for  having  me.  My  name  is 
John  Adler.  I'm  chairman  and  chief  executive  officer  of  Adaptec, 
Inc.,  located  in  Milpitas,  CA,  near  Silicon  Valley. 

Our  company  is  about  12  years  old.  It  was  started  in  a  garage. 
Today,  it  has  $311  million  in  revenue  and  1,400  employees  world- 
wide. 

I  myself  came  to  this  country  in  1956  from  Hungary,  alone,  with- 
out a  penny  to  my  name  and  without  the  ability  to  speak  English. 
I  came  running  from  a  repressive  regime  because  I  believed  in  free- 
dom and  justice.  And  I'm  here  today  to  talk  about  the  justice  part 
of  it. 

I  am  representing  ABC  Member  Companies,  as  well  as  this  list- 
ing of  47  high-technology  companies  from  around  the  country.  For 
the  record,  there  are  six  additional  ones  to  be  added,  which  are  M- 
dol,  MediaVision,  National  Semi-conductor,  Selectron,  the  Malcolm 
Baldrige  Award-Winning  Company  last  year,  Silicon  Graphics, 
which  nas  Mr.  McCracken  sitting  here,  Cisco  and  Western  Digital. 

Some  of  these  companies  are  private,  some  are  public.  I  believe 
the  largest  one  is  Intel,  with  over  $6  billion  in  revenue.  The  small- 
est one  is  Logical  Systems.  They  employ  25  employees  and  have 
$2V2  million  in  revenues. 

The  companies  are  represented  from  around  the  country,  not  just 
from  Silicon  Valley — Distributed  Processing  from  Florida,  ExeDite 
in  Colorado,  Cyrix  in  Texas,  ALR  in  Southern  California.  Some  of 
the  others  are  in  Northern  California,  the  Silicon  Valley  area. 

On  the  left-hand  side,  the  companies  without  the  six  additions 
that  I  mentioned,  represent  $23  billion  of  revenue  and  135,000  peo- 
ple employed.  These  are  the  ABC  Companies  represented  below. 

So  I'm  speaking  on  behalf  of  nearly  585,000  employee  companies, 
with  revenues  of  $65  billion,  again,  excluding  the  six  companies 
that  I  indicated  before. 

When  the  word  got  out  that  I  was  going  to  testify,  I  received  sev- 
eral calls  advising  me  not  to,  pointing  out  the  potential  adverse  ef- 
fect on  my  company  since  we're  currently  under  litigation.  This 
would  potentially  prolong  the  case,  make  potential  settlements  at 
higher  cost  than  otherwise,  and  make  the  discovery  process  more 
arduous. 

You're  all  familiar  with  the  lawsuits,  the  basics  of  these  lawsuits. 
The  price  of  the  stock  drops  on  some  unforeseen,  but  not  ordinary 
business  event. 

For  instance,  the  company  lost  a  contract.  We  didn't  know  that 
we  were  going  to  lose  it.  A  competitor  won  it.  Because  of  the  high 
technology  nature  of  our  product,  a  new  product's  introduction  is 
delayed  by  a  quarter.  Revenues  are  therefore  delayed  for  a  quarter, 
so,  therefore,  revenues  are  not  where  they  ought  to  be.  And  there 
are  countless  other  examples  of  these  which  we  believe  constitute 
normal  business  events  which  companies  face  in  the  ordinary 
course  of  business  every  day.  In  fact,  that's  what  we  get  paid  for. 
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The  minimal  cost  of  $120  filing  fee  is  what  it  takes  to  file  these 
lawsuits,  which  are  all-encompassing.  Here's  the  one  [indicating], 
that's  against  ours.  It  was  produced  4  days  after  the  price  of  the 
stock  dropped  at  a  cost  of  $120,  alleging  every  wrong-doing  under 
the  sun  without  any  specificity  to  anything. 

It  alleges  that  the  company  has  the  broadest  fishing  expedition. 
It  claims  that  management  knew  or  should  have  known — these  are 
horrendous  phrases,  Senators — have  known  or  should  have  known. 
Clairvoyancy  is  what  is  required  today  to  potentially  avoid  these 
suits. 

The  specifics  of  the  case  is  fairly  simple.  Our  company  has  had 
35  consecutive  quarter  profitability.  The  company  has  never  lost 
money  since  it  went  profitable.  In  one  quarter  out  of  those  35,  it 
was  the  23rd  quarter  of  profitability,  we  had  a  15-percent  revenue 
shortfall,  precisely  the  same  quarter  that  Ed  did.  We  saw  a  slowing 
of  economic  activity  from  the  Gulf  War  world-wide.  Within  4  days, 
we  got  sued. 

The  suit  alleged  everything,  firom  us  violating  generally  accepted 
accounting  principles  to  artificially  inflating  Adaptec's  revenues 
earnings  as  assets.  It  claimed  that  the  viability  of  the  company  was 
in  danger,  so  on  and  so  forth. 

During  that  quarter,  which  was  profitable,  even  though  a  little 
lower  than  we  wanted  it,  the  company  continued  to  grow  profitably 
ever  since.  The  value  of  our  stock  now  is  currently  approximately 
five  times  what  it  was  when  the  suit  was  filed.  And  we  have  more 
than  doubled  in  size.  Currently,  we  have  140  openings  to  hire  peo- 
ple to  add  to  the  staff. 

So  if  a  company  like  Adaptec,  with  35  consecutive  quarters  of 
profitability,  can  be  sued  for  not  serving  its  shareholders,  there's  a 
problem. 

We  received  discovery  demands  containing  105  broad  requests, 
including  such  items  as  all  documentation  that  refers  to  sales  or 
orders  in  general  and  all  documents  that  discuss  or  refer  to  profit 
margins  at  Adaptec. 

We  produced  over  1,500  boxes  of  paper,  Senator,  at  a  cost  of  al- 
most $1V2  million.  In  addition  to  that,  they  served  subpoenas  on 
ten  of  our  major  customers  and  suppliers,  without  our  knowledge, 
and  we  have  to  go  to  court  to  stop  them  from  doing  that.  With  the 
unlimited  discovery  potential  that  the  broadness  of  the  suit  carries 
with  it,  we  have  a  national  problem. 

Today,  we've  spent  $2  million  and  we  haven't  proceeded  to  depo- 
sition stage  yet.  As  Ed  mentioned,  we  could  have  hired  engineers 
because  we  diverted  money  from  the  R&D  budget,  introduced  new 
products,  hired  more  sales  marketing  and  manufacturing  people, 
created  jobs  for  our  supplier 

Senator  Dodd.  Keep  an  eye  on  that  clock  now,  Mr.  Adler. 

Mr.  Adler.  Pardon  me? 

Senator  Dodd.  Just  keep  an  eye  on  the  clock  there. 

Mr.  Adler.  I'm  sorry.  I'll  be  done  in  30  seconds,  sir. 

When  you  multiply  the  effect  that  we  experienced  by  the  unbe- 
lievable number  of  companies  being  sued,  it  is  clear  that  we  have 
a  national  problem. 
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Another  problem  is  I  have  difficulty  attracting  people  to  serve  on 
my  board.  The  public  company,  at  a  time  when  you  all  want  to  in- 
crease corporate  governance  over  schlocky  CEO's  like  myself 

[Laughter.] 

And  my  greatest  frustration  is  that  these  suits  have  a  life  of 
their  own.  F  can't  get  rid  of  them.  I  can  either  settle  or  go  on  for 
2  or  3  more  years  until  it  gets  to  court.  This  needs  a  legislative 
change,  in  my  opinion,  because  this  is  fully  in  line  with  the  stated 
objective  of  trie  administration;  that  is,  to  create  more  jobs,  make 
American  business  more  competitive,  and  increase  corporate  gov- 
ernance of  companies.  I  think  this  change  should  have  support  on 
both  sides  of  the  aisle. 

Thank  you. 

Senator  Dodd.  Thank  you  very  much.  Mr.  Egan. 

STATEMENT  OF  RICHARD  J.  EGAN,  CHAIRMAN,  EMC 
CORPORATION,  HOPKINTON,  MA 

Mr.  Egan.  Mr.  Chairman  and  Members  of  the  subcommittee,  I 
thank  you  for  this  opportunity  to  express  my  views  and  deep  con- 
cerns about  the  devastating  and  debilitating  effects  of  meritless  se- 
curities fraud  lawsuits  on  publicly-traded  companies,  particularly 
those  in  high-technology. 

My  name  is  Richard  Egan.  I'm  chairman  of  the  board,  founder 
and  director  of  EMC  Corporation  in  Hopkinton,  MA.  We  design,  de- 
velop and  manufacture  high-performance  computer  storage  sys- 
tems. We  employ  approximately  1,600  people  and  operate  60  field 
offices  arouna  the  world.  Revenues  last  year  were  $349  million,  of 
which  about  30  percent  was  derived  outside  North  America. 

Like  so  many  high-technology  companies,  EMC  started  small  and 
with  limited  finances.  My  co-founder  and  I  pooled  our  savings  and 
extended  our  credit  card  limits  to  the  maximum  to  fund  EMC's 
start-up  in  1978.  Thanks  to  a  lot  of  hard  work  and  a  lot  of  luck, 
we  grew  at  a  rapid  rate,  such  that  by  1986,  we  had  to  turn  to  the 
capital  markets  for  equity. 

Since  becoming  a  public  company,  we've  been  the  target  of  two 
lawsuits  that  I  call  strike  suits,  because  I  have  since  learned  they 
are  typically  filed  within  days  or  sometimes  hours  of  a  company's 
announcement  of  adverse  news  and  disappointing  earnings.  They 
are  intended  to  coerce  companies  into  settlement. 

The  first  lawsuit,  which  was  filed  in  1988,  was  initiated  by  a  law 
firm  on  behalf  of  a  fellow  who  I  later  learned  was  a  professional 
investor  and  a  partner  in  a  money  management  firm. 

This  lawsuit  was  prompted  by  an  announcement  that  our  quar- 
terly earnings  would  be  lower  than  they  were  the  previous  quarter. 
The  reason  for  that  was  the  cost  of  semiconductors  escalated  in 
that  period  of  time  due  to  the  Government's  intervention  in  terms 
of  setting  price  limits  on  dumping. 

Our  legal  counsel  advised  us  that  our  management  had  not  acted 
in  any  improper  or  illegal  manner,  but  it  would  be  very  expensive 
to  defend  ourselves.  Because  we  were  still  a  small  company  and  be- 
cause we  could  have  been  completely  wiped  out  by  an  adverse  court 
ruling,  I  decided  very  reluctantly  to  pay  him  off. 

As  a  result  of  this  strike  suit,  management  decided  that  we 
would  in  the  future  limit  public  information  about  EMC  and  its 
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progress  and  expectations.  Most  class-action  suits  are  usually  filed 
after  a  public  announcement  by  the  company  and  the  plaintiffs' 
lawyers  race  each  other  to  the  courthouse  to  De  the  first  to  file  a 
suit. 

Obviously,  since  these  suits  are  filed  so  quickly,  there  is  no  time 
for  any  factual  investigation  about  whether  fraud  was  actually 
committed.  Instead,  once  the  suit  is  filed,  the  plaintiffs'  law  firm 
proceeds  to  search  through  all  of  the  company's  documents  and 
take  endless  depositions  with  the  slightest  positive  comment  which 
they  can  claim  induced  the  plaintiff  to  invest,  and  any  shred  of  evi- 
dence that  they  thought  indicated  the  company  knew  a  downturn 
was  coming. 

Although  the  SEC  continues  to  encourage  public  company's  from 
actual  disclosure,  these  strike  suits  have  exactly  the  opposite  effect. 
Now  we  always  have  a  defensive  posture  in  our  statements  because 
of  concern  that  we  will  be  sued.  In  addition,  companies  can  become 
more  reluctant  to  take  business  risks,  for  each  time  a  risk  fails,  we 
are  subject  to  a  suit  for  fraud. 

A  second  strike  suit  was  filed  against  EMC  in  1991.  It  followed 
only  20  hours,  less  than  one  business  day  after  our  public  an- 
nouncement that  quarterly  results,  which  had  been  increasing 
steadily,  would  show  less  profitability  than  the  prior  quarter.  We 
were  not  reporting  a  loss,  only  a  decline  in  earnings. 

Bv  the  time  the  second  strike  suit  was  filed,  we  were  big  enough 
to  defend  ourselves  and  we  still  remembered  how  outraged  I  was 
when  the  first  suit  was  filed.  We  were  fortunate  in  that  we  argued 
before  a  very  sophisticated  and  intelligent  judge  that  took  the  time 
to  understand  the  case  and  saw  through  this  charade. 

A  copy  of  the  court's  decision  in  this  case  will  be  submitted  for 
the  record  to  the  subcommittee,  but,  in  brief,  in  March,  1992,  the 
Federal  judge  dismissed  the  lawsuit  with  prejudice  and  chastised 
the  plaintiffs  because  they,  in  the  judge's  words,  apparently  wished 
to  embark  on  a  fishing  expedition  at  tne  defendants  expense. 

Nevertheless,  EMC  management  and  its  attorneys  spent  an  enor- 
mous amount  of  time  in  defending  this  thoroughly  meritless  law- 
suit. Needless  to  say,  the  distracted  management  time  cost  us  sales 
and  planning  for  the  future. 

Mr.  Chairman,  I  have  since  learned  that  such  fishing  expeditions 
are  not  uncommon.  Apparently,  there  are  a  number  of  law  firms 
that  specialize  in  filing  claims  against  high-tech  companies  such  as 
EMC  that  often  have  unpredictable  results. 

Usually,  these  law  firms  rely  upon  a  cadre  of  professional  plain- 
tiffs that  own  only  a  few  shares  of  many  public  companies  and  who 
are  solicited  by  the  law  firms  when  a  plaintiff  is  needed. 

I  understand  that  one  individual,  a  retired  attorney,  has  been 
the  plaintiff  in  over  300  lawsuits.  The  lead  plaintiff  in  a  class-ac- 
tion suit  can  be  awarded  a  substantial  bonus  just  for  lending  their 
name  to  the  complaint.  The  plaintiffs  in  our  case  were  two  persons 
who  collectively  owned  a  minimum  amount  of  stock.  Once  the  suit 
is  filed,  they  are  practically  guaranteed  a  windfall  of  legal  fees 
since  virtually  all  lawsuits  are  settled  with  the  company's  paying 
the  attorneys  fees. 

I  think  there  are  a  number  of  things  that  will  happen  if  these 
are  not  curtailed. 
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Companies  will  be  reluctant  to  publish  forecasts,  despite  the 
SEC's  and  investors'  requests  to  do  otherwise.  Companies  will  not 
take  sound  risks,  but  will  manage  their  operations  so  as  to  main- 
tain steady  performance  and  avoid  stock  fluctuations. 

The  corporate  decision-making  process  will  be  severely  hampered 
by  the  need  to  scrutinize  every  action  that  might  possibly  be  the 
subject  of  a  lawsuit. 

Companies  will  pay  enormous  sums  to  law  firms  and  not  their 
investors.  Management  time  will  be  diverted  to  defend  these  law- 
suits. U.S.  corporations  will  remain  at  a  disadvantage  because  we 
must  constantly  think  short-term  in  order  to  deliver  acceptable  fi- 
nancial results  every  90  days,  rather  than  focusing  on  long-term 
development,  a  disadvantage  with  which  most  of  our  foreign  com- 
petitors do  not  have  to  contend. 

Mr.  Chairman,  I  firmly  believe  American  industry  must  be  effi- 
cient and  productive  and  there  are  some  steps  that  Congress 
should  do  to  alleviate  this  troubling  problem. 

First,  plaintiffs  and  plaintiffs'  legal  counsel  should  be  required  to 
pay  the  legal  costs  and  expenses  of  defendants  in  cases  which  are 
found  to  be  frivolous  and  unjustified.  I  know  that's  a  tough  one. 

There  should  be  a  standard  of  clear  and  convincing  proof  for  alle- 
gations of  fraud  against  companies.  This  would  discourage  lawsuits 
based  on  statements  by  a  company  that  turned  out  to  be  inaccurate 
but  were  not  intended  to  mislead.  Plaintiffs  should  not  be  invisible. 
They  should  not  be  allowed  to  become  professionals,  that  is,  appear 
in  lawsuit  after  lawsuit  after  lawsuit. 

In  addition,  contracts  arranged  between  the  plaintiffs  and  their 
law  firms  should  be  made  discoverable.  The  American  Bar  Associa- 
tion should  be  urged  to  track  and  investigate  activities  of  law  firms 
that  engage  in  repeated  strike  suits. 

Before  concluding,  and  it's  my  last  paragraph,  I  wish  to  relate  to 
you  a  recent  conversation  I  had  with  the  president  of  a  company 
and  a  friend  that  produces  computer  disk  drives.  This  market  is 
very  competitive  and  the  companies  involved  are  known  to  experi- 
ence very  volatile  sales  and  earnings. 

My  colleague  told  me  that  his  firm  was  a  defendant  in  a  strike 
suit.  It  was  his  third,  his  fourth,  or  his  fifth.  I  said,  "so  what  else 
is  new?"  He  replied,  "this  time  they  sued  me  because  the  stock 
price  went  up." 

I  said,  by  the  way,  the  law  firm  that  was  suing  him  for  the  stock 
that  was  going  up  was  simultaneously  suing  him  for  the  stock  price 
going  down.  This  story  might  not  be  so  funny  if  it  was  not  indic- 
ative of  the  terrible  threat  to  American  companies,  our  economy, 
and  our  Nation's  competitiveness  around  the  world. 

Thank  you  for  your  attention  and  interest  and  I'll  be  pleased  to 
answer  any  questions  you  have. 

Senator  Dodd.  Thank  you  very  much,  Mr.  Egan. 

Mr.  Dunlap,  welcome. 

STATEMENT  OF  THOMAS  DUNLAP,  JR.,  GENERAL  COUNSEL, 
INTEL  CORPORATION,  SANTA  CLARA,  CA 

Mr.  Dunlap.  Thank  you,  Mr.  Chairman,  and  Members  of  the 
committee. 


19 

Senator  Dodd.  By  the  way,  we  have  been  joined  by  Senator  Carol 
Moseley-Braun  and  Senator  Patty  Murray. 

Do  each  of  you  want  to  make  a  statement? 

Senator  Murray.  [Nods  in  the  negative.] 

Senator  Moseley-Braun.  [Nods  in  the  negative.] 

Senator  Dodd.  Fine. 

Mr.  Dunlap.  Mr.  Chairman,  Members  of  the  subcommittee,  I'm 
Tom  Dunlap,  general  counsel  of  Intel.  I'm  the  only  lawyer  up  here. 
I  actually  joined  Intel  19  years  ago  as  an  engineer.  So  I  would  ap- 
preciate it  if  we  don't  remind  my  boss  that  I  went  to  law  school. 

[Laughter.] 

We  are  a  high-technology  company  in  the  Silicon  Valley.  We  have 
major  manufacturing  facilities  in  New  Mexico,  in  Arizona,  and  Or- 
egon. In  fact,  the  main  product  that  we  make  are  these  chips  that 
go  into  the  personal  computers.  You  might  think  of  them  as  the 
brains  of  the  personal  computer.  In  fact,  if  it  wouldn't  be  for  the 
personal  computer  today,  we  probably  wouldn't  be  able  to  have 
these  automatic  suits. 

[Laughter.] 

The  silicon  we  make  allows  this  to  happen,  but  it  also  obviously 
provides  a  lot  of  other  benefits  to  the  country. 

Now,  in  order  to  compete  in  the  international  marketplace,  Intel 
will  invest  in  1993  approximately  $900  million  in  R&D.  A  lot  of 
that  R&D  is,  by  its  very  nature,  speculative.  We  don't  know  what 
technology  is  going  to  really  turn  out.  When  you  spend  that  kind 
of  money,  some  things  are  going  to  work,  some  things  aren't  going 
to  work.  The  result  is  that,  very  often,  you  can  have  some  short- 
term  volatility  in  high-technology  companies. 

Actually,  Intel  will  be  celebrating  its  25th  anniversary  this  year. 
So  we're  one  of  the  older  high-technology  companies.  In  our  first  23 
years,  we  didn't  have  any  securities  lawsuits  whatsoever. 

The  interesting  thing  about  the  last  two  is  that  the  stock  price 
has  gone  from  a  low  of  about  $23 V2  in  August  1991  to  $56 V2,  I  be- 
lieve I  read  in  the  paper  this  morning.  And  we've  been  sued  during 
that  period  seven  times. 

Our  earnings  per  share  also  has  gone  from  48  cents  a  share  in 
the  first  quarter  of  1991,  and  in  the  latest  quarter  this  year,  we 
had  $1.24.  So  we've  had  a  significant  increase  in  earnings  and  in 
fact,  the  stock  price  and  the  result  was  seven  lawsuits. 

Now  the  seven  lawsuits  are  based  on  two  events  and  very  typical 
of  what  you've  heard  so  far  this  morning.  The  first  one  was  in  Sep- 
tember 1991,  where  we  determined  internally  within  Intel  and 
then  immediately  announced  to  the  market,  that  our  revenues  and 
earnings  would  be  significantly  lower  than  what  Intel  or  the  mar- 
ket in  general  expected.  Within  a  few  days  of  that  announcement, 
the  stock  had  dropped.  The  stock  dropped  from  $24.88  to  $20.75, 
which  meets  the  10-percent  rule.  So  automatically,  we  were  sued. 

What  happened  at  the  time  was  my  boss  said,  "we're  not  going 
to  pay  extortion  here.  We  are  going  to  fight  this  suit.  We  have  the 
ability  to  do  it  and  we  should  simplv  fight  it  to  the  bitter  end." 

But  the  first  thing  you  have  to  do  is  you  have  to  start  with  dis- 
covery. We  had  to  search  for  documents.  We  had  to  interview  a 
large  number  of  our  executives.  We  then  had  to  produce  a  whole 
bunch  of  documents  to  the  plaintiffs.  So,  in  short,  we  directed  our 
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time  and  money  to  litigation  instead  of  to  research  and  develop- 
ment. 

Now  what  we  did  is  we  developed  what  we  call  a  rule  11  letter, 
which  is  a  letter  we  send  to  the  other  side  and  say,  "here's  the  in- 
formation, you  should  have  never  filed  this  suit.  If  you  will  drop 
this  suit  now,  we'll  forget  about  this.  We  won't  go  after  you  for  rule 
11  sanctions.  But  if  we  go  any  further,  we  absolutely  will." 

The  plaintiffs  thought  about  it  for  a  while  and  then  they  dropped 
the  suit. 

In  this  particular  situation,  because  of  the  way  that  it  worked 
out,  we  did  not  have  to  pay  any  settlement.  We  just  had  to  pay  our 
own  attorneys'  fees.  But  we  did  waste  a  lot  of  time,  management 
time. 

The  exact  same  scenario — not  exactly  the  same,  I  guess.  Slightly 
different,  but  the  same  basic  algorithm  is  in  April  1993,  a  judge 
granted  a  new  trial  in  a  case  that  we  had  won  against  one  of  our 
competitors. 

Here,  the  stock  was  at  $55.  It  opened  the  next  day  at  approxi- 
mately $47V2.  Actually,  my  statement  has  a  typo.  It  says  $50.  It's 
$47 V2.  It  recovered  to  $48.  A  few  days  later,  it's  at  $51V3.  It  actu- 
ally closed  above  the  price  of  the  stock  before  the  decision  came  out 
in  a  matter  of  a  month. 

We  did  the  exact  same  rule  11  procedure  and  once  again,  the 
case  was  dropped. 

So  here's  two  lawsuits  that  had  no  basis.  It  cost  us  over 
$500,000,  which,  granted,  Intel  can  take  the  time  and  money  to  de- 
fend these  suits,  out  that  $500,000  could  have  supported  another, 
say,  ten  production  workers.  We  could  have  had  engineers  design- 
ing products. 

I  don't  know  what  invention  we  didn't  develop  because  it's  hard 
to  measure  exactly  what  these  engineers  could  have  created.  But 
it's  the  kind  of  thing  that  if  it  would  have  happened  to  Intel  in  our 
early  years,  we  may  not  have  the  microcomputer  today. 

We  started  out  making  memories.  We  came  up  with  the  idea  of 
a  microprocessor  which  has  given  us  a  lot  of  things  today  like  the 
personal  computer  that  we  would  never  have. 

And  in  fact,  the  other  day  I  talked  to  the  president  of  a  small 
company  like  Intel  was  when  I  joined  19  years  ago.  His  R&D  budg- 
et is  only  $600,000.  He  had  to  pay  the  same  $600,000  to  defend  his 
securities  lawsuit. 

So  thank  you  very  much.  That's  been  our  experience  in  these 
kinds  of  suits  and  I  think  that  there  is  something  that  we  can  do 
to  modify  the  laws  in  this  particular  area. 

Senator  Dodd.  Thank  you  very  much.  Now  we'll  apply  the  same 
rule  to  our  colleagues  up  here,  so  I'll  ask  the  staff  to  inform  us 
when  we've — that  clock  is  on,  so  we'll  give  everyone  a  chance  here 
to  move  around  as  quickly  as  we  can.  Again,  thank  you  for  being 
here  this  morning  and  sharing  your  stories  with  us. 

Several  of  you,  including  Mr.  Dunlap,  have  testified  about  your 
own  experiences  in  cases  that  were  filed  against  you  that  were 
later  dismissed,  whether  it  was  a  rule  11  letter  or  whatever  else 
you  used,  whatever  vehicles  you  used.  It  was  costly,  obviously,  as 
you  pointed  out,  to  go  through  that  process.  But  they  were  either 
dropped  or  dismissed.  Some  weren't,  obviously,  refiled  and  so  forth. 
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Some  would  point  to  your  testimony — in  fact,  I  suspect  they  will 
in  later  panels — and  say,  it's  working.  Granted,  you  have  problems 
here  and  you're  spending  money,  but  the  legal  system  is  in  effect, 
by  and  large,  rejecting  frivolous  claims  or  there  are  vehicles  under 
the  law  that  would  allow  defendants  to  respond  in  a  way  that  has 
discouraged  plaintiffs  from  pursuing  those  cases  further. 

It  is  annoying.  It's  painful.  It's  costly.  It  does  a  lot  of  things  and 
it  endangers  the  viability  of  companies.  But  the  bottom  line  is  in 
many  of  the  examples  you  cited  here  this  morning,  the  outcome  has 
been  in  the  defendants'  favor. 

So  I'd  ask  you  to  sort  of  respond  to  your  own  testimony,  in  a 
sense  here.  I'll  begin  with  you,  Mr.  Dunlap.  If  I  were  going  to  cross- 
examine  you,  I'd  say,  you  cited  two  examples  to  me.  You  sent  two 
letters  to  the  plaintiffs  and  the  cases  disappeared.  What  are  you 
complaining  about? 

Mr.  Dunlap.  Well,  it  cost  the  plaintiffs  probably  $120  to  file  the 
lawsuit.  It  cost  Intel  about  $500,000  to  write  the  rule  11  letter  to 
make  it  convincing  enough.  You're  right.  In  the  case  of  Intel,  we 
spent  that  money.  We  could  afford  that  money.  In  the  case  of  a 
smaller  high-technology  company,  they  can't  afford  that. 

Senator  Dodd.  Do  they  have  to  be  sued,  though,  on  the  basis  of 
a  decline  in  stock  prices? 

Mr.  Dunlap.  I'm  sorry? 

Senator  Dodd.  You  cited  the  example  of  the  small  company  that 
had  profits  of  $600,000,  that  had  a  securities  action  filed  against 
it  and  it  cost  them  $600,000  to  defend  the  suit.  Do  you  recall,  what 
was  the  case  in  that  particular  fact  situation? 

Mr.  Dunlap.  The  fact  situation  was  very  similar  to  what  you've 
heard  before,  a  drop  in  the  stock  price  and  no  particular  allegations 
of  fraud.  Just  that  they  met  the  10-percent  rule. 

Senator  Dodd.  OK  Anyone  else  like  to  comment  on  this? 

Mr.  Egan.  I  would  like  to  comment  on  it,  Senator. 

Senator  Dodd.  Yes. 

Mr.  Egan.  It's  somewhat  analogous  to  the  claims  by  the  plain- 
tiffs' bar  that  they  take  up  the  slack  in  the  surveillance  of  the  SEC. 
I  think  that's  self-serving  baloney.  Any  time  we  miss  the  analysts' 
numbers,  the  stock  tanks  and  we  catch  heck.  Large  institutional  in- 
vestors bail  out.  The  little  ones  personally  call  us  up.  I've  gotten 
lots  of  calls,  principally  from  small  investors — that  is,  investors 
who  have  a  small  number  of  shares.  The  press  usually  amplifies 
the  negative  results.  You  get  an  article  this -big  when  you  miss  the 
numbers  and  sometimes  you  don't  even  get  mentioned  if  you  make 
the  numbers. 

Senator  Dodd.  You'll  get  some  sympathy  up  here  with  that  kind 
of  a  complaint. 

[Laughter.] 

Mr.  Egan.  I  guess  you  understand  the  press.  I'm  basically  saying 
that  we  don't  need  the  additional  pressure  of  expensive  and  divi- 
sive lawsuits. 

The  industry,  as  a  whole,  we  recognize  the  need  for  absolute 
legal  redress  in  factual  lawsuits.  I  know  it's  also  difficult  to  sepa- 
rate the  real  case  from  the  frivolous.  But  in  retrospect,  I  think  it's 
obvious  and  there  is  considerable  abuse. 
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I'm  sure  that  legislation  could  be  crafted  to  dissuade  these  frivo- 
lous suits. 

Senator  Dodd.  You  appreciate  our  position.  We're  sympathetic, 
obviously,  to  the  cases  where  you  have  professionals  who  just  go 
around  and  stir  up  litigation  for  the  sake  of  it.  But  we've  got  to  be 
very  careful  here  that  as  we  try  and  fix  that  particular  situation, 
we  don't  simultaneously  deprive  victims  of  real  fraud  of  a  legal 
remedy,  which  I'm  sure  none  of  you  want  to  see  because  I'm  sure 
you  know  examples  as  well  of  competitors  or  others  who  engage  in 
practices  that  you  find  deplorable  out  there.  And  to  deprive  that  le- 
gitimate plaintiff  from  having  an  opportunity  to  have  some  redress 
against  those  activities  and  striking  that  balance  here  in  a  free  so- 
ciety is  the  challenge  before  us. 

Now  some  will  talk  about  statistics.  You  talked  about  examples 
specifically  that  have  happened  to  you  here.  And  yet,  they'll  point 
out  that  the  actual  number  of  suits  filed  has  dropped  in  the  last 
20  years  in  this  area.  If  you  look  at  the  broad  range,  across  the 
country,  the  total  number  has  actually  declined  and  not  increased 
numerically. 

Do  you  nave  evidence  that  would  contradict  those  statistics  in 
terms  of  the  volume,  because  one  of  the  complaints  we  get  is  the 
sheer  volume  has  made  it  difficult  for  industry  and  business  to 
raise  capital  and  to  attract  people  to  serve  on  boards  and  the  like. 
Can  you  offer  that  sort  of  evidence  for  us? 

Mr.  Adler.  I  certainly  challenge  the  notion  that  the  number  of 
suits  have  dropped  in  the  last  20  years  in  the  high-tech  community 
since  the  high-tech  community  has  been  an  engine  of  jobs  that  has 
hardly  been  around  for  20  years. 

Second,  the  rule  11  that  Tom  Dunlap  talked  about  from  Intel  is 
rarely  used,  and  although  it's  unfortunate  for  me  that  he  used  the 
examples  that  rule  11  is  a  good  tool,  my  understanding  is  the  sta- 
tistics show  that  96  percent  of  the  cases  settle  for  money  and  never 
get  to  trial  and  never  get  to  rule  11. 

Senator  Dodd.  96  percent? 

Mr.  Adler.  Yes. 

Senator  Dodd.  OK.  Let  me  ask  you  this.  My  time  is  up.  And  you 
can  respond  if  you  want  to  that  last  comment  I  made. 

Are  you  as  companies  seeing  a  similar  problem  in  other  areas  of 
litigation?  For  instance,  in  product  liability.  You  all  are  producing 
products.  Do  you  face  similar  problems  in  that  area  or  are  the 
problems  that  you're  facing  in  terms  of  legal  action  exclusively  fo- 
cused on  this  particular  area,  whereas,  product  liability  problems 
are  not  as  much  of  a  concern? 

Mr.  Egan.  I  think  we've  seen — I  think  we've  seen  at  our  company 
and  other  companies  increases  in  patent  litigation,  where  claims  of 
patent  infringement  have  been  filed. 

They  also,  like  cases  revolving  around  securities  suits,  take  on  a 
life  of  their  own  and  do  drain  the  resources-.  So  sometimes,  I  think 
that  those  could  be  considered  frivolous  as  well  and  I  think  there's 
a  lot  of  those. 

Senator  Dodd.  Mr.  McCracken. 

Mr.  McCracken.  Senator,  in  my  experience,  and  also  amongst 
the  CEO's  that  I  know  in  Silicon  Valley,  I  think  it's  very  clear  that 
this  is  the  number  1  problem  in  litigation.  This  is  a  problem  that 
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we  all  know  that  if  our  stock  price  drops,  that  we  will  get  sued. 
It's  out  of  balance.  That's  the  issue.  It's  really  out  of  balance.  I 
think  Tom  mentioned  that  it  costs  nothing  on  one  side  and  it  costs 
a  lot  on  the  other. 

In  some  ways,  it's  kind  of  like  receiving  a  positive  poll  before  an 
election  and  then  losing  the  election  and  then  getting  sued.  That's 
exactly  the  analogy  with  what  we  face.  If  we  say  anything  positive 
about  the  company  and  have  a  negative  result,  we're  going  to  get 
sued.  We  all  know  that.  It's  the  biggest  issue  we  face  in  the  litiga- 
tion arena. 

Senator  Dodd.  Anyone  else  want  to  comment  on  this  particular 
point?  How  about  you,  Mr.  Dunlap? 

Mr.  Dunlap.  At  Intel,  we  do  have  a  lot  of  litigation  and  we  do 
have  a  reasonable  amount  of  intellectual  property  litigation  on  pat- 
ents and  so  forth.  But  those  cases  I  think  have  much  more  founda- 
tion. Those  take  time  and  energy,  but  it's  going  to  take  time  and 
energy  on  both  sides. 

You  don't  file  a  case  either  as  a  patent  owner  or  as  a  defendant 
and  you  don't  defend  it  unless  you  think  you  really  have  a  reason- 
able basis  for  the  suit.  It's  the  huge  disparity  between  what  it  costs 
the  plaintiff  in  hundreds  of  dollars  and  the  hundreds  of  thousands 
of  dollars  that  it  costs  the  defendant. 

Mr.  Adler.  We're  not  here  to  ask  you  to  erect  a  wall.  We're  ask- 
ing you  to  provide  some  level  of  filter  that  would  disallow  the  fish- 
ing expedition  that  is  started  by  $120  based  on  the  price  of  the 
stock  drop. 

Senator  Dodd.  We  appreciate  that.  Senator  Domenici. 

Senator  Domenici.  Thank  you,  Mr.  Chairman. 

Once  again,  I  thank  you  for  testifying.  It  seems  to  me  that  this 
problem  is  meritless  lawsuits,  and  this  is  something  that  the  busi- 
ness community  is  well  aware  of.  There  are  many  discussions  about 
it,  albeit,  anecdotal.  There  is  a  lot  of  evidence  being  exchanged  be- 
tween executives  and  chairmen  of  the  board  and  others  about 
what's  going  on. 

Is  that  a  fair  statement?  You  all  know  what's  going  on  out  there. 
So  when  you  say,  this  is  an  off-the-shelf  $120-lawsuit,  what  does 
that  mean,  off-the-shelf? 

Mr.  McCracken.  What  that  means,  Senator,  is  that  the  word 
processing  has  been  done.  It's  sitting  there  on  the  shelf.  With  the 
computer  system  that  you  probably  use,  you  replace  one  company's 
name  with  another.  Since  there's  nothing  specific  about  it  except 
dates  and  particular  stock  prices,  the  filing  can  be  made  right  off 
the  shelf.  It's  very  cheap. 

Mr.  Egan.  Let  me  amplify  on  that.  Our  second  lawsuit,  Senator, 
was  filed  and  the  filing  had  another  company's  name  in  it,  in  many 
cases. 

Senator  Domenici.  I  was  going  to  ask  about  that  because  I  heard 
that  on  one  occasion,  a  suit  was  filed  with  the  wrong  company's 
name.  I  also  heard  one  suit  was  filed  before  the  stock  went  public, 
and  the  suit  was  withdrawn  and  then  filed  again  once  it  went  pub- 
lic. Are  you  aware  of  that? 

Mr.  Egan.  I  don't  know  about  the  latter,  but  I  do  know  in  our 
case,  obviously,  the  claims  were  vanilla  claims  that  had  been  filed 
against  a  previous  company. 
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Mr.  Adler.  There  was  a  Wall  Street  Journal  article  a  year  and 
a  half  ago  about  these  Instamatic  cookie-cutter  suits  where  the 
word  processor  clerk  forgot  to  change  in  some  places  the  company's 
name.  So  half  the  lawsuit  referred  to  one  firm  and  the  other  part 
of  the  paperwork  referred  to  another  one. 

Senator  Domenici.  Mr.  Dunlap,  in  your  testimony,  you  make  a 
statement  that  I  don't  understand.  You  referred  to  a  10-percent 
rule.  You  said,  the  stock,  albeit,  over  time,  did  great,  there  was  a 
drop  and  you  said  that  there  was  the  10-percent  rule  and  you  were 
sued.  What's  that  about? 

Mr.  Dunlap.  I  think  that  what  happens,  if  the  stock  drops  more 
than  10  percent,  irrespective  of  the  reason,  without  the  facts,  the 
computer  just  says,  these  are  the  stocks  that  dropped  10  percent. 
So,  therefore,  we  ought  to  take  the  complaint  that  we  have  on  the 
computer  and  just  bring  it  up  and  put  the  names  in. 

Senator  Domenici.  How  do  they  get  the  information  about  the  10 
percent?  Where  does  that  come  from? 

Mr.  Dunlap.  Well,  unfortunately,  we  make  these  chips  that 
allow  other  companies  to  make  powerful  computers  that  can  just 
keep  this  data  and  just  mathematically  determine  when  they  drop 
10  percent.  That  would  be  pretty  easy  for  a  chip. 

Mr.  Egan.  We  think  their  Quotrons  are  connected  to  their  word 
processor,  Senator. 

[Laughter.] 

Senator  Domenici.  You  think  it's  that  far?  Let  me  ask  this  ques- 
tion. I'm  going  to  give  you  a  set  of  facts  and  ask  each  of  you  based 
on  your  experience  to  comment.  I  ask  you  because  you  have  been 
sued,  and  you're  in  the  community  that's  concerned  about  frivolous 
litigation.  In  fact,  Mr.  Adler,  you  represent  a  group  of  companies. 

I'm  aware  of  one  company  that  earned  $30  million  in  revenues. 
They're  being  sued  because  their  stock  price  dropped.  They  suc- 
ceeded in  getting  a  judge  to  grant  the  first  motion  to  dismiss.  It 
sounds  like  something  iVe  just  heard.  Unfortunately,  the  case  was 
dismissed  without  prejudice,  so  it  was  refiled  and  the  company  is 
in  the  process  of  filing  a  second  motion  to  dismiss. 

Because  of  this  pending  lawsuit,  this  company  has  two  vacancies 
on  its  board  of  directors  that  it  can't  fill.  It's  having  difficulty  find- 
ing an  auditor.  He  relayed  that  high-tech  firms  like  this  have  a 
one-in-eight  chance  of  being  sued  over  a  3 -year  period.  There's  a 
97-percent  chance  there  will  be  a  settlement  payment,  so  the  audi- 
tors are  shying  away  from  representing  this  firm. 

The  attorneys'  fees  so  far  are  more  than  $500,000,  an  amount 
equal  to  one  half  of  their  annual  R&D  budget. 

Now,  none  of  you  are  in  that  position.  Perhaps  this  person  is  not 
here  because  he  is  in  this  position.  But  would  you  care  to  comment 
for  the  subcommittee  on  what  you  think  about  this  set  of  facts?  Is 
this  a  pervasive  set  of  facts?  Is  it  just  pure  anecdotal?  Or  is  it  a 
familiar  worry  you  share  as  an  American  businessman? 

Mr.  McCracken. 

Mr.  McCracken.  We've  just  added  an  additional  board  member 
to  our  board  of  directors,  Dr.  Lucille  Shaprio  from  Stanford  Univer- 
sity, a  molecular  biologist,  head  of  the  Department  of  Developmen- 
tal Biology  of  the  Stanford  Medical  School.  Her  number  1  problem 
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with  considering  being  on  our  board,  even  at  our  size,  was  this  par- 
ticular class  of  litigation. 

So,  absolutely,  in  my  personal  experience,  this  is  an  issue.  Of 
course,  if  we  were  smaller,  if  we  were  down  to  the  $30-million  size, 
my  friends  who  run  $30-million  companies  in  the  valley  are  much 
more  at  risk.  We're  in  a  risk  business.  We  reinvent  our  companies 
every  18  months.  We  obsolete  our  own  products  to  come  out  with 
new  products.  It's  that  chaos  in  the  marketplace  in  high-technology 
that  produces  the  innovations  that  allow  America  to  be  at  the  lead. 
This  gets  in  the  way. 

Senator  Domenici.  As  an  aside,  Mr.  McCracken,  as  I  understand 
it,  President  Clinton  and  Vice  President  Gore  unveiled  the  adminis- 
tration's major — I  think  it  was  a  $17-billion  program  on  technology 
initiative  at  your  headquarters  of  your  business  there  in  California. 
Is  that  correct? 

Mr.  McCracken.  That's  right.  In  February  of  this  year,  they  un- 
veiled the  technology  plan,  primarily  oriented  around  the  national 
information  infrastructure  idea,  at  our  facilities. 

Senator  Domenici.  Mr.  Adler,  Mr.  Egan  or  Mr.  Dunlap,  I  gave 
you  a  set  of  facts  based  upon  what  I  heard  from  a  smaller  com- 
pany. Would  you  care  to  comment  for  the  subcommittee  on  how 
typical  you  see  that  in  the  marketplace  out  there? 

Mr.  Adler.  We're  a  highly  profitable  company  with  officers  and 
directors  liability  insurance.  I've  been  fortunate  enough  recently  to 
attract  Mr.  Phil  White,  who  is  the  head  of  Informix,  who  has  just 
recently  settled  for  a  $8V2  million  class-action  lawsuit. 

On  our  board,  I  have  one  additional  opening  that  I  have  been  un- 
able to  fill  for  the  concern  of  litigation.  I  myself  have  refused  to 
serve  on  boards. 

Senator  Domenici.  Mr.  Egan. 

Mr.  Egan.  Senator,  I  had  one  director  that  had  been  sued.  Per- 
sonally named  in  a  strike  suit  at  a  previous  company.  And  what 
we  did,  all  I  can  say  is  he  went  nuclear  and  is  no  longer  with  our 
firm.  He  resigned. 

We  don't  have  liability  insurance.  In  fact,  it's  my  recommenda- 
tion to  all  companies  not  to  buy  liability  insurance  and  to  let  the 
10  or  12  major  strike  suit  firms  know  this  because  the  second  ques- 
tion— the  first  question  in  a  deposition  is  who  are  you?  And  the  sec- 
ond question  is  now  much  insurance  do  you  have? 

Mr.  Dunlap.  This  scenario  that  you  raised  is  obviously  not  the 
scenario  that  Intel  deals  with  at  this  point  in  time.  But  I  think 
that's  the  typical  scenario  in  the  bay  area  that  concerns  small  high- 
technology  companies.  Again,  it's  the  kind  of  thing  that  when  we 
were  that  size,  we  only  made  one  product.  If  we  would  have  just 
continued  to  make  that  product,  we'd  be  out  of  business  today. 
That  particular  product  line,  the  foreign  competition  has  put  a  tre- 
mendous amount  of  pressure  on  the  Americans  and  there's  very 
few  of  us  left  in  there. 

So,  we  needed  to  come  up  with  a  different  product  line  and  if  we 
have  to  pay  the  legal  fees,  if  small  companies  have  to  pay  those 
legal  fees,  they're  not  going  to  be  able  to  develop  the  innovation. 

Senator  Domenici.  Mr.  Chairman,  I  know  my  time  is  up.  Could 
I  ask  one  more  generic  question? 

Senator  Dodd.  Sure. 
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Senator  Domenici.  Let  me  get  again  for  the  record,  if  we  may, 
Mr.  McCracken,  and  each  of  you.  we're  talking  about  a  class-action 
procedure  predicated  upon  a  substantive  statute  that  talks  about 
fraud. 

Now,  could  you  for  the  record  take  any  of  the  suits  that  you  were 
in,  dismissed  or  otherwise,  settled  or  otherwise,  would  you  give  me 
an  example  of  what  happened  in  the  marketplace  that  caused  the 
lawsuit — what  I'm  trying  to  find  out  from  the  company  standpoint, 
what  happened  that  precipitated  a  fraud  suit? 

Mr.  McCracken.  In  our  particular  case,  we,  in  this  particular 
quarter,  missed  the  forecast  that  the  financial  analysts  had  made 
about  our  revenue  by  a  small  factor  due  to  the  gulf  war  and  its  im- 
pact on  our  business.  Our  stock  went  down  10  percent.  It  recovered 
quickly  thereafter,  actually.  And  we  were  sued. 

Senator  Domenici.  Mr.  Adler. 

Mr.  Adler.  We  had  forecasted  1990  fourth-quarter  results  to  the 
fiscal  community.  In  our  business,  we  usually  get  40  percent  of  our 
revenue  in  the  third  month  of  the  quarter.  By  the  first  week  of  De- 
cember, which  is  the  third  month,  it  became  clear  to  us  that  we 
were  not  going  to  make  the  numbers. 

We  called  a  teleconference  and  called  up  the  analysts  that  cover 
the  company  to  a  level  playing  field  and  an  announcement  at  the 
same  time  that  we  were  going  to  have  a  revenue  shortfall  of  about 
15  percent  from  what  was  projected.  Four  days  later,  the  stock 
went  down  almost  20  percent  or  so.  It  recovered.  But  while  it  was 
recovering,  we  were  sued  in  4  days. 

Senator  Domenici.  Mr.  Egan. 

Mr.  Egan.  Just  fundamentally,  the  stock  price  declined.  The  rea- 
son for  the  first  one  was  that  the  price  of  our  raw  materials  in- 
creased. The  second  time,  the  analyst  had  forecast  us  like  this  be- 
cause that  was  the  slope,  and  we  did  that. 

Just  disappointed  the  analysts.  That's  basically  it.  Forecasting  is 
a  very  difficult  process,  particularly  when  it  involves  the  future, 
Senator.  Strike  suit  attorneys  have  made  it  a  very  punishing  proc- 
ess. 

Senator  Domenici.  You  said  strike  suit.  What  does  that  mean, 
a  strike  suit? 

Mr.  Egan.  A  strike  suit  is  a  meritless  class-action  suit  in  which 
the  attorneys  rush  to  the  courthouse  without  any  basis  of  fact  and 
just  sue  you  on  the  basis  that  your  stock  has  dropped.  Simulta- 
neously, they  seek  out  a  plaintiff,  usually  their  associates. 

Senator  Domenici.  Let  s  get  Mr.  Dunlap. 

Mr.  Dunlap.  The  forecast  that  I  missed  was  in  fact  reading  the 
judge's  mind  that  he  was  going  to  grant  a  new  trial  after  he  denied 
it  before.  The  market  was  very  surprised.  No  one  thought  it  was 

foing  to  happen.  I  didn't  think  it  was  going  to  happen.  The  judge 
id  something  that  surprised  the  market  and  that's  why  the  stock 
dropped. 
Senator  Dodd.  Thank  you  very  much. 
Senator  Domenici.  Mr.  Adler. 

Mr.  Adler.  Dick  Egan  talked  about  the  difficulty  of  forecasting 
the  future.  We  have  had  35  consecutive  quarters  of  profitability. 
Thirty-four  out  of  35  quarters,  we  forecasted  accurately.  We  missed 
one  out  of  35,  and  that  was  the  basis  of  the  suit. 
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Senator  Domenici.  Thank  you  very  much,  Mr.  Chairman. 
Senator  Dodd.  Thank  you. 
Senator  Moseley-Braun. 

OPENING  COMMENTS  BY  SENATOR  CAROL  MOSELEY-BRAUN 

Senator  Moseley-Braun.  Thank  you  very  much. 

I  was  not  able  to  hear  all  of  the  testimony,  but  certainly  some 
of  it.  I've  been  able  to  review  the  information  that  has  been  pro- 
vided to  the  committee.  I  suppose  that  my  question  is  really  a  sim- 
ple one.  On  the  one  hand,  we  have  the  issue  and  the  problem  of 
dealing  with  uncontrolled  litigation,  some  of  which  is  frivolous, 
some  of  which,  arguably,  is  not,  much  of  which  is  not,  that  you 
once,  Mr.  McCracken,  in  your  statement  referred  to  as  a  tax  on  in- 
novation. And  I  think  most  of  us  would  agree  that  particularly  the 
frivolous  suit  puts  a  damper  on  our  competitiveness. 

But,  on  the  other  hand,  we  as  a  committee  have  the  responsibil- 
ity to  protect  investors,  a  responsibility  to  see  to  it  that  we  don't 
begin  to  tinker  with  the  system  and  wind  up  doing  more  harm  than 
good,  that  we  don't  leave  investors  more  susceptible  to  fraud  or 
failure  to  disclose  material  information.  In  that  regard,  we  are 
called  upon,  as  we  are  often,  to  be  what  we  used  to  refer  to  as  the 
CDLS — that's  the  Committee  to  Draw  the  Line  Somewhere. 

[Laughter.] 

And  so,  as  we  address  that,  I've  been  listening.  And  what  I've 
heard  is  kind  of  a  recitation  of  experiences  and  the  like.  But  I  sup- 
pose my  question  would  be  what  specifically  are  your  recommenda- 
tions? Or  do  you  have  specific  recommendations? 

I  looked  at,  again,  Mr.  McCracken's  statement,  and  you  have  as 
a  footnote  some  proposed  approaches.  But  other  than,  you  know, 
the  first  thing  we  do,  let's  kill  all  the  lawyers,  what  would  you  sug- 
gest as  specific  responses  that  you'd  want  to  put  up  for  us  to  take 
a  look  at  on  behalf  of  the  case  that  you're  making  this  morning? 

Mr.  McCracken.  Senator,  we  did  put  that  footnote  in  the  testi- 
mony. I'm  not  an  attorney.  I  don't  know  exactly  what  rules  or 
changes  in  law  should  be  proposed  to  change  the  situation.  I  do 
know  that  there's  a  loophole  in  the  current  situation  that  allows 
frivolous  lawsuits  in  the  name  of  fraud. 

It  seems  to  me  like  there  are  several  different  alternatives  for 
change.  We  would  be  more  than  happy  to  be  involved  in  the  proc- 
ess of  drafting  or  proposing  ideas  for  specific  situations.  But  I'm  not 
an  attorney.  I'm  responsible  for  producing  innovation  in  our  com- 
pany and  producing  growth  in  jods.  But  I  think  it  is  possible  and 
I  would  leave  it  to  others  to  come  up  with  the  specific  ideas. 

Mr.  Egan.  Yes.  I  mentioned,  I  thought,  four.  I  think  one  of  them 
is  a  tough  one  for  you  all.  But  there  s  one  that  set  a  standard  of 
clear  and  convincing — I'm  not  a  lawyer,  either,  but  I  think  that  has 
some  specific  definitions — proof  for  allegations  of  fraud  against 
companies.  This  is  to  discourage  lawsuits  based  on  statements  by 
the  company  that  turned  out  just  to  be  inaccurate. 

The  other  is  to  somehow  make  the  plaintiffs,  these  invisible 
plaintiffs,  come  forward  and  to  identify  these  plaintiffs  that  are  re- 
petitively plaintiffs  over  and  over  again.  And  any  arrangements  be- 
tween these  plaintiffs  and  the  plaintiffs'  law  firms  should  be  dis- 
closed. 
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Those  are  some  of  the  recommendations.  The  first  one  that  I  had 
made,  which  is  the  tough  one  I  referred  to,  and  that  is  to  make  the 
plaintiffs'  attorneys  pay  the  legal  fees  of  the  defendants  where  it's 
proved  to  be  frivolous.  I  know  that's  difficult.  I  know  that's  very, 
very  difficult.  But  in  these  lawsuits,  if  a  class-action  suit  is  deter- 
mined by  the  judge  to  be  a  class-action  suit,  we  the  companies  have 
to  advertise  for  plaintiffs  to  join  the  plaintiffs'  law  firm. 

Now  if  that's  ridiculous,  then  having  to  pay  for  the  other  person's 
legal  fees  in  a  frivolous  lawsuit  that  happens  over  and  over  again 
by  the  same  firms,  I  don't  think  is  that  far  out.  I'd  like  you  to  seri- 
ously consider  that  part  of  the  legislation,  having  the  plaintiffs' 
firms  pay  the  damage. 

Mr.  Adler.  Because  our  experience  is  with  the  broadest  of  all 
conceivable  fraud  that  we  have  committed,  having  violated  vir- 
tually all  generally  acceptable  accounting  principles  and  so  on,  we 
would  feel  some  kind  of  specificity  of  fraud  mentioned  rather  than 
all-encompassing,  which  then  opens  the  door  for  a  fishing  expedi- 
tion. 

I  wouldn't  mind  a  suit  that  said,  we  looked  at  your  10-Q  that 
you  filed  with  the  SEC  and  on  page  27,  you  said  this  and  that's 
fraud.  And  if  it  is,  it  should  go  forward  into  litigation  and  trial. 

But  based  on  the  fact  that  a  stock  price  drops  10  percent  plus, 
you  get  the  broadest  possible  allegations  and,  as  Dick  said,  there 
could  not  have  been  any  time  to  see  that  there  is  a  reasonable 
claim  for  investigation.  It's  automatic.  The  technology  we  collec- 
tively produce  makes  this  possible. 

So  specificity — what  did  I  do  wrong?  I  still  don't  know  what  I've 
done  wrong  and  I  have  a  suit  filed  against  us,  or  officers  in  the 
firm,  and  it  still  doesn't  say  what  I  did  wrong  other  than  the  gross, 
broad  allegations. 

Senator  Moseley-Braun.  Well,  certainly,  again,  I  don't  know. 
It's  difficult  for  me  to  sort  out  whether  we're  talking  about  admin- 
istrative changes,  changes  in  the  rule,  or  changes  in  pleading  rules, 
which  is  what  you  seem  to  suggest. 

But  on  the  issue  of  the  frivolous  lawsuits,  we've  got  rule  11.  I 
was  joking,  and  it's  not  such  a  joke  and  maybe  I'm  showing  my  age 
here  or  something,  but  years  ago,  there  was  a  cause  of  action  called 
maintenance  in  jeopardy  that  you  got  when  frivolous  lawsuits  were 
filed.  You  could  always  go  into  court  and  say,  this  lawsuit  is  with- 
out merit  and  it's  filed  for  other  than  legitimate  reasons,  and  you 
did  have  recourse. 

And  I  have  not  seen  anything,  and  I've  certainly  not  followed  the 
developments  in  the  law  closely  enough  to  know  what  happened  to 
all  of  that.  But  it  seems  to  me  that  maybe  we  don't  want  to  take 
a  bazooka  to  ruin  a  system  that  in  the  main  works,  but  has  some 
abusive  aspects.  I  guess  my  question  is  whether  the  difficulty  or 
whether  in  your  view,  or  your  lawyer's  view,  even,  the  difficulty  is 
in  part  the  operation  or  the  administration  of  litigation  in  this 
area. 

Mr.  Adler.  I'd  like  to  mention  that  because  I  don't  think  you 
were  here  earlier,  that  Dick  is  testifying  on  behalf  of  a  whole  bunch 
of  other  companies.  I'm  testifying  not  just  on  behalf  of  Adaptec,  but 
160-some  odd  other  companies.  So  you're  not  looking  at  a  small  mi- 
nority of  folks  at  the  table. 
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Senator  Moseley-Braun.  Yes.  But  your  companies  are  kind  of 
hyper-space  when  it  comes  to  the  market.  You're  out  there  and 
you're  on  the  cutting  edge. 

Mr.  Adler.  And  we're  the  ones  who  are  creating  jobs.  We're  the 
ones  who  need  help. 

Senator  Moseley-Braun.  Right.  And  I  guess  what  I'm  trying  to 
get  at  is  that  we  have  an  issue  here.  We  have  a  problem  here  that 
is  a  market  problem  as  well  as  a  problem  in  terms  of  the  operation 
of  our  legal  system,  as  well  as  the  operation  of  a  very  important 
agency  that  is  there  to  protect  investors. 

Now,  given  that,  do  you  think  it  might  be  possible  to  get  together 
to  come  up  with  some  proposals  or  propositions  and  present  those 
propositions  and  proposals  to  this  committee,  and  then  we  can  sit 
down,  debate  back  and  forth,  this  proposal  makes  sense  because, 
and  the  same  lawyers  can  come  in  and  say,  this  proposal  is  wrong 
because,  and  then  we  can  begin  to  approach  our  problem.  Perhaps 
I'm  missing  something. 

Senator  Dodd.  Let  me  just  say  to  my  colleague,  this  is  sort  of 
what  we're  doing.  There's  no  bill.  Normally,  when  you  have  hear- 
ings, you  have  a  bill  and  you're  asking  people  to  comment  on  a  bill. 
For  trie  very  reasons  that  you've  identified  here,  there  are  some 
very  contentious  issues  and  some  that  need  to  be  thought  about. 
So  we're  doing  2  days  of  hearings  to  give  people  an  opportunity  to 
tell  us  what  they  think  we  ought  to  think  about. 

Senator  Moseley-Braun.  Senator  Dodd,  I  understand  that.  I  ap- 
preciate that.  I  guess  what  I'm  looking  at  is  in  addition  to  legisla- 
tion that's  initiated  by  the  committee  or  Members  of  the  committee, 
that  we  could  use  some  guidance  from  the  people  who  are  involved 
in  the  industry  or  involved  on  the  front  line  with  what  it  is,  specifi- 
cally what  it  is  that  they  see  as  approaches,  problem- solving  ap- 
proaches. 

In  addition  to  telling  us  that  these  are  the  horror  stories  and  this 
is  our  problem,  which  of  course,  we  appreciate  and  appreciate  your 
testimony  to  that  extent  and  it's  important  that  we  hear  about  the 
problems.  But  in  addition  to  that,  to  help  us  work  toward  solutions 
that  are  rational  and  responsive. 

Mr.  McCracken.  Senator,  this  is  such  an  important  issue,  that 
we  would  certainly  invest  any  amount  of  effort  to  come  up  with 
specific  proposals  that  would  change  the  situation.  It's  impacting 
the  real  creation  of  jobs. 

Mr.  Adler.  And  I  am  very  impressed  with  you  Senators'  under- 
standing of  the  issue.  My  primary  objective  for  today  was  just  to 
get  across  the  message  that  there  is  a  problem.  There's  a  problem 
that  stifles  innovation.  There's  a  problem  that  stifles  creation  of 
jobs,  corporate  governments,  and  world-wide  competitiveness.  I'd  be 
very,  very  happy  to  go  away  from  this  testimony  if  I  at  least  just 
planted  a  seed  in  your  mind  that  this  is  potentially  a  very  serious 
problem. 

Senator  Dodd.  Thank  you  very  much.  Thank  you. 

Mr.  Dunlap.  Can  I  say  a  word  on — the  question  earlier  started 
off  with,  essentially,  why  isn't  rule  11  sufficient  because  you  can't 
sanction  attorneys?  I  think  the  problem  is,  if  you  look  at  the  situa- 
tion that  I  described,  in  the  latest  situation,  I  admit,  I  can't  read 
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judges'  minds.  And  I  could  put  that  in  a  disclosure,  I  guess,  but 
that's  not  going  to  help  anyone. 

We  have  a  situation  where  the  lawsuit  was  filed  for  a  very  little 
amount  of  money.  We  had  to  spend  a  lot  of  money  to  send  the  let- 
ter. And  at  that  point,  if  they  didn't  accept  that  letter,  after  we 
spent  hundreds  of  thousands  of  dollars  to  come  up  with  the  first 
letter  that  was  generated  by,  say,  a  $100  filing,  then  we  have  a 
chance  for  these  sanctions. 

I'm  no  expert  in  securities  litigation.  We've  only  had  2  in  25 
years.  But  practically,  rule  11  is  not  effective  in  that  situation  be- 
cause there's  such  a  great  difference  between  what  it  costs  to  file 
and  what  it  costs  to  defend.  And  on  top  of  that,  there's  incentives 
for  the  plaintiffs  that  file. 

What  we  need  to  do  is  balance  these  incentives  a  little  bit  so  it's 
not  so  cheap  to  file  and  it's  not  so  expensive  to  defend,  just  to  put 
the  things  in  balance.  And  it  seems  that  with  the  difference  be- 
tween $120  and  $500,000,  we  ought  to  be  able  to  somehow  get  that 
number  closer  together. 

Senator  Dodd.  I  appreciate  that.  Mr.  Egan  did  also.  He  went 
down  and  listed  four  suggestions  from  the  British  rule  idea  which 
we've  all  heard  about,  the  clear  and  convincing  proof,  professional 
plaintiffs  and  the  like. 

What  we  might  suggest  to  you  and  others,  is  that  it's  important 
that  you  submit  at  some  point  here  for  the  committee,  your  views 
on  numerous  other  ideas  that  are  being  floated  around.  But  we'd 
like  to  hear  some  additional  ideas  or  endorsement  of  the  same  ones 
that  Mr.  Egan  has  suggested. 

I  would  say  to  you  very  candidly,  and  it's  no  secret  to  some  of 
you  here,  I  have  a  real  problem  with  the  British  rule  idea.  But, 
again,  these  are  ideas  that  people  may  want  to  submit  to  us  as  we 
look  and  consider  thoughts. 

Senator  D'Amato. 

Senator  D'Amato.  Mr.  Adler,  I  realize  you're  not  an  attorney,  but 
you've  had  some  experience  in  litigation.  You  hold  up  that  com- 
plaint which  you  stated  was  filed  and  is  still  outstanding,  and  that, 
although  the  complaint  alleges  fraud,  it  fails  to  do  so  with  specific- 
ity. Is  that  correct? 

Mr.  Adler.  Yes,  sir. 

Senator  Dodd.  Well,  you  have  counsel.  I  don't  know  whether  you 
have  an  insurance  company.  Mr.  Egan  says  he  doesn't  buy  insur- 
ance. That  probably  doesn't  make  him  a  target.  Is  that  what  you're 
thinking,  Mr.  Egan? 

Mr.  Egan.  I'm  saying  that  it  may  be  part  of  it.  If  the  statistic 
that  the  number  of  strike  suits  has  actually  declined  over  the 
years — I'd  be  surprised  at  that.  But  if  that's  the  case,  it  may  be 
that  the  price  of  this  liability  insurance  has  skyrocketed  so  much, 
that  people  have  stopped  purchasing  it.  But,  as  I  said,  it's  the  prin- 
cipal target,  the  deep  pockets  of  the  insurance  companies. 

Senator  D'Amato.  Let  me  go  back  to  Mr.  Adler. 

Mr.  Adler,  did  your  counselor  raise  as  a  defense,  that  plaintiffs 
have  not  pleaded  fraud  with  the  amount  of  specificity  required 
under  the  law? 

Mr.  Adler.  We  have  not  had  a  chance  yet  in  over  2  years  to  get 
in  front  of  a  judge. 
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Senator  D'Amato.  You  see,  I  think  that  then  goes  to  Mr.  Egan. 

If  you're  trapped  in  the  circle  where  defense  counsel  finds  it  prof- 
itable to  just  prolong  the  litigation  and  not  bring  a  motion  to  have 
it  dismissed,  the  fact  of  the  matter  is,  your  attorneys  should  bring 
a  motion  to  dismiss  the  case  because  plaintiffs  have  not  complied 
with  the  requirement  that  allegations  of  fraud  be  pleaded  with 
specificity. 

If  you've  got  an  attorney  defending  you  who  wants  to  milk  the 
case  because  he's  getting  paid  on  an  hourly  basis  by  an  insurance 
carrier  that's  what's  going  to  happen.  Lawyers  will  drag  the  case 
out.  So,  you  may  be  victimized  by  your  own  counsel  especially  if 
your  case  has  been  pending  for  2  years  and  no  motion  to  dismiss 
has  been  filed. 

No.  2 

Mr.  Adler.  May  I  respond,  Senator? 

Senator  D'Amato.  Certainly. 

Mr.  Adler.  Virtually  all  the  motions  to  dismiss  in  the  Federal 
courts  in  Northern  California  have  been  denied. 

Senator  D'Amato.  Has  it  been  denied  in  this  particular  case? 
Have  you  made  the  motion  to  dismiss  under  rule  9? 

Mr.  Adler.  No,  we  have  not  because  all  of  the  motions  have  been 
denied  on  the  basis  of  insufficient  facts  are  available  and  until  dep- 
osition, I  won't  rule  on  a  motion. 

Senator  D'Amato.  I'm  just  suggesting  that  rule  9  exists  to  ad- 
dress this  problem.  As  our  colleague  from  Illinois  suggested,  this  is 
a  complex  problem.  We  want  to  knock  out  frivolous  lawsuits  and 
we  don't  want  lawsuits  filed  indiscriminately  because  the  price  of 
a  stock  drops  10  percent. 

There  have  been  some  claims  that  these  securities  class-action 
lawsuits  have  increased.  Now  I've  got  some  figures  here  from  the 
SEC  and  if  you're  looking  at  securities  filings,  the  number  of  these 
cases  has  been  steady  over  the  last  10  years.  If  anything,  the  num- 
ber of  these  cases  may  have  gone  down  a  little  bit.  A  total  of  268 
cases  throughout  the  entire  Nation  were  filed  in  1992  that  were  se- 
curities fraud  class-action  suits. 

I'm  not  suggesting  to  you  that  all  268  of  these  cases  filed  are 
meritorious.  This  number  doesn't  seem  like  an  explosion  though. 
The  problem  is  that  these  lawsuits  or  the  threat  of  these  lawsuits 
create  mayhem  in  the  arena  of  capital  formation  and  job  creation. 

I  understand  that  being  included  in  one  of  the  268  class  actions 
filed  gives  you  a  different  perspective  about  what  may  be  consid- 
ered a  frivolous  lawsuit. 

Mr.  Dunlap,  let  me  return  to  you  again.  In  your  opinion,  why 
isn't  rule  11  working?  Or  is  it  working?  How  can  we  make  rule  11 
or  its  application  better?  Do  you  think  something  should  be  done 
to  strengthen  rule  11?  What,  if  anything,  would  you  suggest? 

Mr.  Dunlap.  I  think  your  earlier  statement  about  rule  9,  yes, 
you  can  file  a  summary  judgment  motion.  The  way  that  I  did  it  in 
those  two  suits  was  even  before  we  get  to  rule  9,  we  sent  a  rule 

II  letter. 

So  it's  only  $500,000  or  so  in  order  to  get  all  the  documents  to- 
gether and  to  send  this  rule  11.  It's  going  to  cost  much  more  to  ac- 
tually go  through  the  discovery  and  to  actually  prepare  and  argue 
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and  fight  for  summary  judgment  motion.  The  fact  of  fighting  a 
summary  motion  judgment  itself  is  very  expensive. 

I  think  the  other  thing  is  that  rule  11  is  so  discretionary,  that 
it  makes  it  difficult  to  enforce.  Potentially,  we  could  have  some 
kind  of  specific  formula  for  what  happens  in  a  situation  where  it's 
dismissed  on  summary  judgment  or  something  like  that. 

Senator  D'Amato.  Do  you  think  that  narrowing  the  application 
of  rule  11  would  make  it  better? 

Mr.  Dunlap.  I'm  not  so  sure  it's  narrow.  But  we  try  to  make  it 
almost  like  the  computer  can  calculate  the  10-percent  drop  in  the 
price.  We  try  to  get  the  computer  to  calculate  what  the  sanctions 
should  be  when  the  plaintiff  loses. 

Senator  D'Amato.  All  right.  Mr.  Chairman,  I  think  we  will  most 
likely  get  into  some  detailed  discussion  with  our  SEC  folks  as  to 
what,  if  anything,  can  be  done  to  improve  rule  11. 

Did  you  know  that  only  268  class-action  securities  lawsuits  were 
filed  in  1992,  or  did  you  think  it  was  higher? 

Mr.  Dunlap.  I  thought  the  number  was  higher. 

Senator  D'Amato.  I  thought  you  might  have,  go  ahead. 

Mr.  Adler.  I  don't  think  the  issue  is  necessarily  how  many  cases 
that  are  filed,  but  its  devastating  effect  on  job  creation,  innovation 
and  competitiveness. 

Senator  D'Amato.  I  disagree. 

Mr.  Adler.  And  further 

Senator  D'Amato.  No,  wait. 

Mr.  Adler.  — that  this  causes  us  to  limit  our  communication  to 
the  financial  community. 

Senator  D'Amato.  Wait,  wait,  wait.  If  you  come  in  and  you  create 
the  impression  that  frivolous  lawsuits  are  so  pervasive  tnat  when- 
ever a  stock  drops  10  percent,  bang,  a  computer  generates  a  com- 
plaint at  some  law  firm,  and  off  we  go  to  the  races. 

I  am  not  suggesting  that  any  one  frivolous  suit  may  not  be  injuri- 
ous. Overall  though,  268  such  cases  filed  nationwide  is  far  different 
than  the  picture  described — that  whenever  there  is  a  glitch  in  the 
market,  everybody  is  the  subject  of  a  frivolous  securities  suit  and 
that  since  it  only  costs  $120  to  file  the  suit  companies  can  be 
blackmailed  into  paying  a  settlement.  That's  only  my  perspective. 
Reasonable  people  can  disagree. 

Mr.  Adler.  Certainly. 

Senator  D'Amato.  Please  allow  me  that. 

Mr.  Adler.  I  just  want  to  say  that  we  call  it  extortion,  not  black- 
mail. 

Senator  D'Amato.  Well,  extortion.  OK  We  come  from  different 
parts  of  the  country. 

[Laughter.] 

Thank  you. 

Mr.  Egan.  Senator,  I'm  very  surprised  that  it's  that  few.  We 
came  here  prepared  to  talk  more,  I  guess,  about  our  specific  cases. 
I  think  there  are  some  other  people  lined  up  that  probably  can  an- 
swer that,  in  particular,  some  of  the  plaintiff  firms  which  I  think 
are  representing  some  of  the  bigger  ones.  Maybe  we  can  just  ask 
them  how  many  cases  they  filed  in  1992. 

Senator  D'Amato.  Again,  I  was  very  much  surprised  myself. 
These  figures  may  not  be  totally  accurate.  I  thought  it  would  be 
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many  more.  I  suggest  that  to  my  colleagues.  I  just  saw  these  num- 
bers though  and  we  should  find  out  how  accurate  they  are  since 
this  is  such  a  contentious  area.  We  want  to  preserve  legitimate 
rights  to  sue  and,  by  the  same  token,  we  want  to  come  down  hard 
on  those  who  are  clogging  the  legal  system  with  frivolous  lawsuits 
looking  to  extort  money  or  just  looking  for  an  opportunity  to  enrich 
themselves.  That's  wrong  and  we  certainly  want  to  stop  that. 

Mr.  Egan.  Thank  you. 

Senator  Dodd.  Senator  Bennett. 

Senator  Bennett.  Thank  you,  Mr.  Chairman.  I,  too,  would  like 
to  check  the  268  number  and  find  out  where  it  comes  from  and 
what  its  basis  is  because  my  sense  in  the  marketplace  prior  to  be- 
coming a  senator  is  that  the  problem  is  much  more  pervasive  than 
the  268  number  would  indicate. 

I'm  fascinated  and  I'm  sorry  I  can't  resist  this  with  the  Ranking 
Member  of  the  Budget  Committee  here,  with  the  idea  of  filing  a 
lawsuit  when  somebody  misses  their  forecast  for  the  future. 

[Laughter.] 

I  will  simply  leave  it  at  that. 

[Laughter.] 

In  an  attempt  to  answer 

Senator  Domenici.  The  computer  would  be  humming,  I'll  tell 
you. 

Senator  Bennett.  Yes. 

[Laughter.] 

And  to  make  Members  of  Congress  personally  liable  might  also 
have  an  interesting  impact  on  things. 

In  an  attempt  to  come  up  with  some  kind  of  answer  to  the  issue 
raised  by  Senator  Moseley-Braun,  I  find,  at  least  in  my  mind,  a 
possible  parallel  in  the  criminal  justice  system.  Before  you  get 
somebody  in  a  major  criminal  charge,  you  have  to  go  before  a  grand 
jury.  It  acts  as  a  filter  before  there  s  a  jury  trial  and  the  grand  jury 
finds  whether  there  is  or  is  not  probable  cause.  Very  often,  things 
get  lost  in  the  system.  It  does  not  go  to  final  trial  because  the 
grand  jury  says  there's  not  a  certain  threshold  of  probable  cause 
here,  and  they  do  look  at  the  facts. 

Now,  Judge  Wapner  is  probably  not  available,  but  somebody  with 
a  degree  of  common  sense  and  the  ability  to  move  quickly,  if  there 
could  be  some  mechanism  that  says  that  this  kind  of  suit  is  a  fish- 
ing expedition. 

Mr.  Dunlap,  perhaps  you  would  have  the  ability  to  say,  we  think 
this  is  a  fishing  expedition  and  therefore,  we  can  force  it  before  a 
Judge  Wapner  and  now  there  has  to  be  a  threshold  and  we're  both 
there  and  v/e  have  the  burden  of  proof  that  it  is  a  fishing  expedi- 
tion because  we're  the  ones  that  forced  it  here.  But  the  cost  of  get- 
ting it  before  that  kind  of  a  hearing  is  much,  much  less  than  the 
$500,000  you're  talking  about  to  come  up  with  a  rule  11  letter.  Is 
there  any  possibility  of  that  or  is  this  just  the  wild  notion  of  a  lay- 
man? 

Mr.  Dunlap.  I  think  that  some  form  of  a  streamlined  summary 
judgment  type  procedure  certainly  would  work  so  that  we  don't 
have  to  go  through  all  the  discovery.  That's  really  what  takes  all 
the  time  and  money,  is  to  search  all  our  files  for  all  the  documents 
that  they  typically  ask  for. 
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Senator  Bennett.  Well,  I  won't  prolong  this,  Mr.  Chairman.  I 
have  to  be  elsewhere  and  I  apologize  to  the  later  witnesses  for  the 
fact  that  I  can't  stay  later. 

We  have  a  Utahan  here  that  I  want  to  be  here  and  get  all  excited 
about,  but — I  would  just  close  by  saying  my  own  experience  ratifies 
what's  been  said  about  the  difficulty  of  getting  directors  to  serve 
on  boards. 

I've  had  the  experience  of  calling  directors  and  saying,  would  you 
serve  on  our  board?  And  the  first  question  they  ask  is  how  good 
is  your  O&D  insurance  and  how  insulated  will  I  be?  I've  had  direc- 
tors say,  no,  I  won't  serve  on  a  board. 

This  was  in  a  private  company  that  didn't  have  a  stock  price.  But 
he  said,  "at  some  future  point,  you're  going  to  go  public,"  and  we 
did.  And  he  said,  "I  don't  want  to  be  exposed  to  that  kind  of  thing, 
and  I'm  sorry,  I  won't  do  it." 

The  second  issue  which,  just  a  philosophical  kind  of  thing,  but 
if  we  can  find  a  way  to  truly  level  the  playing  field  between  plain- 
tiffs and  defendants  in  terms  of  costs,  we  really  need  to  do  it. 

One  of  the  major  issues  in  my  State  is  what  we  call  the  29-cent 
appeal.  Now  you  talk  about  $125.  There  are  people  who  can  shut 
down,  and  have  shut  down  lumbering  companies  with  a  29-cent  let- 
ter, filing  an  appeal,  saving,  we  dont  think  that  this  is  an  appro- 
priate thing  for  the  timber  company  to  be  doing  and  there  will  be 
6  months  of  hearing  and  it's  found  to  be  frivolous.  But  in  the  mean- 
time, the  market  has  passed.  And  it's  one  of  the  reasons  why  the 
cost  of  a  home  in  the  United  States  is  now  $4,000  higher  than  it 
used  to  be,  because  the  cost  of  timber  is  going  through  the  roof. 

So  it's  the  same  general  concept,  that  the  people  who  file  the  ap- 
peal don't  have  any  risk  and  don't  have  any  costs.  And  the  people 
who  have  to  respond  with  legitimate  facts  are  saddled  with  both. 

With  that,  Mr.  Chairman,  thank  you. 

Senator  Dodd.  Thank  you  very  much.  I  just  point  out  that  rule 
11  of  the  Federal  Rules  of  Civil  Procedure  states  that  an  attorney's 
signature  on  a  pleading,  motion  or  other  paper  filed  with  the  court 
constitutes  that  attorney's  certification  that  the  information  is  well 
grounded  in  fact  and  is  warranted  by  existing  law,  and  that  it  is 
not  interposed  for  any  improper  purpose,  such  as  to  harass  or 
cause  unnecessary  delay  or  needless  increase  in  the  cost  of  litiga- 
tion. 

This  rule  obviously,  as  we  all  know,  gives  Federal  iudges  at  least 
the  authority  and  discretion  to  assess  fees,  including  attorneys' 
fees,  upon  attorneys  who  violate  the  law.  So  there  is  a  protection 
the^  Whether  or  not  it's  utilized  enough,  whether  or  not  it's  clear 
enouo-i,  those  are  the  things  that  we  can  assess  and  look  at.  But 
there  is  a  mechanism  at  least  today  that  allows  for  something  akin 
to  the  British  rule,  if  you  will. 

Mr.  Egan.  Senator,  it  does  exist.  But  it  is  not  enforced.  The 
judges  will  just  let  the  motions  go  on  and  on.  It  turns  out  the  pun- 
ishment is  in  the  process.  It's  no*  the  absoluteness. 

Senator  Dodd.  I  appreciate  that,  Mr.  Egan. 

Mr.  Egan.  That's  why  they  get  settled.  That's  why  they  always 
wind  up  getting  settled. 

Senate  Dodd.  I  appreciate  your  point.  However,  we're  going  to 
have  to,  at  some  point,  decide  whether  to  craft  some  words  that 
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deal  with  a  statute.  And  every  time  you  do  that,  there  are  benefits 
and  potential  liabilities.  It's  an  imperfect  way  of  communicating,  in 
a  sense,  but  you  have  to  try  and  wrestle  with  those  concepts  and 
ideas. 

I  just  want  to  make  sure  the  record  is  complete  in  the  sense  that 
a  rule  does  exist  which  shows  that  some  people  have  given  some 
thought  to  the  exact  fact  situation  that  some  of  you  have  described 
where  you  pay  incredible  costs,  and  particularly  where  there's  friv- 
olous suits  involved,  and  wonder  whether  or  not  there's  any  ability 
to  go  back  and  to  recoup  some  of  those  costs.  At  least  on  the  books 
there  exists  the  ability  to  do  it. 

Now  you've  identified  the  problem  that  maybe  judges  don't  do  it. 
Anyway,  we've  kept  you  long  enough.  I  have  more  questions,  but 
I'm  going  to  submit  some  of  them  to  you  in  writing  here,  rather 
than  keep  you  here  because  we've  got  two  other  panels  to  get  to. 

You've  been  very  generous  with  your  time  and  we're  deeply 
grateful  to  you  for  your  testimony.  You're  not  attorneys,  with  the 
exception  of  Mr.  Dunlap,  and  not  necessarily  expected  to  come  and 
perform  in  hearings  like  this.  I  appreciate  that. 

Your  jobs  are  business  leaders,  to  produce  products  that  hire  peo- 
ple and  create  capital  and  wealth  in  this  country,  and  you've  done 
a  magnificent  job  of  that.  It  takes  a  special  willingness  to  come  be- 
fore a  congressional  panel  and  to  compete  in  a  forum  that  is  not 
terribly  familiar  to  what  you  do  in  making  a  living.  So  we're  grate- 
ful to  you  for  doing  that  and  you've  been  extremely  articulate  in 
expressing  your  concerns.  This  committee,  I'm  confident,  is  going  to 
take  them  into  serious  consideration  as  we  look  at  these  matters. 

I'm  sure  other  Members  may  have  additional  questions  for  you 
and  hopefully,  you  can  get  those  back  to  us  so  that  we  can  make 
this  a  complete  record  and  available  to  our  other  colleagues  as  we 
go  forward  here  and  try  and  decide  what's  the  best  way  to  proceed 
so  that  we  strike  the  balance  that  I  know  all  of  you  here  are  anx- 
ious for  us  to  do. 

With  that,  I  thank  you. 

Mr.  Egan.  Thank  you  for  having  us. 

Senator  Dodd.  Our  next  panel  is  here,  and  I'll  ask  you  to  join 
us  in  the  order  I've  introduced  you. 

Mr.  William  McLucas,  who  is  the  Director  of  the  Division  of  En- 
forcement for  the  SEC. 

Mr.  Mark  Griffin  is  the  Director  of  the  Securities  Division  for  the 
Department  of  Commerce,  from  Salt  Lake  City,  now  that  Senator 
Bennett  has  left. 

Professor  Joel  Seligman,  from  the  University  of  Michigan  School 
of  Law. 

Ms.  Patricia  Reilly,  AG  Edwards  Company  in  San  Diego,  CA. 

And  Dr.  Vincent  O'Brien,  Law  and  Economics  Consulting  Group, 
Incorporated,  Emeryville,  CA. 

We  thank  you. 

Senator  DOMENICI.  Mr.  Chairman,  while  they're  taking  their 
seats,  could  I  inquire  of  you  regarding  the  intention  to  continue  the 
hearings  and  when  we  might  recess  for  lunch.  I  have  to  do  some- 
thing on  the  Senate  floor. 
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Senator  Dodd.  My  hope  was,  quite  frankly,  to  sort  of  plow  along 
because  if  we  break,  then  it  is  hard  to  get  people  back.  I'd  like  to 
move  on. 

We  took  a  little  bit  longer  time  here.  We  had  a  lot  of  opening 
statements.  Here,  maybe  we  can  move  along  and  then  get  to  our 
last  panel. 

I  figure  if  we  break,  it's  so  much  more  difficult  in  the  afternoon. 
I've  got  a  ton  of  stuff  this  afternoon,  so  I'm  going  to  try  and  charge 
ahead. 

Senator  Domenici.  All  right.  Let's  see  what  happens. 

Senator  Dodd.  Yes.  Come  on  in  here,  folks.  Mr.  McLucas,  you're 
at  the  end. 

All  right.  We've  got  everybody  here.  Again,  I  think  you  all  were 
here.  You  heard  me  make  the  point,  your  full  statements  will  be 
incorporated  into  the  record. 

Mr.  McLucas,  we  welcome  you  to  the  committee.  We'll  begin  with 
you.  I'm  going  to  have  that  clock  on  here  so  that  we  can  try  and 
move  a  little  more  quickly  here.  I  apologize.  You've  been  sitting 
here  a  long  time,  but  hopefully,  that  testimony  was  valuable  for  all 
of  you  to  hear,  from  people  within  the  business  community. 

You're  on. 

STATEMENT  OF  WILLIAM  R.  McLUCAS,  DIRECTOR,  DIVISION 
OF  ENFORCEMENT,  SECURITIES  AND  EXCHANGE  COMMIS- 
SION, WASHINGTON,  DC 

Mr.  McLucas.  Mr.  Chairman,  I  appreciate  the  opportunity  to  ap- 
pear on  behalf  of  the  Securities  and  Exchange  Commission  to  dis- 
cuss the  issues  related  to  private  litigation  under  the  Federal  secu- 
rities laws. 

A  number  of  parties  believe  that  abuses  of  the  court  system  have 
become  so  prevalent,  that  Congress  must  enact  legislation  that 
would  curtail  meritless  securities  litigation. 

Citing  a  litigation  explosion,  proponents  of  litigation  reform  have 
argued  that  the  cost  of  defending  a  securities  fraud  action  is  so 
high,  and  the  potential  liability  so  great,  that  defendants  are  co- 
erced into  settling  cases  which  they  almost  certainly  would  win  at 
trial. 

They  have  also  argued  that  the  settlements  and  class-action  se- 
curities cases  generally  have  little  or  no  relationship  to  the  merits. 

Let  me  say  at  the  outset  that  you're  going  to  hear  from  constitu- 
encies on  both  sides  of  the  issue  of  litigation  reform,  those  who  are 
going  to  tell  you  that  litigation  is  out  of  hand,  that  the  system  is 
being  routinely  abused,  and  those  who  are  going  to  tell  you  that 
theyre  always  on  the  side  of  the  angels  and  that  the  defendants 
are  always  tne  bad  guys. 

The  reason  these  hearings  are  important,  in  my  view,  is  that  it 
is  vital  not  just  that  the  process  be  fair,  but  the  participants  in  the 
process,  both  the  plaintiffs  and  the  defendants,  believe  that  the  liti- 
gation system  is  fair. 

As  a  prosecutor,  I  can  tell  you  that  over  the  long  haul,  the  effec- 
tiveness of  the  system  requires  that  those  subjected  to  it  believe 
that  it's  fundamentally  fair,  regardless  of  whether  they  agree  with 
the  outcome  in  any  given  case.  So  for  that  reason,  I  tnink  it's  ap- 
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propriate  that  the  issues  that  are  going  to  be  brought  before  this 
subcommittee  get  the  consideration  that  they're  going  to  get. 

The  SEC  has  acknowledged  the  detrimental  impact  of  meritless 
securities  cases.  To  the  extent  that  these  claims  are  settled  to  avoid 
litigation,  they  impose  a  tax  on  capital  formation.  However,  before 
any  action  is  taken,  we  should  examine  the  data  very  closely  to 
evaluate  the  extent  of  the  problem  and  proceed  carefully  to  con- 
sider what  legislative  reforms  deserve  serious  consideration. 

In  attempting  to  discourage  meritless  cases,  we  ought  to  be  care- 
ful that  we  do  not  compromise  legitimate  investor  claims.  The 
strength  and  stability  of  our  Nation's  capital  markets  depend  in 
large  part  on  investor  confidence  and  the  continued  fairness  and  ef- 
ficiency of  those  markets.  To  maintain  that  confidence,  investors 
must  continue  to  have  effective  remedies  against  persons  who  vio- 
late the  anti-fraud  provisions  of  the  Federal  securities  laws. 

The  Commission  itself  devotes  substantial  resources  to  the  detec- 
tion and  prosecution  of  securities  law  violations.  Approximately 
one-third  of  our  budget  goes  to  enforcement.  The  Commission,  how- 
ever, will  never  be  able  to  investigate  or  prosecute  every  instance 
in  which  a  public  company's  disclosure  is  questionable  or  where  in- 
vestors have  been  injured  by  less  than  accurate  disclosure. 

Private  actions,  therefore,  are  essential  to  the  Commission's  en- 
forcement activities  and  provide  additional  deterrence  against  secu- 
rities law  violations.  Private  actions  differ  in  their  objective  from 
SEC  enforcement  proceedings.  They  are  designed  to  enable  de- 
frauded investors  to  seek  compensatory  damages  and  thereby,  re- 
cover the  full  amount  of  their  losses. 

Commission  enforcement  proceedings  seek  injunctive  relief  from 
wrong-doers,  seek  to  deprive  them  of  their  ill-gotten  gain  through 
disgorgement  and  generally  to  deter  violations  through  the  imposi- 
tion of  money  penalties.  While  the  disgorgement  funds  are  made 
available  to  compensate  injured  investors,  the  amount  of  investor 
losses  in  any  particular  case  usually  exceeds  the  wrong-doers'  ill- 
gotten  gain.  In  other  words,  SEC  enforcement  proceedings  cannot 
be  an  adequate  substitute  for  private  rights  of  action. 

In  an  ideal  world,  any  investor  who  is  the  victim  of  fraud  should 
recover  100  cents  on  the  dollar  and  people  who  have  done  no  wrong 
should  pay  nothing.  Obviously,  in  practice,  any  system  of  civil  liti- 
gation will  depart  from  this  ideal. 

Securities  litigation  in  particular  is  costly  and  the  parties  are 
often  faced  with  considerable  uncertainty  about  the  outcome.  As  a 
result,  plaintiffs  with  good  claims  often  settle  for  less  and  defend- 
ants who  did  nothing  wrong  may  pay  money  to  settle  a  claim  with 
no  merit. 

It  is  difficult  to  measure  the  scope  of  the  problem  and  so  far,  the 
evidence  is  inconclusive  and,  in  my  view,  points  in  both  directions. 

On  the  one  hand,  some  statistics  indicate  that  the  number  of  se- 
curities cases  filed  in  Federal  district  courts  has  not  increased  over 
the  past  two  decades.  On  the  other  hand,  statistics  from  the  Big 
Six  accounting  firms  indicate  that  the  costs  associated  with  litiga- 
tion have  been  multiplied. 

The  extent  to  which  the  problem  is  a  function  of  State  rather 
than  Federal  law  is  also  unclear.  The  liability  standard  under  sec- 
tion 10(b)  and  rule  10(b)(5)  is  knowing  or  reckless  conduct,  which 
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generally  is  described  as  an  extreme  departure  from  the  standards 
of  ordinary  care.  By  contrast,  the  laws  of  many  States  permit  ac- 
countants to  be  held  liable  only  on  a  showing  of  negligence  in  the 
performance  of  an  audit  or  negligent  misrepresentation  in  audit  re- 
ports. 

Consistent  with  these  differing  liability  standards,  a  survey  by 
the  Big  Six  accounting  firms  found  that  Federal  securities  fraud 
claims — that  is,  cases  predicated  on  rule  10(b)(5)  alone — accounted 
for  only  a  fraction  of  all  claims  against  the  accountants.  In  light  of 
this  uncertainty,  Congress  should  proceed  cautiously.  There  is  a 
substantial  danger  that  legislative  reform  targeted  at  frivolous  liti- 
gation will  also  have  an  unintended  effect  on  valid  claims. 

Market  confidence  will  be  eroded  if  investors  are  unable  to  vindi- 
cate their  rights  whenever  public  companies  or  their  professional 
advisors  fail  to  discharge  their  responsibilities  under  the  law. 

Finally,  I  would  like  to  touch  very  briefly  on  some  of  the  propos- 
als that  have  been  suggested. 

Lengthening  the  Statute  of  Limitations 

After  the  Supreme  Court's  decision  in  Lampf  in  1991,  setting  a 
3-year  statute  of  limitations  in  rule  10(b)(5)  cases,  the  Commission 
took  the  position  that  the  period  should  be  extended  by  statute.  It 
should  be  lengthened  to  5  years.  Extending  the  limitation  period 
does  not  encourage  frivolous  actions.  Typically,  strike  suits  are  filed 
immediately  after  some  unfavorable  corporate  event. 

RICO  Reform 

The  Commission  supports  legislative  efforts  to  eliminate  the 
overlap  between  private  remedies  under  RICO  and  those  available 
under  the  Federal  securities  laws.  The  threat  of  extraordinary  rem- 
edies under  RICO  has  a  coercive  impact  that  tends  to  impede  cap- 
ital formation  and  places  inappropriate  financial  burdens  on  com- 
mercial defendants. 

Class-Action  Reform 

The  Commission  has  expressed  general  support  for  measures 
that  would  prohibit  certain  payments  to  class  representatives, 
would  prohibit  service  as  class  counsel  by  persons  with  a  beneficial 
interest  in  the  securities  that  are  the  subject  of  the  litigation,  and 
would  prohibit  the  payment  of  referral  fees  by  class  counsel. 

Fee-Shifting 

If  Congress  adds  a  fee-shifting  provision  to  section  10(b)  of  the 
exchange  act,  it  should  only  require  the  loser  to  pay  if  a  court  con- 
cludes that  the  case  is  without  merit.  Section  11  of  the  1933  act 
already  has  such  a  fee-shifting  provision  and  the  subcommittee 
might  consider  whether  a  similar  provision  in  the  exchange  act 
would  deter  frivolous  claims  without  having  a  significant  chilling 
effect  on  meritorious  actions. 

Senator  D'Amato.  Would  you  state  that  again,  and  tell  us  why? 
That's  pretty  important  to  just  rip  it  off.  I  want  to  hear  you. 

Mr.  McLucas.  Well,  basically,  what  I  said,  Senator,  is  that  we 
would  support  something  short  of  loser-pays,  something  not  akin  to 
the  English  rule,  which,  in  essence,  permits  a  court,  as  is  the  case 
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under  section  11  of  the  1933  act,  which  applies  liability  to  those 
who  expertise  segments  of  a  registration  statement. 

What  the  section  provides  is  that  if  a  court,  in  essence,  decides 
that  a  claim  is  without  merit,  then  the  court  has  the  discretion  to 
impose  some  measure  of  costs  on  the  party  bringing  the  claim.  I 
would  recommend  that  those  costs  be  imposed  on  the  counsel  or  the 
lawyer,  as  opposed  to  the  plaintiffs,  particularly  when  we  talk 
about  class  actions. 

Senator  D'Amato.  Would  you  be  in  a  position  to  suggest  in  writ- 
ing some  of  that  language? 

Mr.  McLucas.  We  would  be  happy  to  work  with  the  subcommit- 
tee, Senator,  in  drafting  and  in  putting  some  meat  on  the  bones  of 
a  proposal.  But  the  concept  is  one  which  we  think,  if  the  sub- 
committee believes  legislation  is  necessary,  may  be  worth  consider- 
ation. 

Senator  D'Amato.  Mr.  Chairman,  I  commend  that  to  the  Chair 
and  possibly  we  can  have  our  staffs  work  with  that.  That  seems  to 
be  an  area  that  we're  all  concerned  about,  dealing  with  those  frivo- 
lous suits,  bringing  a  measure  of  penalty  to  those  people  who  are 
responsible  for  bringing  them,  and  yet,  not  having  that  chilling  im- 
pact. Maybe  that's  the  kind  of  balance  we're  seeking. 

Senator  Dodd.  We've  looked  at  that  already,  but  we'd  appreciate 
the  context  of  all  of  these  ideas  and  certainly,  well  be  back  in 
touch  with  the  SEC.  You'll  not  be  surprised  if  we  make  that  re- 
quest for  some  ideas  in  that  area. 

Mr.  McLucas. 

Proportionate  Liability  and  Contribution 

Congress  should  move  cautiously  on  changing  the  principle  of 
joint  and  several  liability  under  the  anti-fraud  rules  to  that  of  pro- 
portionate liability.  Such  a  change  might  adversely  affect  investor 
confidence  because  complete  recovery  inevitably  would  be  denied  to 
investors,  even  in  some  serious  and  meritorious  cases. 

Proportionate  liability  may  well  be  more  appropriate  in  the  con- 
text of  State  law  claims  for  negligence.  It  seems  more  reasonable 
to  hold  a  defendant  who  is  merely  negligent,  liable  only  to  the  ex- 
tent of  his  relative  culpable  activity. 

Aiding  and  Abetting  Liability 

Again,  here,  the  subcommittee  should  be  cautious  of  proposals 
that  would  change  the  standards  and  consequences  of  liability,  as 
opposed  to  proposals  which  would  deal  directly  with  the  issue  of 
frivolous  litigation. 

Currently,  no  defendant  can  be  liable  in  an  action  under  rule 
10(b)(5)  of  the  Federal  securities  laws  unless  the  defendant  acted 
intentionally  or  recklessly,  and  that  standard  requires  that  the  de- 
fendant be  found  to  have  engaged  in  an  extreme  departure  from 
the  standards  of  ordinary  care. 

Some  proposals  would  limit  liability  of  professionals  to  only  those 
cases  where  the  plaintiff  can  prove  actual  knowledge  or  deliberate 
fraudulent  intent.  I  believe  those  proposals  go  too  far  in  insulating 
the  professionals  from  liability. 

Mr.  Chairman,  in  conclusion,  the  Commission  encourages  the 
subcommittee  to  give  serious  consideration  only  to  those  reform 
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measures  that  have  the  potential  to  deter  meritless  securities  fraud 
cases. 

Before  resorting  to  changes  in  the  standards  for  liability  or  other 
measures  that  would  affect  both  meritorious  and  baseless  claims, 
it  would  be  preferable  to  determine  the  effectiveness  of  measures 
more  directly  targeted  at  frivolous  litigation. 

And,  as  always,  we  would  be  happy  to  work  with  the  subcommit- 
tee in  crafting  any  proposals  that  might  come  out  of  these  hearings. 

Thank  you. 

Senator  Dodd.  Thank  you  very  much. 

Mr.  Griffin. 

STATEMENT  OF  MARK  J.  GRIFFIN,  DIRECTOR,  SECURITIES 
DIVISION,  DEPARTMENT  OF  COMMERCE,  SALT  LAKE  CITY,  UT 

Mr.  Griffin.  Thank  you,  Mr.  Chairman.  My  name  is  Mark  Grif- 
fin. I'm  the  Director  of  the  Securities  Division  of  the  Utah  Depart- 
ment of  Commerce,  and  a  member  of  the  board  of  directors  of  the 
North  American  Securities  Administrators  Association,  NASAA,  on 
whose  behalf  I'm  here  today. 

NASAA  is  the  national  organization  of  the  50  State  securities 
agencies  in  the  United  States. 

I  want  to  express  my  appreciation  to  the  committee  for  the  op- 
portunity to  be  here  today. 

Mr.  Chairman,  I  know  that  you  have  a  long  list  of  witnesses  here 
today  who  want  to  be  heard.  I'll  keep  my  remarks  brief. 

I  want  to  begin  by  emphasizing  that  NASAA  shares  the  concerns 
expressed  here  this  morning  about  the  need  to  curb  frivolous  litiga- 
tion, securities  fraud  claims  in  particular. 

However,  it's  NASAA's  view  that  the  initiatives  that  have  been 
put  forward  in  the  name  of  litigation  reform,  including  changes  in 
how  liability  is  determined,  shifting  of  attorneys'  fees  and  costs, 
new  definitions  for  the  burden  of  proof,  and  changes  in  the  rules 
governing  class-action  proceedings,  may  unintentionally  give  free 
rein  to  financial  swindlers  and  other  sharp  operators. 

While  such  changes  may  have  the  effect  of  eliminating  a  handful 
of  dubious  securities  fraud  lawsuits,  it  will  eke  out  this  minuscule 
benefit  only  by  inflicting  a  massive  harm;  that  is,  an  discriminate 
curb  on  access  to  the  courts  for  all  victims  of  financial  swindles. 

Investors  today  have  a  profound  and  all-too-well  justified  sense 
of  concern  about  the  integrity  of  our  financial  markets.  The  ex- 
cesses of  the  1980's  and  the  1990's,  which  are  well  known  and  do 
not  need  repeating  here,  serve  as  the  backdrop  against  which  we 
consider  the  issues  under  discussion  today. 

Private  actions  have  become  an  increasingly  vital  enforcement 
tool  in  light  of  the  dramatic  growth  of  fraud  and  corruption  in  the 
Nation's  financial  markets.  Budget  manpower  restrictions  at  both 
the  State  and  Federal  levels  argue  in  favor  of  broader  private  rem- 
edies, not  the  opposite,  as  would  be  the  case  if  these  so-called  re- 
forms are  adopted. 

No  one,  save  those  who  have  committed  the  fraud  in  the  first 
place,  benefits  from  a  wholesale  assault  on  these  private  rights  of 
action.  In  short,  private  rights  of  action  under  securities  laws  are 
essential  to  deter  prospective  criminals,  compensate  the  victims  of 
fraud,  and  maintain  public  confidence  in  the  marketplace. 
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For  this  reason,  NASAA  would  strongly  urge  Congress  to  take 
immediate  action  to  lengthen  the  statute  of  limitations  for  securi- 
ties fraud  cases,  and  in  doing  so,  modify  the  unfortunate  1991  Su- 
preme Court  decision  in  Lampf. 

We  believe  that  such  legislation  is  vitally  important  and  should 
not  be  delayed  as  a  result  of  prolonged  discussion  of  the  broader, 
more  complicated,  and  more  contentious  litigation  reform  measures 
that  are  now  being  advanced  in  certain  quarters. 

Mr.  Chairman,  it  has  been  estimated  that  securities  litigation  ac- 
counted for  less  than  1  percent  of  all  cases  filed  in  Federal  court 
in  fiscal  1991.  Given  this,  we  fail  to  see  how  dramatically  limiting 
access  to  the  court  for  defrauded  investors  will  result  in  any  signifi- 
cant decrease  in  the  overall  litigation  caseload.  Moreover,  why  are 
we  singling  out  defrauded  investors  for  experimentation  with  new 
rules  and  procedures  designed  to  make  it  difficult  to  bring  suits  for 
redress? 

Further,  it's  NASAA's  view  that  the  courts  currently  have  the 
tools  necessary  to  deter  frivolous  or  baseless  suits  and  may  do  so 
without  sacrificing  important  investor  rights. 

The  Federal  rules  of  Civil  Procedure  contain  ample  legal  safe- 
guards for  the  prevention  and  suppression  of  unwarranted  or  abu- 
sive securities  suits.  Emerging  anecdotal  evidence  suggests  that 
these  rules  are  now  being  invoked  on  a  more  frequent  basis.  If 
there  is  a  concern  on  the  part  of  Congress  that  these  rules  are  not 
being  applied  often  enough  or  rigorously  enough,  let  us  find  out 
why,  so  that  we  do  not  prematurely  cut  off  investors'  rights  due  to 
judicial  shortcomings. 

I  will  not  comment  now  on  each  of  the  proposed  reforms  but  I 
would  like  to  say  a  word  about  proportionate  liability  and  aiding 
and  abetting  liability. 

Our  scheme  of  securities  regulation  casts  professionals,  account- 
ants and  lawyers  in  the  role  of  the  guards  at  the  gate.  If  there  is 
a  breach,  owing  to  the  guards'  lack  of  vigilance,  then  the  guards' 
exposure  ought  to  reflect  the  harm  to  investors  caused  by  that  lack 
of  vigilance. 

It  is  pointless  and,  more  importantly,  bad  policy,  to  limit  the 
guards'  exposure  to  the  extent  of  the  guards'  own  participation  in 
sacking  the  town.  The  concept  of  joint  and  several  liability  is  im- 
portant and  should  be  retained. 

Mr.  Chairman,  and  Members  of  the  subcommittee,  NASAA  would 
respectfully  request  and  urge  you  to  reject  the  initiatives  that  are 
now  being  promoted  as  litigation  reform.  Although  these  proposals 
have  been  dressed  up  in  anti-lawyer  rhetoric,  they  may  also  legiti- 
mately be  seen  as  being  anti-investor  as  well. 

NASAA  believes  it  would  be  unwise  in  the  name  of  reform  to  fur- 
ther restrict  the  ability  of  defrauded  investors  to  be  made  whole. 

Thank  you,  Mr.  Chairman. 

Senator  Dodd.  Thank  you  very  much. 

Professor  Seligman. 

STATEMENT  OF  PROFESSOR  JOEL  SELIGMAN,  UNIVERSITY  OF 
MICHIGAN  LAW  SCHOOL,  ANN  ARBOR,  MI 

Mr.  Seligman.  Yes,  Senator.  Senator,  I'd  like  to  offer  some  obser- 
vations, neither  from  the  point  of  view  of  a  plaintiff,  nor  from  the 


42 

point  of  view  of  a  defendant,  but  to  give  you  a  kind  of  broader,  sys- 
temic overview  of  the  issues  before  you. 

Let  me  first  highlight  the  current  moment.  There  is  no  objective 
data  that  suggests  that  litigation  has  contributed  to  a  dimunition 
in  capital  formation. 

According  to  the  SEC,  in  its  most  recent  annual  report,  for  exam- 
ple, the  total  dollar  amount  of  securities  filed  for  registration  with 
the  Commission  during  1992,  reached  a  record  of  over  $700  billion, 
a  40-percent  increase  from  the  previous  year. 

We  additionally  see  that  at  the  current  moment,  there  are  well 
over  50  million  individual  investors,  which  is  greater  than  any 
other  country  on  earth. 

I'd  like  to  submit  to  you  that  one  of  the  reasons  that  the  United 
States  has  realized  its  current  level  of  capital  formation  and  the 
breadth  of  securities  ownership  in  this  country  is  the  mandatory 
disclosure  system,  which  gives  investors  confidence  that  they  can 
buy  securities  on  the  basis  of  all  material  facts. 

Now  underlying  this  mandatory  disclosure  system  is  a  litigation 
system  which  in  effect  enforces  it.  I'd  like  to  submit  that,  to  the 
best  of  my  knowledge,  based  upon  a  relatively  recent  statement 
from  former  Chairman  David  Ruder,  only  about  10  percent  of  the 
litigation  that  is  brought  in  the  Federal  securities  law  area  is  in 
fact  brought  by  the  Government.  Approximately  90  percent  is  initi- 
ated by  private  claimants  of  some  sort. 

To  be  sure,  private  litigation  is  not  perfect.  But  I  want  to  high- 
light more  than  anything  else  today  that  this  is  an  area  where  the 
judiciary  has  performed  an  active  and,  in  my  view,  wise  effort  in 
shearing  out  the  non -meritorious  from  the  meritorious  in  litigation. 

We  have  seen,  for  example,  in  recent  years  an  increase  in  the 
number  of  lawsuits  dismissed  on  the  basis  of  the  complaint  under 
rule  9  of  the  Federal  Rules  of  Civil  Procedure. 

We  have  seen  an  increase  in  several  jurisdictions  and  I  would 
emphasize,  most  notably,  the  northern  district  of  California  and  the 
southern  district  of  New  York,  in  the  willingness  of  Federal  district 
court  judges  to  use  rule  11  sanctions. 

We  have  seen  overtime  in  the  rule  10(b)(5)  area,  a  narrowing  of 
the  ability  of  plaintiffs  to  go  forward,  whether  it  was  because  of  the 
Lampf  decision,  which  typically  shortened  the  statute  of  limita- 
tions, or  the  decision  that  Senator  Domenici — I  hope  I  haven't  mis- 
pronounced that 

Senator  Dodd.  Senator  Riegle  probably  mispronounced  your  last 
name,  too,  so 

[Laughter.] 

Mr.  Seligman.  I'll  still  vote  for  him. 

[Laughter.] 

Senator  Domenici.  Senator  Pete. 

Senator  Dodd.  Yes,  Pete. 

[Laughter.] 

Mr.  Seligman.  The  Senator  from  New  Mexico,  who  began  his 
statement  by  quoting  Chief  Justice  Renquist  in  the  Blue  Chip 
Stamps  decision,  which  narrowed  the  ability  to  go  forward  on  the 
basis  of  standing. 
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We've  seen  reference  on  a  couple  of  occasions  so  far  to  the  cul- 
pability standard,  which,  as  Bill  McLucas  accurately  stated,  is  ei- 
ther intentional  misconduct  or  recklessness. 

But  in  the  11  circuits  out  of  the  12,  which  is  the  court  of  appeals 
level,  have  recognized  recklessness  as  an  appropriate  culpability 
standard,  most  of  them  have  formulated  it  more  narrowly  than 
that,  to  a  severe  recklessness  standard. 

So  that  what  you  see  when  you  look  at  litigation  at  the  moment 
is  whether,  because  of  the  general  Federal  Rules  of  Civil  Procedure, 
or  because  of  the  precise  rules  of  rule  10(b)(5)  litigation,  there  has 
been  some  narrowing  and  some  ability  which  has  been  used — I 
really  want  to  emphasize  that — by  the  district  court  judges  to  at- 
tempt to  distinguish  the  meritorious  from  the  non-meritorious. 

Now  it's  been  suggested  on  a  number  of  instances  by  the  first 
panel  that  a  recent  case  involves  nothing  more  than  a  drop  in  the 
stock  price.  Instantaneously,  it's  been  filed. 

Well,  I  will  submit  to  you,  Senator,  that  certainly  within  the  last 
2  years,  there  have  been  a  number  of  dismissals  of  lawsuits  on  the 
basis  of  the  complaint  when  that  was  all  the  plaintiff  filed  and  all 
that  they  could  identify.  In  some  instances,  there  have  been  rule 
11  sanctions  as  well.  In  other  words,  the  judiciary  is  responding  to 
the  perceived  abuses. 

At  the  same  time,  I  want  to  highlight  that  when  you  look  at  com- 
panies such  as  those  you  looked  at  this  morning,  there  is  a  certain 
amount  of  demonology  here.  You  will  hear  equally  aggressive  ter- 
minology to  strike  suits  used  by  plaintiffs  to  characterize  wayward 
corporate  managers  or  their  accountants  or  what  have  you. 

In  the  broader  sense,  though,  the  issue  is  not  whether  or  not  we 
have  some  bad  plaintiffs'  attorneys  or  some  bad  defendants.  The 
real  issue  here  is  whether  the  overall  system  deters  securities 
fraud.  I  want  to  highlight,  it's  at  that  level  the  system  seems  to  be 
working  well.  It's  at  the  ability  of  investors  to  feel  confident  they 
can  buy  stock.  It's  at  the  ability  of  the  market  to  generate  new 
funds  for  business  corporations  that  there  seems  to  be  a  very  slight 
case  for  reform. 

Finally,  if  I  can  just  offer  one — I  use  the  term,  anecdote. 

My  recent  experience  as  a  court-appointed  disinterested  person 
in  a  shareholder  derivative  litigation  in  the  western  district  of 
Michigan  suggests  to  me  that  probably,  if  you  wanted  a  balanced 
approach  to  litigation  reform,  the  one  area  which  at  the  moment 
deserves  the  most  attention  is  discovery. 

The  cost  of  discovery  has  metastasized  in  recent  years.  It  has 
grown  in  part  not  because  the  litigation  is  non-meritorious,  but  be- 
cause you  typically  see  more  complicated  complaints.  It  has  grown 
in  part  because  you  see  more  derivative  parties  involved. 

I  would  submit  to  you  that  I  do  not  believe  this  is  a  special  prob- 
lem in  securities  law.  I  think  it's  a  more  appropriate  one  for  those 
who  address  the  Federal  Rules  of  Civil  Procedure.  But  of  all  the 
litigation  "reform"  proposals  on  your  plate,  that  is  the  single  one 
that  strikes  me  as  worthy  of  the  most  serious  attention. 

Senator  Dodd.  Very  good.  Thank  you  very  much,  Professor. 

Ms.  Reilly. 
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STATEMENT  OF  PATRICIA  REILLY,  AG  EDWARDS  COMPANY, 

SAN  DIEGO,  CA 

Ms.  Reilly.  I  want  to  thank  Chairman  Dodd  and  the  other  Mem- 
bers of  the  Securities  Subcommittee  for  giving  me  the  opportunity 
to  relate  my  experiences  as  a  stockholder  in  some  security  class- 
action  lawsuits. 

I  have  been  a  shareholder  in  two  different  security  class-action 
lawsuits.  One  was  against  Pace  Membership  Warehouse.  The  other 
was  against  Tucson  Electric  Power.  Both  lawsuits  alleged  fraud 
was  committed  by  the  companies'  officers  and  directors  which  re- 
sulted in  my  losing  money  on  my  stock  investments. 

I  am  the  small  investor  for  whom  these  class-action  lawsuits 
were  created,  the  shareholder  who  had  too  little  at  stake  to  individ- 
ually sue  a  company  for  fraud. 

In  Pace  Membership  Warehouse,  I  had  invested  $3,167.51  into 
200  shares.  My  loss  was  $1,517.51.  In  Tucson  Electric,  I  bought  200 
shares,  for  a  total  investment  of  $10,677.46.  My  loss  was  $5,595.56. 

In  both  lawsuits,  there  was  a  settlement  offer.  The  Pace  offer 
was  for  $9,125,000.  The  lawyers  were  requesting  40  percent  out  of 
the  settlement  fund,  plus  $600,000  in  out-of-pocket  expenses.  In 
Tucson  Electric  Power,  the  settlement  offer  was  for  $30  million. 
The  lawyers  requested  30  percent,  or  $9  million,  in  legal  fees.  In 
both  cases,  the  settlement  funds  were  to  come  from  insurance  pro- 
ceeds. In  neither  case  did  the  defrauding  officers  and  directors  pay 
a  dime.  Nowhere  in  the  settlement  notices  were  the  stockholders 
told  of  how  much  they  could  expect  to  recover  of  their  losses. 

Because  I  felt  the  requested  attorneys'  fees  were  outrageous,  ex- 
cessive, and  exorbitant,  at  my  own  expense,  I  took  time  off  of  work 
and  flew  from  San  Diego  to  the  respective  settlement  hearings  in 
Denver  and  Phoenix  to  object  to  the  legal  fees. 

In  Pace,  the  lawyers  were  ultimately  awarded  approximately 
$3,300,000  in  legal  fees.  Basically,  the  lawyers  had  $2,090,438  in 
billable  hours.  There  were  five  law  firms  with  35  attorneys  rep- 
resenting the  stockholders.  The  lawyers  on  the  shareholders'  side, 
spent  8,935  hours  on  the  case.  The  highest  paid  attorney  for  the 
shareholders  charged  $450  an  hour.  In  addition  to  the  $2  million 
in  billable  hours,  the  court  gave  the  attorneys  $1,300,000  as  a 
bonus  for  doing  such  a  good  job  in  the  case. 

As  a  result  of  the  settlement,  the  stockholders  got  back  17  cents 
on  the  dollar  of  their  losses.  The  defrauding  defendants  did  not  pay 
a  dime.  Of  my  $1,517.51  loss,  I  recovered  $250.51. 

In  Tucson  Electric,  the  court  awarded  the  lawyers  $7,845,000  in 
legal  fees.  The  actual  billable  hours  were  a  bit  under  $3  million. 
There  were  35  law  firms,  177  lawyers,  77  paralegals  and  law  clerks 
representing  the  stockholders.  There  were  10,741  hours  spent  on 
this  case  by  the  shareholders'  attorneys. 

One  attorney  representing  the  shareholders  charged  at  a  rate  of 
$500  an  hour.  Fourteen  other  lawyers  charged  between  $400  and 
$500  an  hour,  and  51  lawyers  charged  between  $300  and  $400  an 
hour.  However,  the  court  did  not  award  the  lawyers  just  their 
hourly  fees  of  roughly  $3  million,  but  awarded  them  $7,845,000,  or 
a  bonus  of  approximately  $4,845,000  above  their  billable  hours. 

As  a  result  of  the  settlement,  co-counsel  for  the  shareholders'  at- 
torney told  me  I  can  expect  to  recover  4  to  5  cents  on  the  dollar 
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of  my  losses.  That  would  mean,  of  my  $5,595.56  loss,  I  can  expect 
to  recover  $279.78. 

At  my  own  expense,  I  presently  have  the  Tucson  Electric  case  on 
appeal  at  the  U.S.  Court  of  Appeals.  I  feel  that  the  settlement  offer 
should  have  told  the  stockholders  how  little  of  their  losses  will  be 
recovered  in  the  settlement  and  that  this  is  a  material  fact  to  the 
shareholders'  decision  to  approve  or  disapprove  of  any  settlement. 
Without  this  fact,  the  shareholders  were  denied  due  process  of  law. 

As  a  result  of  my  experiences,  I  have  come  to  realize  that  secu- 
rity class-action  lawsuits  exist  for  the  benefit  of  the  shareholders' 
lawyers.  The  stockholders,  the  victims  of  the  fraud,  recover  vir- 
tually none  of  their  losses. 

In  the  vast  majority  of  the  cases,  the  stockholders  recover  less 
than  10  cents  on  the  dollar  of  their  losses.  Ninety-six  percent  of  the 
class-action  lawsuits  settle.  The  cases  normally  settle  for  the 
amount  of  the  directors'  and  officers'  liability  insurance  and  noth- 
ing more.  Usually,  the  directors  and  officers  who  committed  the 
fraud  do  not  pay  a  dime.  Meanwhile,  the  stockholders'  lawyers 
make  millions. 

As  a  stockholder,  I  feel  that  the  lawyers  use  the  stockholders  as 
stepping  stones,  preying  on  their  misfortune  as  a  means  to  file  a 
lawsuit  that  will  inevitably  settle,  in  which  the  lawyers  will  reap 
millions  in  fees  while  their  clients  recover  pennies  on  the  dollar  of 
their  losses. 

One  possible  solution  that  I  would  recommend  is  that  the  share- 
holders' lawyers  receive  as  legal  fees  the  same  percentage  of  the 
settlement  fund  that  the  stockholders  recover  of  their  losses. 

As  an  adjustment  to  that  concept,  I  would  say  that  since  nor- 
mally, we  do  not  want  to  discourage  suits  against  the  directors  and 
officers  or  other  parties  where  there  is  fraud  involved,  I  would  limit 
this  rule  that  the  shareholders'  lawyer  receive  as  legal  fees  the 
same  percentage  of  the  settlement  fund  that  the  stockholders  re- 
cover of  their  losses,  when  the  basis  of  the  settlement  fund  is  insur- 
ance. 

A  second  recommendation  is  that  the  settlement  notice  inform 
the  stockholders  what  percent  of  their  losses  they  can  expect  to  re- 
cover if  they  accept  the  settlement  versus  proceeding  to  trial,  which 
is  an  option,  proceeding  to  trial. 

Three,  the  shareholders'  lawyers  are  paid  their  fees  at  the  same 
time  that  the  stockholders  receive  their  distributions.  Oftentimes, 
the  lawyers  are  paid  shortly  after  the  settlement  hearing  and  it's 
years  before  the  stockholders  recover  any  distribution. 

Finally,  that  the  officers  and  directors  should  be  truly  held  ac- 
countable if  they  committed  fraud.  Although  the  officers  and  direc- 
tors would  never  be  able  to  reimburse  the  stockholders  for  the  mas- 
sive losses  that  normally  occur  in  these  cases,  the  stockholders 
would  feel  that  at  least  if  they  do  not  get  their  money  back,  the 
guilty  people  were  held  accountable. 

As  the  system  is  presently  set  up,  the  victims,  the  stockholders 
who  lost  their  money  through  fraud,  are  not  compensated  and  the 
offenders  who  caused  the  losses  are  not  held  accountable.  The  suits 
are  really  brought  so  that  the  shareholders'  lawyers  can  suck 
money  out  of  insurance  companies  in  order  to  make  millions  in 
legal  fees. 
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And  one  final  thing  I  would  like  to  say  in  comment  to  Senator 
Shelby's  statement,  who  is  not  here.  Senator  Shelby  stated  that  he 
was  interested  in  protecting  the  investors.  He  mentioned  two  inves- 
tors that  would  be  appearing  here  today — Gordon  Billipp  and  Mr. 
Ramser. 

There  are  three  investors  that  are  appearing  here  today.  Two 
were  selected  by  plaintiffs'  attorneys  for  their  recoveries,  Mr. 
Billipp  and  Mr.  Ramser. 

I'm  here  as  an  investor.  I  have  lost  money.  I  have  not  recovered 
my  money.  We'll  get  5  cents  on  the  dollar  as  a  result  of  this  great 
legal  work.  What  I  would  like  to  ask  Senator  Shelby  is  what  he 
plans  on  doing  to  the  people  like  myself  who  really  represent  the 
norm? 

I'm  here  on  my  own  dime.  I'm  here  on  my  own  voice.  What  is 
going  to  be  done  for  the  people  like  us  who  do  not  recover  anything, 
that  basically  get  sold  down  the  river  by  our  attorneys  for  peanuts 
so  that  they  can  recover  25  percent  in  legal  fees  of  these  million- 
dollar  settlements. 

Thank  you  very  much,  Senator  Dodd,  and  the  other  Members  of 
the  committee. 

Senator  Dodd.  Well,  thank  you  very  much,  Ms.  Reilly.  With  a 
name  like  Reilly,  I  didn't  think  we'd  nave  to  question  what  your 
views  were  on  these  matters. 

[Laughter.] 

I  was  going  to  make  note  of  it  if  it  hadn't  been.  You  said  it  and 
you  said  it  better  than  I  could.  You're  here  on  your  own  dime. 

Ms.  Reilly.  Thank  you. 

Senator  Dodd.  I  think  people  ought  to  note  that  and  appreciate 
it  immensely  as  a  citizen  stepping  forward  here.  We  appreciate 
your  presence  here  immensely. 

Dr.  O'Brien. 

STATEMENT  OF  DR.  VINCENT  E.  O'BRIEN,  LAW  AND 
ECONOMICS  CONSULTING  GROUP,  INC.,  EMERYVILLE,  CA 

Dr.  O'Brdzn.  Yes,  thank  you.  My  name  is  Vincent  E.  O'Brien  and 
I  hold  a  bachelor's  of  science  degree  in  electrical  engineering  with 
high  honors  from  the  University  of  Illinois.  I  have  a  master  s  and 
doctorate  in  business  administration  from  Harvard  University. 

For  the  last  15  years,  I  have  specialized  in  providing  economic 
and  financial  analysis  for  attorneys  involved  in  complex  litigation. 
In  this  process,  I  have  worked  for  both  plaintiffs'  and  defendants' 
firms.  In  the  last  8  years,  I  have  worked  on  and  testified  in  securi- 
ties class-action  cases. 

My  experience  in  those  cases  has  led  me  to  believe  that  private 
enforcement  of  public  policy  under  rule  10(b)(5)  indeed  serves  a 
useful  purpose.  That,  however,  is  not  the  question  before  this  com- 
mittee, nor  should  it  be.  Instead,  the  appropriate  question  is 
whether  the  current  law  is  working  effectively  and  efficiently. 

To  answer  these  questions,  I  performed  a  study  of  my  own  and 
I  reviewed  subsequent  studies  that  were  conducted.  These  studies, 
I  believe,  reveal  that  the  current  situation  provides  little  in  the 
way  of  deterrence,  fails  to  protect  harmed  shareholders,  and  im- 
poses significant  costs  on  innocent  defendants.  In  short,  I  believe 
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the  studies  are  unanimous  in  saying  that  we  have  a  serious  prob- 
lem that  needs  to  be  fixed. 

The  most  comprehensive  study  of  rule  10(b)(5)  actions  is  the  one 
that  I  performed.  It  was  first  done  in  1991  and  was  just  updated. 
Indeed,  you're  going  to  receive  the  very  first  copy  of  it  today. 

That  study  adds  230  cases  to  my  original  data  and  information 
on  100  more  of  the  original  cases.  Altogether,  I  have  reviewed  533 
security  class-action  cases  reported  in  the  last  5  years.  The  study 
revealed  at  least  six  general  conclusions  of  interest  to  this  commit- 
tee. 

First,  it  is  very  common  to  be  sued  under  the  law.  One  out  of 
every  eight  companies  traded  on  the  l^ew  York  Stock  Exchange 
was  sued  in  the  last  5  years— one  out  of  eight.  On  the  American 
Stock  Exchange,  it  was  one  out  of  18.  On  the  automated  quotation 
system  of  the  NASD,  it  was  one  out  of  20.  Altogether,  342  compa- 
nies paid  $2.5  billion  in  settlements  in  the  last  5  years. 

The  second  thing  revealed  by  the  study  is  that  a  disproportionate 
share  of  the  cases  were  against  the  young,  medium-sized,  high- 
technology  firms  like  those  we  heard  from  earlier  today.  One-third 
of  the  cases  involved  companies  less  than  10  years  old.  Likewise, 
a  third  of  the  suits  involved  companies  whose  sales  were  under 
$100  million,  and  61  percent  involved  companies  whose  sales  were 
under  $500  million.  The  high -technology  industries  consisting  of 
electronics,  computers,  instruments  and  medical  devices  accounted 
for  one  out  of  every  four  of  the  suits. 

Senator  Domenici.  Would  you  state  that  again,  please? 

Dr.  O'Brien.  The  high-technology  companies,  and  I've  defined 
those  as  companies  in  the  electronics,  computers,  instrumentation 
industries  and  medical  device  industries,  accounted  for  25  percent, 
one  out  of  four  of  every  one  of  the  suits. 

Third,  even  though  certain  types  of  companies  like  these  are 
prone  to  litigation,  almost  any  corporation  is  a  possible  target.  I 
classified  all  of  the  industries  sued  by  their  standard  industrial 
classification  and  found  that  virtually  every  industry  was  rep- 
resented. 

Likewise,  being  a  mature  company  did  not  protect  you  from  one 
of  these  suits,  as  two-thirds  of  the  suits  were  against  companies 
that  were  over  10  years  old.  Companies  with  over  $10  million  in 
sales  were  sued  as  frequently  as  companies  under  $10  million  in 
sales. 

The  fourth  major  conclusion  revealed  by  the  study  is  that  vir- 
tually all  of  these  litigations  are  resolved  through  settlement.  Out 
of  365  cases  resolved  in  the  last  5  years,  only  five  reached  a  jury 
verdict,  21  were  dismissed  or  withdrawn.  In  all,  93  percent  of  the 
securities  class-action  cases  in  my  sample  were  settled  out  of  court. 

This  is  an  extremely  high  settlement  rate,  as  the  norm  in  most 
other  civil  cases  is  only  60  to  70  percent.  Typically,  over  30  percent 
of  the  cases  are  dismissed  or  dropped  for  other  reasons.  In  this 
way,  cases  that  are  weak  or  without  merit  are  weeded  out.  This 
process  is  not  happening  here.  Instead,  we  have  a  situation  that  is 
common  for  virtually  every  firm  that  is  sued  to  be  compelled  to  pay 
a  settlement.  I  think  we  heard  some  of  the  reasons  for  that  earlier 
today. 
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The  fifth  conclusion  revealed  by  my  study  is  that  individual  in- 
vestors get  little  direct  benefit  from  the  class-action  suits  brought 
on  their  behalf.  Most  of  the  shareholder  losses  are  suffered  by  the 
large  institutional  investors  and  it's  they  who  receive  the  bulk  of 
the  settlement  fund. 

In  the  most  extreme  case  I  examined,  five  claimants  out  of  302 
received  36  percent  of  the  settlement.  In  another,  52  percent  of  the 
settlement  went  to  1  percent  of  the  claimants.  Not  one  of  those 
claimants  was  an  individual. 

Now,  it's  appropriate  to  protect  institutional  investors  under  the 
law. 

Senator  Dodd.  Who  were  they? 

Dr.  O'Brien.  Pardon? 

Senator  Dodd.  Who  were  they?  I'm  sorry.  Not  one? 

Dr.  O'Brien.  Not  one  of  the  top  claimants — 52  percent  of  the  set- 
tlement went  to  1  percent  of  the  claimants  and  not  one  of  those  1 
percent  was  an  individual. 

Senator  Dodd.  Institutional  investors. 

Dr.  O'Brien.  They're  all  institutions.  Now  while  these  institu- 
tions are  entitled  to  protection,  it's  important  to  remember  that 
most  of  the  allegations  in  these  cases  involve  information  that  is 
readily  accessible  to  institutions.  It  may  be  difficult  for  a  small  in- 
vestor to  spend  the  time  and  money  to  gather  it,  but  the  institu- 
tions are  in  a  position  that  they  can  and,  indeed,  do  gather  that 
type  of  information. 

The  sixth  conclusion,  and  perhaps  the  most  disturbing  one,  is 
that  settlement  amounts  in  these  cases  are  relatively  low  when 
compared  to  the  losses. 

On  average,  the  cash  amount  of  the  settlement  was  6  percent  of 
the  total  trading  losses  for  purchasers  of  common  stock  during  the 
relevant  period.  This  is  before  their  attorneys'  fees,  which  can  be 
as  high  as  a  third  of  the  recovery,  are  deducted. 

Not  only  are  plaintiffs  not  receiving  much  compensation,  it  is 
doubtful  that  these  settlements  are  providing  an  efficient  deterrent 
to  fraud. 

Fully  40  percent  of  the  settlements  were  for  less  than  $2.5  mil- 
lion. This  is  less  than  the  defendants'  cost  of  taking  one  of  these 
cases  to  trial.  Settlement  for  less  than  the  defendants'  litigation 
cost  is  an  indication  that  the  case  was  weak  or  without  merit,  as 
the  plaintiff  is  choosing  to  avoid  a  test  of  the  merits  in  the  court. 
The  bringing  of  weak  or  meritless  cases  by  definition  would  have 
a  minimal  deterrent  effect.  So  that  takes  care  of  40  percent  of  these 
actions. 

Another  43  percent  of  the  settlements  were  between  $2Vz  and 
$10  million,  and  another  13  percent  were  between  $10  and  $20  mil- 
lion. These  are  the  amounts  of  the  typical  insurance  coverage  by 
these  firms.  And  in  fact,  settlements  are  often  done  for  the  insur- 
ance proceeds  alone. 

Settlements  limited  to  the  insurance  company  would  offer  little 
deterrence  as  the  parties  at  fault  rarely  bear  the  burden  of  in- 
creased premiums.  Thus,  it  would  appear  from  my  study  that  fully 
in  94  percent  of  the  cases,  there  can  be  no  deterrent  effect.  In  only 
6  percent  is  there  a  potential  for  deterrence. 
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When  I  first  started  my  research,  there  had  been  no  studies  in 
this  area.  Since  then,  three  other  studies  have  been  released. 

The  first  one  was  done  by  Janet  Cooper  Alexander  at  the  Stan- 
ford University  School  of  Law.  Professor  Cooper  Alexander  exam- 
ined litigation  arising  out  of  17  initial  public  offerings  of  stock  by 
similar  computer  firms  in  the  first  half  of  1983.  When  she  found 
that  settlements  were  similar  in  nearly  every  case,  about  24  to  27 
percent  of  the  computed  losses,  she  concluded  that  the  cases  had 
settled  without  regard  to  the  merits. 

Her  conclusion  was  met  with  a  hailstorm  of  criticism.  I  won't  go 
into  that,  as  much  of  it  doesn't  bear  repeating,  and  what  does  I 
think  misses  the  point.  The  point  is  that  even  after  you  take  the 
criticism  into  account,  the  study  does  not  prove  that  the  cases  were 
settled  on  the  merits.  That  failure,  I  feel,  should  be  of  concern  to 
all  of  us  who  are  looking  at  this  litigation.  After  all,  cases  should 
be  adjudicated  on  their  merits. 

Another  study  was  done  by  an  economist,  Fred  Dunbar.  It  ex- 
tended my  initial  study  for  tne  period  ending  in  June,  1992,  with 
many  of  the  same  results.  Mr.  Dunbar  did,  however,  find  that  both 
the  number  and  size  of  settlements  were  increasing.  He  also  found 
that  the  settlements  amounted  to  approximately  3  percent  of  share- 
holder losses. 

A  third  study  which  has  not  yet  been  released  by  Zoe-Vonna 
Palmrose,  who  is  an  associate  professor  at  the  University  of  South- 
ern California,  has  also  been  completed.  In  it,  she  examines  400  se- 
curities class-action  suits  filed  against  auditors  from  1960  to  1992. 

Her  study  shows  that  in  65  percent  of  these  matters,  almost  two- 
thirds  of  them,  the  auditors  paid  less  than  $1  million.  Given  an  av- 
erage defense  cost  for  these  auditors  of  $3V2  million,  she  concludes 
that  those  plaintiffs'  cases  must  have  been  weak  as  well. 

I  believe  that  the  conclusions  that  one  should  draw  from  these 
studies  are  clear. 

First,  there  is  way  too  much  of  this  type  of  litigation.  With  one 
out  of  every  New  York  Stock  Exchange  firm  having  been  sued  in 
the  last  5  years  alone,  and  virtually  all  of  them  paying  a  settlement 
fee,  one  has  to  be  concerned. 

Second,  with  such  indiscriminate  filing  and  settlement,  the  cur- 
rent law  is  providing  little  deterrence.  A  remedy  that  can  be  in- 
voked with  essentially  the  same  level  of  success  in  virtually  every 
case,  regardless  of  the  true  merit  of  the  claim,  does  not  single  out 
and  punish  wrong-doers. 

Third,  with  shareholders  recovering  only  a  few  cents  on  the  dol- 
lar, the  law  is  not  providing  any  significant  compensation. 

Now  I  believe  these  problems  are  peculiar  to  rule  10(b)(5)  types 
of  actions.  In  civil  cases,  30  to  40  percent  of  all  actions  are  termi- 
nated without  trial  or  settlement.  Weak  cases  are  fought  by  defend- 
ants and  weeded  out  through  the  normal  judicial  process. 

As  the  93-percent  settlement  rate  shows,  that  does  not  happen 
in  securities  class  actions.  What  is  needed  are  remedies  that  would 
change  the  system  to  encourage  plaintiffs  to  press  only  meritorious 
claims  and  encourage  defendants  to  resist  non-meritorious  claims. 

Thank  you. 

Senator  Dodd.  Thank  you  very  much.  Excellent  testimony  from 
all  of  you.  We  appreciate  it  immensely. 
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Let  me  share  a  few  questions  with  you. 

Ms.  Reilly,  let  me  begin  by  asking  you  a  question  that  occurred 
to  me  while  you  were  talking. 

One  of  the  things  we've  talked  about  here  is  the  importance  of 
retaining  investor  confidence.  It's  critically  important.  And  we've 
talked  about  the  importance  of  penalizing  those  defendants  who 
have  defrauded  investors  through  SEC  actions  and,  of  course,  in 
private  litigation. 

You  bring  a  different  perspective  to  this  a  bit.  You're  on  the 
other  side  of  this.  And  I  was  sort  of  curious  listening  to  you  testify, 
whether  or  not,  as  a  result  of  what  you've  been  through,  have  you 
lost  confidence  as  an  investor? 

Ms.  Reilly.  Well,  I  wouldn't  say  that  I  would  expect  that  these 
lawsuits  would  give  me  confidence.  In  terms  of  buying  stocks? 

Senator  Dodd.  Yes. 

Ms.  Reilly.  I  would  be  basically  looking  at  it,  buying  the  stock 
at  caveat  emptor.  If  there's  fraud — if  I'm  buying  the  stock,  I  figure 
I  can't  protect  myself  against  fraud.  And  you  hope  that  there  isn't. 
And  if  there  is  fraud,  I  wouldn't  expect  that  the  legal  process  will 
reimburse  me  in  any  way. 

Senator  Dodd.  All  right.  It  just  struck  me  while  you  were  testify- 
ing whether  or  not  you  would  fall  into  the  category  of  being  a  con- 
fident investor,  as  I  listened  to  your  testimony. 

Voice.  Mr.  Chairman,  would  you  use  your  microphone,  please? 

Senator  Dodd.  I  apologize. 

Ms.  Reilly.  Being  a  competent  investor,  did  you  say? 

Senator  Dodd.  A  confident  investor. 

Ms.  Reilly.  Oh,  confident. 

[Laughter.] 

I  thought  after  my  losses,  you  were  questioning 

[Laughter.] 

Senator  Dodd.  I'm  not  questioning  your  competency  at  all. 

[Laughter.] 

I'm  sorry.  Did  you  understand  my  question,  then? 

Ms.  Reilly.  Yes,  I  did,  I  think. 

Senator  Dodd.  OK.  Professor,  you  gave  eloquent  testimony  here. 
One  of  the  things  that  struck  me  as  you  were  talking  again  about 
investor  confidence  and  the  importance  of  retaining  that,  not  to 
mention  capital  and  so  forth,  is  whether  or  not  the  complaints  we 
heard  from  the  first  panel,  one  of  their  concerns  was  deterring  eco- 
nomic growth,  attracting  capital. 

I  wonder  if,  in  the  process  of  looking  at  this  whole  systemically, 
you've  looked  at  it  and  you've  particularly  commented  on  if  we're 
to  weaken  in  some  way  the  procedures  here,  that  we  might  contrib- 
ute to  a  deterioration  in  investor  confidence? 

I  heard  our  first  panel,  whether  you  agree  with  them  or  not,  talk- 
ing about  another  problem  that's  emerging,  as  they  described  it,  as 
a  result  of  the  system  as  it  presently  is  working.  And  yet,  you 
didn't  seem  to  reflect  that  in  your  testimony,  whether  or  not  that's 
a  legitimate  concern  for  this  committee  to  he  worried  about  as  we 
look  at  a  system  here,  whether  or  not  we  are  contributing  in  some 
way  under  the  present  system  to  the  lack  of  attraction  to  capital, 
to  the  difficulty  in  getting  directors,  to  taking  resources  and  divert- 
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ing  them  into  litigation  rather  than  research  and  development  and 
the  like,  that  sort  of  series  of  issues? 

Mr.  Seligman.  Let  me  offer  a  few  thoughts. 

I  did  not  focus  my  study  over  the  last  dozen  years  or  so,  which 
has  been  writing  a  long  treatise,  on  the  northern  district  of  Califor- 
nia or  on  a  particular  industry.  Nonetheless,  there  is  a  good  deal 
of  historical  data  in  the  experience  of  the  SEC  that  more  fraud 
tends  to  occur  with  small  growth  companies. 

What  you  had  up  here  this  morning  was  four  companies  which 
felt  that  they  were  victimized.  And  I  want  you  to  note — they  were 
all  successful  companies.  There  are  a  lot  of  companies  that  fall  by 
the  way.  There  are  companies  that  commit  fraud. 

It's  a  particularly  difficult  problem  for  the  brilliant  inventor  to 
make  the  move  from  the  garage  to  the  corporate  structure,  and 
particularly  with  concepts  such  as  internal  accounting  controls 
there  have  been  many  instances  where  there  have  been  meritorious 
lawsuits. 

Now,  my  concern  with  the  thrust  of  certain  recent  legislation 
that  has  been  introduced  in  both  the  House  and  Senate  side,  in 
this  term  in  the  Senate 

Senator  Dodd.  There's  no  bill  that's  been  introduced  over  here. 

Mr.  Seligman.  I  understand.  I  was  going  back  to  the  last  ses- 
sion— is  that  if  you  significantly  increase  the  impediments  to  litiga- 
tion, you  may  have  a  tendency  to  discourage  some  small  investors, 
not  so  much  because  the  litigation  declines,  but  because  the  quality 
of  disclosure  in  the  mandatory  disclosure  system  won't  have  the 
same  integrity  it  otherwise  might. 

And  there,  if  I  might,  I  want  to  highlight  that  the  joint  and  sev- 
eral liability  concepts  which  have  been  brooded  about  some  in  re- 
cent months  in  particular,  are  of  particular  concern.  The  account- 
ants perform  a  very,  very  significant  role  in  cross-checking  the  in- 
tegrity of  what's  prepared  by  management.  If  you  reduce  the  finan- 
cial incentive  to  do  so,  you  may  ultimately,  to  some  degree,  reduce 
the  integrity  of  what  is  disclosed. 

Senator  Dodd.  Mr.  McLucas  and  Mr.  Griffin,  you  both  talked 
about  and  we  raised  it  up  here,  some  of  us,  the  existing  tools  and 
procedures  that  are  available  today  to  defendants,  designed  to  limit 
frivolous  litigation — rule  11,  motions  to  dismiss,  and  the  like. 

We  heard  from  our  first  panel  that  they  use  those  tools.  And 
some  of  them,  of  course,  talked  about  the  cases  that  were  dismissed 
and  the  process.  But  they  also  talked  about  the  cost  associated 
with  that.  Even  though  the  outcome  was  a  dismissal,  they  talked 
about  the  $500,000  ranges,  or  $1  million  expended  in  those  efforts. 

It  seems  to  me  that  the  SEC  ought  to  be  concerned  about  that, 
to  some  degree,  the  kinds  of  costs  that  are  being  expended  to  have 
to  reach  that  conclusion  that  the  legal  process  allows  them  to 
achieve. 

How  do  you  answer  those  concerns? 

Mr.  McLucas.  Well,  Mr.  Chairman,  we  are  concerned.  The 
$64,000  question  here  is  figuring  out  how  you  surgically  deal  with 
the  lawsuit  that  is  filed  an  hour  after  the  stock  declines  five  points 
without  reasonable  investigation  because  I  don't  know  how  some- 
one could  do  it,  and  yet,  not  adversely  affect  investors  with  legiti- 
mate causes  of  action  because  of  actual  fraud. 
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We  do  see,  and  we  had  terrible  experience  with  the  pennystock 
problem.  That's  not  what  we're  talking  about  today.  But  I  would 
not  come  to  the  conclusion  that  start-up  companies  are  more  prone 
to  fraud.  However,  we  have  had  a  lot  of  experience  with  companies 
where,  in  addition  to  fraud,  out  and  out  fraud  as  we  saw  in  the 
pennystock  market  and  in  the  start-up  companies,  there  are  con- 
cerns about  whether  the  systems,  the  controls,  and  the  companies 
themselves  catch  up  with  the  reporting  responsibilities  that  go  with 
growth  and  the  kind  of  growth  rate  that  affect  some  of  these  com- 
panies. 

The  other  phenomenon  that  I  think  contributes  to  the  problem 
here  is  a  lot  of  these  companies  are  high-tech  or  speculative  in  the 
sense  that  people  are  betting  on  tremendous  successes,  the  next 
Apple  computer  or  the  next  biotech  company  to  develop  the  cure  for 
AIDS. 

I  would  hesitate  to  tell  you  that  some  of  the  lawsuits  that  are 
filed  may  well  be  the  result  of  investor  expectations  that  have  just 
been  dashed,  not  because  someone's  committed  fraud,  but  because 
the  expectations  have  not  been  met  by  the  company  for  legitimate 
reasons. 

The  concern  we  have  in  getting  at  it  ought  to  be  directed  at  the 
courthouse  door,  at  frivolous,  meritless  litigation,  trying  to  reach 
an  imposition  of  cost  where  it's  most  effective,  but  not  doing  some- 
thing which  changes  the  standards  for  liability.  I  think  that  that 
would  be  a  mistake  at  this  juncture  because  the  data  don't  support 
some  of  the  proposals  that  have  been  bandied  about,  in  my  view. 

So  the  key  here  is  to  look  at  the  areas  where  we  might  have  the 
most  positive  effect — frivolous  litigation,  what  the  penalties  for  that 
ought  to  be,  perhaps  looking  at  the  class-action  system  and  some 
reforms  there  that  may  eliminate  the  perceptions  tnat  have  at  least 
been  created  by  some  of  the  stories  you've  heard  today. 

Those  are  trie  things  where  we  think  more  study  ought  to  be 
done  because  that  may  be  the  place  where  a  surgical  fix  will  be 
most  effective. 

Senator  Dodd.  I  apologize,  my  time  is  up.  Before  Mr.  Griffin  re- 
sponds, let  me  put  a  twist  on  the  question  as  well. 

And  again,  Mr.  McLucas,  quoting  you  here,  you  said,  class-action 
counsel  tend  to  operate  in  an  entrepreneurial  capacity  rather  than 
as  a  fiduciary  operating  at  the  direction  of  a  client.  That's  a  very 
troubling  comment  from  you,  given  your  position. 

Mr.  McLucas.  Right. 

Senator  Dodd.  Arid  I  would  like  Mr.  Griffin  to  respond  to  this 
as  well.  I  want  to  know  whether  you  agree  with  Mr.  McLucas,  from 
the  State  perspective.  And  having  said  that,  it  seems  to  me  there 
becomes  a  heightened  degree — we  want  a  response  having  said 
that  to  us  here,  what  do  we  do  about  that? 

Mr.  McLucas.  I  did  not  intend  the  characterization  to  be  per- 
haps as  pejorative  as  it  was  taken. 

Most  lawyers  are  in  business  to  make  money,  except  for  some  of 
us  in  public  service  who  get  psychic  income. 

[Laughter.] 

What  I  intended,  Mr.  Chairman,  was  that  the  way  the  system 
now  works,  particularly  in  class  securities  litigation,  class  actions 
under  the  securities  laws,  is,  unlike  where  the  client  walks  in  and 
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sits  down  with  the  lawyer,  they  examine  the  problem,  decide  that 
the  answer  is  that  we've  got  to  go  to  court,  in  these  situations,  it 
seems  to  me  that  the  lawyer  functions  perhaps  more  as  the  prin- 
cipal. 

The  question  of  whether  there  is  a  cause  of  action,  who  the  client 
is,  what  the  claim  should  be,  who  should  be  sued,  whether  the  case 
should  be  litigated  or  settled,  it  seems  are,  for  the  most  part,  those 
decisions  are  all  made  by  the  lawyer,  which  is  quite  different  from 
the  situation  where  you  have  a  real  client,  and  in  other  class-action 
litigation  where  your  class  may  be  more  readily  definable  and  the 
harm  that  one's  seeking  to  redress  may  be  more  of  a  different  na- 
ture. 

What  I'm  concerned  about  is  that  maybe  we  ought  to  look  at 
whether  there's  some  reformation  in  that  area  that  ought  to  be 
done.  The  number  of  class  actions  has  gone  up.  I  don't  know  that 
the  data  supports  the  conclusion  that  there's  gross  abuse  here.  On 
the  other  hand,  listening  to  Ms.  Reilly  testify,  it's  troublesome  to 
hear  an  investor  who  says,  I  went  through  tnis  process  and  I  got 
8  cents  on  the  dollar. 

Senator  Dodd.  Yes. 

Mr.  McLucas.  I  don't  know  that  we  have  answers,  but  I  think 
that's  an  area  where  we've  got  to  look  at  some  possible  reforms  to 
deal  with  what  appears  to  be  a  problem  in  some  cases. 

Senator  Dodd.  OK.  Mr.  Griffin. 

Mr.  Griffin.  Mr.  Chairman,  let  me  respond  to  your  last  question 
first. 

I  think  that  we  would  all  agree  that  there  may  be  an  inherent 
conflict  in  the  attorney-client  relationship  in  class-action  suits 
which  goes  somewhat  unchecked  by  ethical  concerns,  because  of  the 
large  amounts  of  money  involved,  and  I  share  Mr.  McLucas's  con- 
cern upon  hearing  Ms.  Reilly's  testimony. 

To  go  back  to  your  original  question  with  regard  to  the  delays  in 
getting,  and  the  large  expenses,  in  getting  to  the  point  where  you 
can  file  a  motion  to  dismiss  on  frivolous  grounds,  I  think  the  com- 
mittee also  ought  to  take  into  account,  and  not  that  I'm  carrying 
anyone's  water  here  in  the  plaintiffs'  bar,  but  the  committee  also 
ought  to  take  into  account  what  incentives  defense  counsel  outside 
these  firms  have  for  slowing  down  the  process.  And  there  are  eco- 
nomic concerns  on  that  side  of  the  fence  which  I  think  contribute 
to  the  mix  of  complexity  that  this  committee  is  presented  with  in 
dealing  with  these  issues. 

I  think  that  the  key  to  all  of  this  is  the  judicial  function.  The 
judges  are  gatekeepers  on  these  matters  and  the  focus  of  any  re- 
forms that  we're  looking  at  ought  to  be  concerned  with  how  the 
judges  exercise  their  discretion  ooth  in  rule  9(b)  motions  and  mo- 
tions based  on  rule  11  for  dismissals,  if  we  can  encourage  that 
more  in  frivolous  claims. 

Obviously,  a  grand  solution  to  all  of  this,  but  it  would  be  non- 
productive for  the  Ms.  Reillys  of  the  world,  is  to  simply  close  the 
courtroom  doors.  I  believe  I  testified  that,  to  some  extent,  these  re- 
forms that  we're  kicking  around  here  today  do  just  that — they  close 
the  courtroom  doors.  They  cut  off  the  recovery,  however  small  it 
might  be,  for  the  Ms.  Reillys.  Now,  if  we  can  turn  up  the  recovery 
key,  I'm  all  in  favor  of  that. 
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Senator  Dodd.  Thank  you  very  much.  Senator  Domenici. 

Senator  Domenici.  Senator  D'Amato  has  to  leave. 

Senator  Dodd.  Yes. 

Senator  D'Amato.  Mr.  Chairman,  I  have  some  people  who  have 
come  up  from  New  York. 

Senator  Dodd.  I  appreciate  the  time  you've  invested  in  this. 

Senator  D'Amato.  Well,  let  me  say,  I  want  to  thank  Senator 
Pete.  I  don't  know  quite  how  you  say  that  name,  either,  sometimes. 

[Laughter.] 

Senator  Dodd.  Two  Italians. 

[Laughter.] 

Senator  D'Amato.  But,  anyway 

Senator  Domenici.  Let  me  tell  you,  when  I  go  to  your  State,  the 
Italians  tell  me  that  they  know  how  to  pronounce  my  name  and  it's 
not  the  way  I  say  it. 

[Laughter.] 

Senator  D'Amato.  That's  true. 

Senator  Domenici.  I  tell  them,  go  to  Italy,  find  my  folks  there, 
they  say  it  the  way  I  do.  But,  anyway 

[Laughter.] 

Senator  D'Amato.  Let  me  tell  you,  first  of  all,  Ms.  Reilly,  who 
came  here  on  her  own  dime,  you're  really  putting  forth  some  very 
compelling  facts.  All  this  other  stuff,  rule  10(b),  rule  9,  rule  11.  I 
don't  know.  Scribbling  notes,  trying  to  tell  me  what  it  means. 

[Laughter.] 

I  don't  think  the  judges  know  what  it  means.  They  certainly  in- 
terpret it  one  way  in  one  jurisdiction  and  another  way  in  another 
jurisdiction.  Nobody  knows. 

But  what  is  obvious,  in  that  settlement,  the  only  people  who  real- 
ly did  anything  were  the  lawyers.  And  they  did  pretty  well. 

You  can  tell  I  don't  practice. 

[Laughter.] 

It  seems  to  me  that  the  insurance  companies  also  have  sold  out 
and  taken  the  easy  way  out  because  if  every  time  they  knock  at 
the  door,  you  feed  the  wolf,  the  wolfs  going  to  come  back. 

And  so  where  you  don't  have  meritorious  cases,  you  should  liti- 
gate them.  Knock  them  out  of  the  business.  Fight  'em.  That's  not 
going  to  make  me  too  many  friends  in  the  insurance  industry,  but 
I  don't  make  friends  wherever  I  go. 

[Laughter.] 

That  s  really  what  you  should  do.  If  you  have  a  lousy  case,  screw 
'em.  Fight  'em,  and  we'll  see  how  long  that  big,  tough  company, 
which  is  really  a  company  of  lawyers  that  have  come  together  and 
found  this  pot  of  gold,  because  I  have  to  tell  you  something.  And 
Dr.  O'Brien,  your  studies  really  hit  the  nail,  and  the  guys  at  the 
SEC  ought  to  take  a  look  at  it,  if  indeed,  when  they  bring  these 
actions,  the  shareholders  are  getting  1  percent,  3  percent. 

Here  you  have  Ms.  Reilly  who  testifies  vividly,  out  of  all  of  this 
money,  where  it  goes  and  stockholders  wound  up  getting  this  teeny 
little  bit,  and  the  lawyers  are  dragging  it  off.  And  you've  got  judges 
that  are  even  going  above  and  beyond  the  billable  hours,  rewarding 
them.  What,  are  we  kidding?  So  maybe  that's  something  we  have 
to  do  there. 
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It  seems  to  me  that  what  we  have  is  a  situation  where  this  is 
a  terrific  industry  to  get  involved  and  to  bring  these  suits  because 
you've  got  the  insurance  companies  that  are  going  to  pay  you  at 
some  point  and  the  stockholders  and  shareholders  don't  get  any- 
thing, as  a  practical  matter. 

So  you  have  these  suits  brought.  The  shareholders  get  little,  if 
anything.  The  only  people  who  are  getting  it  are  the  litigators,  and 
99  percent  of  the  times,  they're  not  even  litigating,  as  Dr.  O'Brien 
says,  and  the  cases  are  being  settled.  It's  just  wrong.  And  what 
you're  going  to  do  is  you're  going  to  make  it  difficult  for  small  com- 
panies that  do  need  the  insurance  to  get  it  where  they  could  be- 
cause they're  going  to  have  to  pay  higher  prices  and  you're  going 
to  just  continue  this  evolution. 

I  don't  know,  in  the  Doctor's  statement,  you  have  one  out  of  eight 
companies  being  sued  regularly.  We'd  have  to  take  a  look  and  see 
if  we  can  reconcile  all  of  that  with  the  numbers  we  have  here.  But, 
certainly,  I  would  think  that  we've  got  to  look  at  this  in  some  way, 
and  I'd  like  to  see  our  people  over  here,  the  SEC  and  some  others, 
come  up  with  some  ideas  as  to  what  to  do,  and  maybe  place  some 
limits  on  this  situation. 

I  think  that's  what  Senator  Pete  is  trying  to  do.  We're  not  trying 
to  take  away  the  stockholders'  rights.  We  want  to  see  that  they're 
really  going  to  be  protected,  and  that  this  isn't  just  an  opportunity 
for  those  in  the  legal  area  to  come  in  and,  if  they  found  a  nice  situ- 
ation, and  cream  the  carriers.  That's  wrong — and  the  people,  and 
stockholders,  they  really  don't  care  about  you. 

You  gave  a  perfect  example.  That's  not  what  the  system  is  sup- 
posed to  do.  So  I  would  hope  that  we  could  do  something,  and  I 
want  to  commend  the  Chairman  and  Senator  Domenici  for  calling 
these  hearings. 

I  thank  you  for  giving  me  the  time  to  make  this  little  observa- 
tion. 

Senator  Dodd.  Thank  you,  Senator. 

Senator  Domenici.  Senator. 

Senator  Dodd.  Yes. 

Senator  Domenici.  Mr.  Chairman,  let  me  also  thank  Ms.  Reilly. 
I  think  we  hear  a  lot  of  information,  but  it's  very  good  to  have  an 
actual,  what  I  consider  to  be  a  victim.  You  were  victimized  in  all 
respects.  You  were  victimized  after  you  became  a  plaintiff  and  the 
case  got  settled.  You  were  victimized  before  it,  apparently. 

I'd  like  Professor  Seligman  to  share  with  me  on  this,  Professor, 
I  think  one  of  the  things  that's  being  missed  is  that  we  are  equat- 
ing a  court  of  law  with  potential  jury  verdicts  as  a  new  instrument 
of  regulation.  Frankly,  that's  part  of  the  problem  across  America. 

The  court  and  the  jury  system  is  not  a  regulatory  system.  It  is 
a  devastating  system.  You  get  one  verdict  for  $150  million  in  one 
of  these  cases  and  it  becomes  the  threshold  for,  what?  For  regula- 
tion, because  now  all  suits  get  valued  that  way. 

Now  I  don't  know  if  there  are  289  or  one  out  of  eight  on  the  New 
York  Stock  Exchange  that  are  getting  sued.  But  I  think  what  we 
have  to  come  to  is  we  have  to  begin  to  question  whether  lawsuits, 
litigation  and  jury  verdicts  are  the  way  to  resolve  these  kinds  of 
issues  day  in  and  day  out,  or  are  they  the  extraordinary  way? 
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I  tell  you,  I  believe — I  went  to  law  school  a  long  time  ago,  also, 
and  incidentally,  for  the  lawyers  here,  I  only  have  three  children 
in  my  family  who  are  lawyers  and  I'm  telling  the  other  five, 
"please,  don't  be  lawyers." 

[Laughter.] 

Three  out  of  eight  children  turning  into  lawyers  is  enough  for 
any  family.  I  told  the  others,  go  work,  so  maybe  you  can  earn  some 
money  for  the  lawyers. 

[Laughter.] 

But,  in  any  event — and  incidentally,  Dr.  O'Brien,  one  of  those 
lawyers  just  graduated  from  Harvard  Business  School  with  the 
same  degree  you  have.  She  did  OK  I  don't  know  where  she  fits  in 
all  this. 

When  we  say  we  don't  want  to  shake  away  investors'  confidence 
we  seem  to  be  saying,  litigation  contributes  to  this  confidence.  It 
seems  to  me,  Professor,  you  have  to  ask  the  question,  "what  else 
is  litigation  doing?"  Litigation  is  not  a  regulatory  scheme.  It's  the 
"what  else"  litigation  that's  causing  a  critical  issue  before  this  com- 
mittee. 

I  now  hear  Mr.  McLucas,  after  you  hear  Ms.  Reilly  testify,  that 
you're  saying,  well,  maybe  we  ought  to  do  something  about  it. 

Let  me  tell  you,  if  you  are  not  aware  of  the  thousands  of  Ms. 
Reilly s  out  there,  you  aren't  doing  your  job.  You  shouldn't  have  to 
come  here  to  hear  her  talk  about  it.  This  is  a  topic  that  everybody 
writes  about.  This  fact  pattern  is  right  there.  It  seems  to  me  that 
the  SEC  should  have  been  here  today  saying  what  Pat  Reilly  said 
because  it's  true  and  it's  not  just  anecdotal.  Now  having  said  that, 
let  me  lay  before  you,  Professor,  my  thoughts  about  the  balance. 

Frankly,  when  the  common  law  of  England  came  to  America  and 
we  embraced  the  right  to  a  trial  by  jury,  I'll  tell  you,  our  fore- 
fathers would  get  out  of  the  grave  and  march  on  the  court  system 
if  they  thought  we  were  going  to  be  settling  these  kinds  of  cases 
in  ordinary  courts  with  ordinary  juries. 

That's  my  own  observation.  It's  nothing  more  than  mine.  But  I'll 
tell  you,  it  gets  very  pervasive  when  the  settlements  are  all  based 
upon  the  threat  of  what  a  jury  might  do.  For  any  big  popular  com- 
pany that's  out  there  and  they're  moving  along  and  they've  got 
three  or  four  of  these  going,  and  it's  pervasive  in  the  society. 
_  If  you  think  we're  going  to  get  big  accountants  and  auditing 
firms  the  next  decade  without  some  change  in  this  law  that  are 
going  to  be  around  as  experts  as  they  have  been  in  the  past  40 
years  that  made  America  business-great,  then  go  out  and  ask  about 
it.  They're  already  disappearing.  The  people  that  want  to  be  audi- 
tors, the  diminished  number  is  extraordinary. 

Who  wants  to  be  in  this  profession?  They  have  1-hour's  worth  of 
work  on  one  of  these  audits  and  they're  sued  and  they're  as  liable 
as  the  president  of  the  company  that  did  perpetrate  the  fraud.  I 
think  some  of  them  can't  buy  insurance.  You  know  that.  Isn't  that 
important? 

I'll  tell  you,  I'll  close  with  this  and  then  I'll  get  your  observations 
and  Professor,  I'd  like  yours  on  the  philosophy  that  I  expressed. 

Mr.  Seligman.  Sure. 

Senator  Domenici.  I  want  to  put  in  the  record  a  letter  written 
to  Senator  Sanford  and  Senator  Domenici  last  year,  dated  August 
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12,  by  then -Chairman  Breeden.  He  sounds  a  little  different  than 
you  today.  Maybe  he's  the  chairman  and  you're  representing  some- 
body else.  But  this  letter  says  it's  time  to  change.  In  fact,  he  even 
says,  one  way  to  get  around  the  frivolous  filings  may  be  moving  to- 
ward the  English  rule,  not  totally,  but  somewhat. 

He  also  suggests  that  joint  and  several  liability  ought  to  be 
changed.  That  s  his,  in  writing,  because  he  sees  some  problems  out 
there.  Now  that's  all  I'm  here  for.  I  see  some  problems.  I  don't  have 
all  the  answers,  and  the  problems  may  be  much  smaller  than  I  see 
them.  But  what  I've  expressed  is  a  genuine  concern. 

So  now  let  me  yield  to  you,  Professor,  and  then  we'll  go  right 
around.  Anybody  that  has  some  comments,  I'd  like  to  hear  them. 

Mr.  SELIGMAN.  Senator,  I  have  no  question  there  are  some  prob- 
lems. And  they're  real.  There's  no  question  that  they're  there.  But 
they  have  to  be  seen  against  a  trillion-dollar  economy  with  over 
13,000  corporations  subject  to  the  SEC's  jurisdiction,  in  a  cir- 
cumstance where  the  SEC,  at  most,  can  bring  about  10  percent  of 
the  litigation  that  is  brought  in  the  Federal  system. 

The  Supreme  Court,  as  early  as  1964,  implied  a  cause  of  action 
under  rule  14(a)(9)  because  the  court  recognized  the  SEC  could  not 
carry  the  full  load  in  this  area. 

Now,  implicit  in  your  concerns  and  they're  genuine  and  they're 
real  and  they're  important  ones,  I  think  is  a  question  that's  worth 
you  struggling  with  a  little  bit.  And  that  is,  there  is  some  real 
fraud  out  there,  too.  When  $700  million  is  recovered  in  litigation 
from  the  Washington  Public  Power  Supply  System,  that  gives  me 
concern.  It's  not  the  only  jury  recovery  of  substantial  amounts  that 
we've  seen  in  recent  years. 

Second,  I  think  it's  worth  bearing  in  mind  that  what  we're  most 
concerned  about  when  we  look  at  litigation  is  insuring  the  quality 
of  disclosure  that  will  give  investors  confidence  they  can  safely  in- 
vest. And  it's  at  that  level,  which  is  difficult  to  draw  data  on,  that 
I  think  the  most  important  issues  are  suggested. 

If  you  go  back  before  there  was  an  SEC,  we  didn't  have  a  full 
disclosure  system.  If  you  go  back  before  there  was  an  SEC,  you  had 
rampant  puffery  and  fraud  and  you  basically  did  not  have  a  court 
system  that  could  effectively  address  it  because  of  the  court-made 
doctrine  of  privity. 

Under  the  SEC  securities  laws,  as  enforced  both  in  governmental 
and  private  lawsuits,  we've  developed  some  deterrent  punch.  And 
the  real  significance  of  it,  I  would  submit  to  you,  is  not  that  occa- 
sionally shareholders  recover  money,  but  that  it  causes  corpora- 
tions to  hire  good  accountants  and  good  law  firms. 

It  causes  corporations  to  design  internal  systems  of  accounting 
control  so  that  they  avoid  fraud.  It's  the  avoidance  of  fraud,  it's  the 
honest  disclosure  that's  the  benefit  that  stems  from  the  system 
that  we  now  have. 

My  concerns,  Senator,  when  we  talk,  whether  it's  concerns  about 
joint  and  several  liability  or  the  English  rule,  is  that  if  these  were 
put  into  effect,  there  would  be  so  dramatic  and  radical  a  change  in 
the  current  system,  we  would  reduce  our  ability  to  be  confident, 
then  when  corporations  make  disclosures  to  the  investing  public, 
they  would  be  reliable. 
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Senator  Domenici.  Well,  I  appreciate  your  reasoning.  I  have 
great  respect  for  you.  I  know  somewhat  of  your  history  and  your 
reputation. 

I  do  suggest  that  you  can  change  the  system  without  the  cause 
and  effect  being  less  credibility  and  less  honesty. 

The  joint  and  several  liability  aspect  is  a  bird's  nest  for  claim- 
ants. It's  a  creature  of  our  own  law.  It's  not  a  creature  of  security 
or  of  trust  or  of  reliance.  It's  a  creature  of  a  joint  and  several  con- 
cept that  grew  up  in  American  litigation  and  we  apply  it  here. 

So  I  am  for  change,  and  especially  where  it  seems  to  me  it  will 
do  exactly  what  you  want  done.  You're  going  to  get  better  auditing, 
better  disclosure,  and  better  firms  if  the  system  provides  propor- 
tionate liability  in  appropriate  circumstances  instead  of  joint  and 
several  liability. 

Right  now,  you're  getting  very  poor  response.  But  let  me  ask  Mr. 
McLucas. 

Mr.  McLucas.  Senator,  let  me  clarify,  first  of  all,  on  Ms.  Reilly. 
My  reaction  to  her  testimony  is  as  to  what  she  described  to  you  as 
the  recovery  she  received  in  a  class-action  system. 

Neither  the  SEC,  nor  I,  have  any  role  or  control  or  input  over 
those  settlements.  They  are  court-approved,  including  the  court-ap- 
proved fees.  There's  nobody  in  the  room  more  concerned  about  re- 
covery for  individual  investors  than  I  am. 

In  the  last  6  or  7  years  alone,  we  have  gotten  probably  a  billion 
or  $1.2  billion  in  recovery  for  investors,  every  dime  of  which  went 
back  to  investors  and  not  to  the  lawyers,  because  we  don't  permit 
lawyers'  fees  to  be  taken  out  of  our  disgorgement  funds. 

So  my  concern  really  is  with  the  system.  But  it  is  not  a  system 
that  the  SEC  has  direct  jurisdiction  over  or  input  on  when  a  class 
action  or  private  action  is  settled. 

Second,  let  me  say  a  few  words  on  joint  and  several  liability.  I 
have  obviously  read  that  letter  very  carefully. 

Senator  Domenici.  Even  if  you  don't  have  control,  you  have  con- 
cern over  that  issue  that  she  raised,  don't  you? 

Mr.  McLucas.  Absolutely,  sir. 

Senator  Domenici.  And  that's  all  I  was  raising. 

Mr.  McLucas.  And  that's  why  we  have  some  suggestions  in  our 
testimony  about  reformation  of  securities  class-action  litigation  and 
some  suggestions  about,  if  this  is  abusive,  the  litigation,  an  ability 
to  shift  fees  where  a  court  decides  that  it's  meritless,  in  the  first 
place,  and  put  the  fees  on  the  lawyers. 

Let  me  say  a  few  words  on  our  position  on  joint  and  several  li- 
ability. Obviously,  I  have  read  the  letter  that  former  Chairman 
Breeden  wrote  very  carefully. 

If  you  look  at  the  data  even  that  the  accountants  have  submitted 
to  the  subcommittee,  the  real  problem  here,  at  least  the  way  that 
I  look  at  the  data,  Senator,  is  liability  under  State  laws  that  permit 
joint  and  several  liability  on  the  basis  of  negligence  alone. 

We  have  expressed  in  our  testimony  the  view  that,  as  to  that 
standard,  imposing  joint  and  several  liability  may  indeed  be  inequi- 
table and  it  may  be  excessive  and  that  perhaps  there  should  be 
some  apportionment  of  liability  according  to  one's  level  of  wrong- 
doing or  inattentiveness. 
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The  difficulty  under  rule  10(b)(5)  with  joint  and  several  liability 
and  limiting  it  is  the  following. 

before  you  get  to  the  issue  of  apportioning  liability,  to  even  be 
found  culpable  in  rule  10(b)(5)  action,  you  have  to  either  have  acted 
with  sienter  to  have  committed  a  fraud,  or  to  have  acted  in  what 
is  called  reckless  disregard  of  the  ordinary  standards  of  care. 

Our  concern  is,  in  the  worst  cases  where  investors  lose  every- 
thing, the  company  is  bankrupt,  there  is  no  one  left  standing,  as 
between  defrauded  investors  and  someone  who  is  found  to  have 
aided  and  abetted  a  fraud,  I  come  down  on  the  side  of  the  investors 
and  say  that  it  would  be  a  serious  matter  at  this  juncture  to  start 
changing  the  standards  of  liability.  I  am  uncomfortable  that  we 
know  enough  now  to  say  that  that  is  the  correct  course  or  direction 
in  which  to  go. 

Senator  Domenici.  I  understand  that  rationale.  Obviously,  that 
should  be  of  great  concern. 

However,  frequently,  we  have  to  look  at  the  facts  and  the  facts 
are  that  the  predominance  of  these  cases  are  all  settled  (97  percent 
settlement  rate  compared  to  60  percent  or  70  percent  settlement 
rate  for  other  types  of  litigation).  This  means  we  don't  have  your 
situation  and  the  settlement  is  coming  from  everybody  involvea,  in- 
cluding the  package  of  joint  and  several  liability  and  the  insurance 
coverage. 

I  do  want  to  say  for  the  record,  not  that  I  need  to,  but  I  should 
have  said  it  when  Senator  D'Amato  was  here,  but  the  notion  as  a 
lawyer — we  have  some  lawyers  here.  They  were  probably  thinking 
the  same  thing.  When  you  say  an  insurance  company  should  not 
settle,  they  should  fight  to  the  death.  All  litigators  have  done  that. 
Even  in  my  8  years  of  practice,  I  stuck  the  insurance  company  for 
the  whole  verdict  because  they  didn't  settle  within  policy  limits. 

We  know  that.  If  somebody  says,  look,  we've  got  $30  million 
worth  of  insurance  and  we  want  to  try  this  lawsuit.  You'd  better 
settle.  The  insurance  company  goes  to  that  trial  at  its  risk.  If  $150 
comes,  they've  just  had  an  expansion  of  their  coverage.  So  every- 
body knows  that  and  that's  how  they  get  the  limits. 

Let  me  make  the  letter  from  the  former  chairman  a  part  of  the 
record,  could  I,  Mr.  Chairman? 

Senator  Dodd.  We'll  receive  that  into  the  record. 

Senator  Domenici.  Let  me  say  to  our  friend  now  from  the  SEC 
one  further  thing. 

I  think  we  have  the  significant  number  of  States'  statutes  that 
allow  proportionate  liability  and  another  group  of  States  that  ad- 
here to  joint  and  several  liability  for  accountants.  And  I  think  it's 
about  a  third,  two-thirds,  from  what  we've  been  told. 

Mr.  McLucas.  The  data  that  the  accounting  firm  submitted,  and 
it's  not  clear.  Thirty  percent  of  all  of  the  claims  that  the  accounting 
firms  have  been  subjected  to  are  claims  where  rule  10(b)(5)  is  a 
part  of  the  action.  But  only  10  percent  of  that  30  percent  is  a  case 
where  the  claim  is  solely  rule  10(b)(5). 

And  that's  why  I  indicated,  Senator,  my  conclusion  was  that  the 
real  guts  of  the  problem  here  is  the  issue  of  joint  and  several  liabil- 
ity under  State  liability  laws  where  negligence  is  the  standard 
rather  than  fraud. 
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Senator  Domenici.  I  would  say,  Mr.  Chairman,  not  that  I  want 
to  dredge  up  past  language,  but  in  an  effort  to  resolve  this,  when 
we  were  working  with  your  former  chairman,  we  had  a  two-tier  li- 
ability scheme  which  would  have  even  taken  care  of  that  case  you 
were  worried  about  because  the  real  bad  players  who  initiate  the 
fraud  knowingly  would  remain  liable  under  the  joint  and  several 
requirement. 

It's  in  the  other  situations  that  proportionate  liability  would  be 
the  rule.  And  I  think  you've  reviewed  that  as  you  looked  at  the 
former  chairman's  comments.  It  was  in  his  file. 

Ms.  Reilly,  do  you  have  any  comments  on  what  I  have  said?  Does 
anything  come  to  your  mind  that  you  want  to  put  on  the  record? 

Ms.  Reilly.  Well,  what  I'd  like  to  expand  on  are  a  couple  of 
things  and  that's  in  the  area  of  solutions,  possible  solutions. 

Senator  Domenici.  Great. 

Ms.  Reilly.  My  proposal  is  that  the  attorneys  receive  as  their 
fees,  since  I  think  these  suits  are  really  fee-driven,  that  they  re- 
ceive as  fees  the  same  percentage  of  the  settlement  that  we  recover 
of  our  losses. 

My  thought,  they're  used  to  getting  25  percent.  We're  used  to — 
you've  heard  my  case  and  you've  heard  what  Dr.  O'Brien  has  said. 

Now  if  the  lawyers  wanted  to  maintain  their  standard  of  fees  at 
25  percent,  then  they'd  have  to  get  25  percent  for  the  shareholders. 
They  would  then  go  to  the  defrauding  defendants  and  say,  OK,  we 
need  50  percent  to  settle  this. 

They  won't  settle.  And  so,  it  then  forces  it  back — my  assumption 
would  be  that  the  defendants  then  won't  settle.  Why  settle  for  50 
percent?  If  you  can  buy  off  the  suit  at  6  percent,  which  is  what  I 
think  they're  doing,  why  take  the  chance?  Whether  there  was  fraud 
or  not,  take  6  percent  and  get  out  of  here. 

If,  instead,  our  attorneys  went  to  them  and  said,  we  have  to  have 
50  percent  to  settle  because  we've  got  to  get  our  25  percent  and  we 
only  get  our  25  percent  if  our  clients  get  25  percent,  suddenly,  the 
defendants  aren't  going  to  settle  and  they'll  say,  hey,  we'll  take  it 
to  trial.  Rather  than  pay  you  50  percent,  I'd  rather  gamble.  I'd 
rather  go  to  trial  on  it. 

See,  everybody  seems  to  think  settlement — settle,  settle,  settle. 

Let's  go  to  trial.  Now  this  might  go  against  these  massive  judg- 
ments that  you  see,  but  I  think  then  what  happens  is  if  the  threat 
of  a  trial  actually  were  hanging  over  our  lawyer's  head,  you'd  see 
less  suits  filed  because  now  they'd  have  to  go  and  prove  their  fraud. 

And  as  a  stockholder,  I'm  not  interested  in  extorting  money  from 
companies  who  didn't  commit  fraud.  I  don't  feel  like  I  want  to  be 
part  of  a  scheme  and  get  a  couple  of  pennies  for  this  whole  thing. 
I  don't  need  that.  On  the  other  hand,  if  I  have  been  defrauded,  and 
that's  why  I  lost  money,  I  feel  those  people  should  be  held  account- 
able. 

In  the  case  of  Tucson  Electric,  none  of  those  people  put  up  a 
dime.  The  officers  left  and  they  brought  in  new  management.  That 
CEO  was  making  over  $1  million.  He  is  long  gone. 

At  the  hearing  that  we  had  at  Tucson,  where  the  stockholders 
showed  up,  there  were  many  of  the  stockholders  that  were  quite 
upset  saying,  what's  going  to  happen  to  these  officers  and  direc- 
tors? 
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And  the  judge,  by  the  way,  another  problem  that  I  see  with  this 
system  is  that  the  judge  only  gets  his  information  from  the  plain- 
tiffs' attorneys.  There  were  about  30  shareholders  at  this  hearing. 
The  hearing  lasted  15  minutes.  We  were  on  and  off.  He  made  his 
thing  and  boom,  boom,  thank  you  very  much,  and  the  settlement 
was  approved.  Instead  of  giving  the  lawyers  $9  million,  they  got 
$7V2  million.  He  did  his  perfunctory  thing  of  saying  to  the  share- 
holders, thank  you  for  talking  to  the  court,  and  the  settlement  was 
approved.  The  hearing  was  over. 

So  the  other  thing  I  feel,  and  I  raised  this  point  at  the  judge,  an- 
other solution  I  feel  is  that  the  stockholders  should  be  informed  of 
how  little  they're  going  to  get  out  of  these  cases. 

The  notice,  which  I've  got  here,  in  Tucson  Electric  says  that  we're 
getting  $30  million.  Now  I  lose  $5,500.  $30  million  compared  to  my 
$5,500  is  a  lot  of  money.  So  you  think,  well,  maybe  I'll  get  my 
money  back. 

The  other  thing  that's  in  the  notice  says  that  this  settlement  will 
confer  a  substantial  benefit  to  the  class  and  each  of  the  members. 
If  there's  a  deception,  I  think  there's  a  deception  by  our  attorneys 
in  misleading  the  stockholders  into  thinking,  one,  the  settlement  is 
for  $30  million  and  it's  going  to  confer  substantial  benefit.  What 
would  you,  as  a  stockholder  with  a  $5,500  loss,  think?  You  would 
think  that  you  were  going  to  get  a  big  chunk  of  your  money  back. 

Now  the  plaintiffs'  attorneys  don't  tell  you  in  the  notice  how  little 
the  stockholders  are  going  to  get  because  if  they  did,  the  stockhold- 
ers wouldn't  accept  these  settlements,  and  they  certainly  wouldn't 
accept  paying  them  those  kinds  of  fees. 

So  I  feel  a  couple  of  things.  One  is  you  limit  the  percent  that  the 
stockholders  recover — I'm  sorry.  You  limit  the  percent  that  the  at- 
torneys recover  from  the  settlement  in  proportion  to  what  the 
stockholders  recover,  if  it's  based  on  the  insurance. 

If  it's  based  on — let's  say  in  the  case  of  Tucson  Electric,  they 
could  have  only  gotten  a  few  hundred  thousand  from  the  defraud- 
ing officers  and  directors.  Well,  they  can't  reimburse  the  stockhold- 
ers, and  so  we're  not  going  to  get  much  out  of  it.  But  at  least  we 
would  have  felt  that  we  got  a  sense  of  justice  out  of  this,  if  the  peo- 
ple who  committed  the  fraud  had  been  held  accountable.  OK  I 
don't  get  my  money  back,  but  at  least  somebody  who  caused  us  to 
lose  the  money  was  held  accountable. 

Well,  in  that  case,  if  you  want  to  give  the  lawyers  25  percent  of 
that,  or  whatever,  that's  fine.  I'm  not  saying  limit  it  to  that.  But 
when  the  money  is  coming  from  insurance,  where  nobody's  held  ac- 
countable and  we  don't  recover  much,  where  we  get  5,  6  percent 
of  the  dollar  of  losses,  then  I  think  that  the  attorneys'  fees  should 
be  5  or  6  percent  of  what  the  settlement  is.  And  I  believe  that  will 
result  in  truer  cases  of  fraud  being  brought  and  that  people  are 
held  accountable  and  that  these  cases  where  there  isn't  fraud,  if 
they're  just  to  extort  legal  fees,  that  those  won't  happen. 

Senator  Domenici.  I  thank  you  very  much,  ma'am,  for  your  sug- 
gestions and  your  frankness. 

I  would  want  to  tell  you,  my  concern  is  not  about  the  big  jury 
fees  or  big  jury  verdicts.  My  concern  is  actually  what  you're  talking 
about,  that  one  big  verdict  increases  the  stakes  for  all  future  settle- 
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ments.  It  sets  a  threshold  for  the  settlements.  And  if  I  expressed 
it  imprecisely,  that's  what  I  meant. 

You  raised  the  very  issue  of  this  disproportionate  settlement 
number,  the  proportion  of  them  that  are  settled.  Is  there  some  rea- 
son for  that?  Everybody  says  that  that's  inordinate  in  the  tort  sys- 
tem and  inordinate  in  the  civil  liability  lawsuits  that  are  filed. 

Now  I  didn't  mean  to  cut  anybody  short,  but  I  will  close,  Profes- 
sor Seligman,  by  saying  that  I  hope  you  understand  that  I'm  abso- 
lutely convinced  that  we  can  do  a  better  job  on  meritless  lawsuits, 
getting  rid  of  more  meritless  lawsuits  at  less  expense  to  companies 
and  stockholders,  and  yet,  punish  the  true  culprits  and  protect  in- 
vestors. 

I  am  not  seeing  a  great  relationship  between  the  true  fraud  cases 
of  this  country  and  what  I  am  being  told  are  much  of  these 
boilerplate  lawsuits  that  are  being  filed. 

So  I  thank  you  nonetheless  for  your  observations. 

Senator  Dodd.  We've  got  a  vote.  I'm  going  to  ask  one  last  ques- 
tion and  then  excuse  this  panel  and  come  right  back  and  pick  up 
with  our  last  panel  here. 

I  guess  I'd  address  the  question  to  the  three  of  you,  if  I  could, 
Mr.  Griffin,  Professor  Seligman,  and  Mr.  McLucas.  We've  heard  it 
suggested  here  that  as  a  result  of  the  complaints  we're  hearing 
about,  we're  going  to  potentially  get  less  disclosure,  which  is  abso- 
lutely the  opposite  direction  we  want  to  go  in.  People  are  saying, 
well  just  disclose  less  and  sort  of  minimize  the  possibility  of  law- 
suits. 

The  other  side  is  we're  getting,  at  least  from  these  accounting 
firms,  some  of  them  suggesting,  well,  we're  just  not  going  to  get  in- 
volved with  these  smaller  firms  out  there  where  some  of  you  have 
suggested  some  of  the  more  problems  are  for  the  very  reasons 
you've  identified. 

We  get  fooling  around  with  those  guys  and  then,  of  course,  we're 
only  going  to  get  in  trouble  ourselves,  at  a  time  when  we  want 
them  to  be  utilizing  professional  accounting  firms  so  that  they'll 
succeed,  one,  but  also  minimize  the  possibility  of  fraud. 

I  wonder  how  you  respond  to  that  concern,  that  in  fact,  the  very 
process,  the  very  goals  we're  trying  to  achieve  under  the  present 
system  seems  to  discourage  that — more  disclosure,  hiring  profes- 
sional people  who  will  assume  the  responsibility  of  assisting  these 
smaller  firms 

Senator  Domenici.  Good  point. 

Senator  Dodd.  If,  in  fact,  we're  driving  them  the  other  direction, 
something's  wrong  here,  it  seems.  It  at  least  would  appear  to  me. 
Why  am  I  wrong  in  that  thinking? 

Mr.  McLucas.  Well,  on  the  latter  point,  on  the  accounting  issue, 
I  am  not  convinced  that  there  is  a  problem  of  the  dimension  with 
respect  to  the  accountants  that  you've  been  led  to  believe. 

I  think  it's  fair  to  ask  how  we  had  the  hundreds  of  banks  and 
thrifts  that  failed  with  an  insurance  bill,  the  current  estimates,  as 
I  understand  it,  are  between  $160  and  $180  billion,  and  that 
doesn't  count  the  shareholder  equity  that  was  totally  wiped  out,  all 
by  institutions  that  had  clean  opinions  and  certified  financial  state- 
ments? 
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I  think  the  profession  does  a  good  job.  One  of  the  reasons  we 
have  the  strong  capital  markets  we  have  is  the  strength  of  the  ac- 
counting profession.  But  I  don't  think  the  accounting  profession  can 
say  that  there  has  not  been  a  problem. 

Senator  Dodd.  I  don't  think  they're  saying  that. 

Mr.  McLucas.  Well,  what  I  don't  believe  that  you  ought  to  con- 
clude from  what  they're  telling  you  is  that  they're  not  going  to  go 
and  take  on  the  business  from  emerging  or  growth  companies. 

There  may  be  some  data  to  indicate  they  are  doing  more  careful 
risk  analysis  and  risk  assessment.  But  the  answer  to  that  ought  to 
be  better  auditing,  clearer  accounting  principles,  and  more  effective 
quality  control  by  the  auditors,  not  changing  the  laws  of  liability, 
so  that  if  there  is  a  fraud,  they  are  a  special  class  of  professional 
that  will  be  able  to  walk  away  from  it.  The  answer  is  better  audit- 
ing standards  and  better  accounting  principles  and  better  quality 
control. 

Senator  Dodd.  What  about  the  first  point? 

Mr.  McLucas.  I'm  sorry? 

Senator  Dodd.  Disclosure. 

Mr.  McLucas.  The  issue  of  disclosure.  I  think  that  there  is  al- 
ways a  concern  by  companies  about  how  much  you  say  in  the  area 
of  projections  and  MD&A  and  how  much  do  you  tell  the  analysts 
and  how  much  investor  expectation  do  you  create.  I  don't  have  an 
easy  answer  for  that.  The  SEC  has  struggled  to  balance  the  need 
for  effective  and  quality  disclosure  with  getting  rid  of  the  idea  that 
reams  and  reams  and  reams  of  more  information  is  going  to  make 
the  market  more  efficient.  It  doesn't. 

What  we  need  is  a  system  that  encourages  frank  and  candid  and 
honest  disclosure  and  we  need  to  look  at  what's  happening  with 
rule  11,  look  at  what's  happening  with  the  motions  to  dismiss  and 
the  data  the  accounting  firms  have  submitted  indicates  that  they're 
having  much  greater  success  having  these  cases  thrown  out,  and 
look  at  the  possibility  of  appending  a  fee-shifting  provision  to  rule 
10(b)(5)  that  may  do  more  to  put  the  risk  of  frivolous  litigation  or 
meritless  litigation  on  the  lawyers  that  are  bringing  the  com- 
plaints. 

Senator  Dodd.  Any  of  you  want  to  comment  on  this? 

Mr.  Seligman.  If  I  could  make  a  brief  comment,  then  I'd  like  to 
be  excused  for  an  airplane. 

Senator  Dodd.  We'll  see. 

[Laughter.] 

I  let  Senator  D'Amato  go.  I'm  not  going  to  necessarily  let  you  go. 

[Laughter.] 

Mr.  Seligman.  First,  the  accountants  aren't  going  to  quit  the 
profession  with  small  start-up  companies.  They  may  make  cost  ad- 
justments, but  they  want  small  start-up  companies.  They're  going 
to  be  big  companies  and  they're  going  to  be  good  clients.  They're 
not  going  to  leave. 

Second,  the  observation  was  made  that  you  may  see  a  diminution 
in  projections.  To  the  extent  you  have  discretionary  projections  now 
under  some  SEC  items,  only  about  10  percent  of  the  firms  make 
them  anyway.  It's  hard  to  see  why  there  would  be  significant 
changes. 
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Third,  with  respect  to  a  fee-shifting  idea  along  the  lines  of  sec- 
tion 11(e),  I  would  urge  you  to  take  a  good  look  at  the  case  law 
there.  I  think  you'll  discover  that  there  aren't  meaningful  dif- 
ferences between  the  results  under  section  11(e)  of  the  Securities 
Act  of  1933  and  rule  11  of  the  Federal  Rules  of  Civil  Procedure. 
You're  not  going  to  add  much  if  that's  the  fee-shifting  proposal  that 
you've  got. 

I  would  also  urge  you  to  take  seriously  Mr.  McLucas's  suggestion. 
If  you  look  at  the  increase  in  the  number  of  successful  rule  11  mo- 
tions, and  if  you  look  at  it  over  time,  you  will  see  there  has  been 
a  significant  increase  in  the  last  few  years.  And  if  you  go  further, 
you'll  discover  that  there  also  is  likely  to  be  a  high  correlation  be- 
tween that  increase  and  jurisdictions  such  as  the  northern  district 
of  California  with  the  type  of  start-up  companies  that  you've  clearly 
evinced  real  concern  about  today. 

Senator  Dodd.  Mr.  Griffin. 

Mr.  Griffin.  Senator  Dodd,  I  can  endorse  what  both  my  col- 
leagues have  said  on  this  point. 

I  might  point  out  by  way  of  projections  that - 

Senator  Dodd.  Thank  you  very  much,  Mr.  Seligman,  for  being 
here.  We  appreciate  it  immensely. 

Mr.  Seligman.  Thank  you.  It's  been  a  pleasure. 

Senator  Domenici.  Thank  you  very  much. 

Senator  Dodd.  We  may  have  some  written  questions  for  you. 

Mr.  Greffin.  When  we  talk  about  increased  disclosure  and  pro 
forma  projections  and  the  like,  we  may  be  actually  encouraging 
wilder  projections  and  projections  that  may  be  unreliable  as  well 
if  we  diminish  the  responsibility  of  those  making  the  projections. 

That's  one  observation.  I  want  to  go  back  briefly  to  a  point  that 
Senator  Pete  mentioned. 

Senator  Dodd.  You're  getting  familiar  around  here. 

Mr.  Grdtfin.  The  States  recently  were  successful  in  intervening 
in  a  pennies-on-the-dollar  class-action  settlement.  It  was  a  huge 
class-action  settlement  in  Louisiana.  We  asked  the  judge  to  recon- 
sider, becoming  the  only  advocates  against  the  settlement.  And  in- 
terestingly enough,  the  judge  listened  and  refused  to  sign  the  set- 
tlement pending  further  study. 

So  regulatory  agencies  do  have,  or  at  least  are  exploring  the  pos- 
sibility of  input  into  the  judicial  process  in  order  to  nalt  the  abuses 
that  Ms.  Reilly  has  testified  about. 

Senator  Dodd.  Thank  you  very  much.  And  we  thank  all  of  you 
for  being  here. 

Do  you  want  to  comment  on  this? 

Dr.  O'BRffiN.  No,  no,  I  don't. 

Senator  Dodd.  We're  going  to  miss  that  vote  if  we  don't  leave. 

You've  been  very,  very  helpful,  all  of  you,  and  there  may  be  some 
additional  questions.  We'll  take  a  temporary  recess  to  go  vote  and 
come  right  back  to  our  last  panel.  We  thank  them  for  being  patient. 

[Recess.] 

Senator  Dodd.  The  subcommittee  will  be  reconvened. 

First  of  all,  our  apologies.  We  had,  I  think,  three  or  four  votes, 
I  guess,  back  to  back  there,  so  we  apologize  to  all  five  of  you  here. 
Frankly,  the  panels  went  on  a  little  longer,  but  part  of  it  was  the 
interest  of  our  colleagues. 


65 

Normally,  we  have  one  or  two  people.  And  the  fact  that  we  had 
five,  six,  seven  people  here  off  and  on  stretches  those  processes  out. 
So  we  apologize  to  all  of  you  and  we  thank  you  immensely  for  being 
with  us  today. 

Let  me  quickly  turn  to  our  panel  here. 

Mr.  Bill  Lerach  from  San  Diego.  I'd  be  remiss  if  I  didn't  point  out 
for  the  record  that  he  happens  to  be  a  good  friend  of  mine  and  I 
appreciate  immensely  your  presence  here  today  to  participate  in 
these  hearings. 

Mr.  Gordon  Billipp— did  I  pronounce  that  correctly? 

Mr.  Billipp.  That's  right. 

Senator  Dodd.  Mr.  Billipp,  we  thank  you.  You're  from  Jaffrey, 
New  Hampshire. 

Mr.  Billipp.  Yes,  sir. 

Senator  Dodd.  We  thank  you.  You're  the  fellow  who  pointed  out 
that  I  wasn't  using  my  microphone  back  there  today. 

Mr.  BlLLD?P.  That's  right. 

Senator  Dodd.  And  I  thank  you  for  that  observation.  I've  never 
been  accused  of  that  before. 

You're  going  to  introduce  yourself?  You're  David  Guin? 

Mr.  Guin.  I  m  David  Guin.  I'm  not  a  witness  today.  I'm  the  attor- 
ney for  both 

Senator  Dodd.  Would  you  please  use  your  microphone  because  if 
you're  not,  Mr.  Billipp  is  going  to  get  all  over  your  case. 

[Laughter.] 

Mr.  Guin.  I'm  David  Guin,  G-u-i-n.  I'm  not  here  to  testify.  I  am 
the  attorney  for  both  Mr.  Billipp  and  Mr.  Ramser. 

Senator  Dodd.  OK.  Fine. 

Mr.  Guin.  I'm  here  with  them. 

Senator  Dodd.  Thank  you.  Mr.  Russell  Ramser,  Jr.  I  have  down 
here  Maram  Energy  Company,  Mount  Vernon,  OH. 

Mr.  Ramser.  Yes,  sir. 

Senator  Dodd.  OK.  And  Mr.  Edward  Radetich.  Is  that  how  you 
pronounce  that?  A  CPA,  president  of  Heffler  &  Company,  Philadel- 
phia, PA. 

Mr.  Radetich.  That's  correct. 

Senator  Dodd.  Mr.  Radetich,  we  appreciate  your  presence  here. 
We'll  have  that  clock  on  and  we  ask  you  to  try  and  move  along. 
Again,  I  don't  hold  you  to  it  religiously,  but  to  the  extent  you  get 
some  sense  of  your  time  we  can  have  a  good  discussion.  And  again, 
I'll  say  it  because  you  may  not  have  been  here  and  heard  it.  All 
of  your  supporting  evidence  that  you  would  like  to  have  a  part  of 
this  hearing  will  be  included. 

Bill,  thank  you  again  for  being  here  with  us. 

Senator  Domenici.  Mr.  Chairman. 

Senator  Dodd.  Yes,  Senator  Domenici. 

Senator  Domenici.  Might  I  just  share  with  you  and  with  the  wit- 
nesses a  problem  I've  got. 

I'm  going  to  be  here  until  3  p.m.  We  are  going  to  do  602(b)  alloca- 
tions, in  the  Appropriations  Committee.  We're  going  to  give  each 
subcommittee  the  entire  funding  allowance  for  the  next  year.  I 
have  a  little  interest  in  that. 

Senator  Dodd.  How  are  we  going  to  do  on  this  subcommittee,  do 
you  think? 
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[Laughter.] 

Senator  Domenici.  Well,  we  aren't  going  to  get  anything.  We're 
looking  at  the  other  committees  that  are  appropriating  and  we're 
just  here  to  do  other  things. 

But,  anyway,  if  we  go  on  beyond  that,  I'll  come  back.  And  if  not, 
I  will  submit  additional  questions.  But  I  want  everybody  to  know 
that  I'm  interested  and  somewhat  familiar  with  wny  you're  here 
and  what  you  might  say. 

Thank  you,  Mr.  Chairman. 

Senator  Dodd.  Not  at  all. 

Bill. 

STATEMENT  OF  WILLIAM  S.  LERACH,  SAN  DIEGO,  CA 

Mr.  Lerach.  Chairman  Dodd  and  Senator  Pete  Domenici,  thank 
you  for  the  opportunity  to  appear  before  you. 

I  am  a  lawyer  that  specializes  in  prosecuting  securities  class-ac- 
tion lawsuits.  I  will  make  every  effort  to  stay  within  my  5  minutes 
today.  But  if  I  go  slightly  long,  I  hope  you  11  indulge  me  because 
much  of  what  was  said  by  the  first  four  witnesses  who  appeared 
here  today  was  said  about  me  indirectly  and  about  cases  with 
which  I  think  I  have  additional  information  the  committee  will  find 
helpful  in  evaluating  what  to  do  on  this  contentious  subject. 

I  am  the  past  president  of  an  organization  of  some  100  law  firms 
throughout  the  United  States  that  participate  in  prosecuting  secu- 
rities class-action  cases,  and  I  speak  not  only  on  behalf  of  them, 
but  on  behalf  of  the  literally  millions  of  claimants  who  have  re- 
ceived payments  out  of  these  cases  over  the  years. 

Obviously,  I  believe  that  some  of  the  legislative  reforms  that 
have  been  discussed  and  this  committee  may  shortly  consider  are 
not  only  unfair,  but  unnecessary.  And  much  of  the  criticism  that 
was  leveled  earlier  today  was  leveled  with  what  I  thought  was  ex- 
cessive rhetoric,  with  words  like  extortion  and  strike  suit  used  very 
frequently. 

I  do  not  want  to  respond  in  kind.  I  want  to  try  to  respond  with 
factual  information  that  I  think  will  be  helpful  to  you. 

It  was  said  frequently  that  every  time  a  stock  goes  down  10  per- 
cent, a  securities  class-action  lawsuit  is  filed.  Please  use  your  au- 
thority and  oversight  of  the  SEC  to  ask  them  to  study  that  asser- 
tion and  obtain  objective  data.  It  will  prove  that  that  is  not  the 
case.  It  is  not  enough  to  file  a  lawsuit  that  a  stock  goes  down  in 
price.  Such  cases  would  be  immediately  thrown  out  of  court. 

You  know,  Senator  Domenici,  I  watched  you  as  I  heard  the  four 
corporate  executives  testify  and  I  thought  to  myself,  if  all  that  hap- 

Eened  in  those  cases  was  what  those  gentlemen  said,  I  too  would 
e  enraged.  But  remember  as  a  lawyer,  there's  an  old  saying — 
every  suit  is  an  outrage  to  the  defendants  named,  for  every  man 
is  innocent  in  his  own  eyes.  There's  often  two  sides  to  the  story. 
For  instance,  with  respect  to  Adaptec,  and  I  have  great  respect 
for  that  immigrant-entrepreneur  who  has  built  that  company  and 
added  jobs  and  I  do  respect  him.  But  there's  more  to  the  story  than 
was  presented. 

That  lawsuit  was  only  filed  after  the  company  was  forced  to  re- 
tract an  earnings  forecast  only  2  weeks  after  it  had  been  made  and 
Barron's  magazine  wrote  about  that,  but  for  a  whole  group  of 
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shareholders,  they  were  plainly  disadvantaged  by  the  company's 
action  and  accused  the  chairman  of  selectively  disclosing  the  bad 
information  to  favored  analysts  and  not  the  market  as  a  whole. 

And  there  was  more  to  the  case  than  that.  I'll  do  my  Ross  Perot 
imitation  with  a  small  chart,  but  we  have  copies  of  these  for  the 
committee. 

In  addition  to  the  criticism  launched  by  Barron's,  it  turned  out 
that  Mr.  Adler  had  sold  153,000  shares  of  his  stock  for  $3.2  million 
in  the  low  $20's  just  before  the  stock  collapsed  to  below  $10  a  share 
when  the  earnings  forecast  was  later  retracted.  And  he  was  not 
alone.  Other  insiders  sold  millions  of  dollars  of  stock  in  addition  to 
what  he  sold. 

In  addition,  I  think  that  Mr.  Adler  probably  is  not  all  that  famil- 
iar with  the  litigation  that  is  going  on.  He  was  asked  by  Senator 
D'Amato — isn't  it  true  that  this  case  could  have  been  dismissed  if 
it  was  just  these  generalizations  that  you  complain  of?  And  he  said, 
"no,  they  hadn't  made  a  motion  to  dismiss."  But,  in  fact,  his  com- 
pany did  make  a  motion  to  dismiss,  and  I  have  a  copy  of  the  court's 
order  from  the  northern  district  of  California  on  July  10,  1991, 
holding  the  court  finds  the  plaintiffs'  allegation  of  financial  fraud 
more  than  meet  the  particularity  requirements  of  Federal  Rule  of 
Civil  Procedure  9(B). 

So  I  don't  think  it  was  quite  as  one-sided  as  he  presented,  and 
also  so  that  you  will  know,  a  Federal  judge  fully  familiar  with  the 
evidence  in  that  case,  who  is  now  supervising  settlement  negotia- 
tions, has  recommended  that  the  case  be  settled  for  several  million 
dollars. 

Let  me  turn  briefly  to  EMC  and  Mr.  Egan.  Again,  the  case 
wasn't  just  based  on  the  fact  that  there  was  a  drop  in  the  stock 
price  and  some  disappointment.  The  truth  of  the  matter  is  that  in- 
vestigation revealed  again  that  Mr.  Egan  had  shown  remarkable 
market  timing  in  selling  465,000  shares  of  his  stock  into  the  mar- 
ket for  $5.3  million,  at  the  high  point  the  stock  reached  during  the 
class  period,  right  before  the  horrible  news  came  out  and  the  stock 
plunged  in  half. 

He  had  an  opportunity  to  persuade  the  judge  in  that  case  that 
it  was  a  frivolous  lawsuit.  They  made  such  a  motion.  The  motion 
was  vigorously  briefed  and  argued  by  competent  lawyers  and  the 
judge  decided  that  the  case,  while  it  was  dismissed,  was  not  frivo- 
lous. 

Finally,  Intel.  Intel  would  have  you  believe  that  they  were  sued 
because  they  failed  to  read  a  Federal  judge's  mind.  The  truth  of  the 
matter  is  that  Intel  was  sued  when  its  stock  plunged  over  20  points 
in  a  few  days  when  a  Federal  judge  in  San  Francisco  ordered  a  new 
trial  to  overturn  a  jury  verdict  in  Intel's  favor  in  a  highly  pub- 
licized, widely  followed  lawsuit  in  which  Intel  had  accused  AMD  of 
stealing  its  technology. 

After  Intel  got  that  jury  verdict,  its  stock  doubled  in  price  in  6 
months.  And  what  happened  was  Judge  Ingraham  found  that  dur- 
ing that  trial,  Intel,  and  this  was  proved  by  clear  and  convincing 
evidence,  that  Intel  had  obtained  the  verdict  through  fraud  and 
misrepresentation  by  concealing  from  the  court  material  evidence 
in  support  of  AMD's  position. 
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Thus,  the  judge  vacated  the  favorable  jury  verdict  and  the  stock 
collapsed,  as  it  had  doubled  in  light  of  the  favorable  information. 

Now  another  claim  that  is  frequently  made  is  that  there  has 
been  an  explosion  in  class-action  cases  that  has  harmed  capital  for- 
mation. 

Let's  look  at  the  objective  numbers  that  are  available.  This  is  all 
submitted  in  my  testimony  in  detail.  This  is  a  chart  that  shows  the 
number  of  public  offerings  and  the  proceeds 

Senator  Dodd.  Bill,  where  does  that  come  from,  the  data? 

Mr.  Lerach.  This  data  comes  from  a  data  base  available  in  the 
securities  industry  that's  in  the  underlying  study.  There's  no  dis- 
pute about  the  accuracy  of  these  numbers.  No  one  will  dispute 
them. 

What  they  show  is  that  over  a  20-year  period — well,  I  don't  think 
anyone  will  dispute  the  numbers  of  public  offerings  or  the  proceeds, 
your — Mr.  Chairman. 

Senator  Dodd.  I  like  "your  Honor." 

[Laughter.] 

I  don  t  often  get  called  that. 

[Laughter.] 

Mr.  Lerach.  I'll  call  you  the  Honorable  Chairman. 

Senator  Dodd.  There  you  go,  yes. 

[Laughter.] 

Mr.  Lerach.  These  numbers  are  indisputable.  They're  a  matter 
of  objective  fact.  What  they  show  is  that  from  the  early  1970's  until 
today,  initial  public  offerings  of  common  stock  in  this  country  have 
increased,  albeit  erratically,  have  increased  a  very  large  amount 
over  those  years. 

If  you  look  at  all  common  stock  offerings,  not  just  initial  public 
offerings,  you'll  see  that  they  too  have  increased  dramatically. 

Compare  that,  if  you  will,  with  this  chart.  This  chart  uses  official 
figures  from  the  United  States  administrative  office  of  our  courts. 
These  are  their  numbers.  You  understand  that  whenever  a  com- 
plaint is  filed  in  Federal  court,  a  form  must  go  with  that  complaint 
that  identifies  what  kind  of  case  it  is,  what  statute  it  arises  under. 

And  what  this  shows  is  that  class-action  lawsuits  in  fact  have 
been  relatively  stable  over  this  same  20-year  period,  despite  the 
enormous  increase  in  securities  activity. 

Worse  than  that,  please  keep  in  mind  that  there  is  significant 
reason  to  believe  that  the  number  of  class-action  lawsuits  shown 
here  is  overstated;  as  the  man  from  Intel  testified  this  morning 
that  in  one  instance,  he  was  sued  seven  times  and  it  was  really  one 
class  action.  I  believe  if  you  check,  you  will  find  that  these  numbers 
would  reflect  that  as  seven  lawsuits,  when  in  fact,  it  was  one. 

So  class  actions  have  been  stable  over  these  years.  And  these  two 
charts  I  think  tell  the  final  story.  These  compare  the  relative  levels 
of  securities  offering  activities  and  class-action  lawsuits  over  a  20- 
year  period.  There's  been  an  explosion  in  this  country  all  right,  but 
it's  been  an  explosion  in  securities  offerings  and  securities  tradings, 
and  not  in  class-action  lawsuits,  which  have  been  stable  over  the 
years. 

If  I  can  have  one  more  minute,  I  just  want  to  respond  briefly  to 
Dr.  O'Brien  and  Ms.  Reilly,  my  unhappy  client.  They  say  that  law- 
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yers  in  these  cases  only  recover  5  cents  on  the  dollar  of  their  losses, 
and  be  careful  of  the  language  they  used,  of  their  losses. 

The  securities  laws  do  not  provide  a  recovery  for  one's  stock  mar- 
ket losses.  What  the  securities  laws  permit  a  recovery  of  are  the 
damages  that  are  due  to  the  fraud  of  the  defendant  and  there  is 
a  dramatic  difference  between  the  two. 

Ms.  Reilly  may  well  have  bought  Tucson  Electric  stock  at  $30  a 
share  and  it  declined  until  $10  a  share  before  the  fraud  occurred. 
We  cannot  recover  that  $20  of  market  loss  for  her.  No  law  permits 
it. 

We  have  asked  an  expert  to  do  a  study  of  the  data  submitted  to 
this  committee  by  Hefler  &  Company  that  will  testify  at  the  end 
of  the  table.  The  expert  is  from  Gilardi  and  Company,  who  are  the 
administrators  of  more  of  these  class-action  settlements  than  any- 
one else  in  the  country. 

If  you  recognize  that  the  recoverable  damages  in  these  cases  only 
amount  to  about,  on  average,  25  percent  of  the  market  losses,  the 
fact  of  the  matter  is  that  day-in,  day-out,  securities  class  actions 
are  returning  to  investors  60  percent  of  their  damages,  not  5  cents 
on  the  dollar,  60  percent,  and  that's  after  attorneys'  fees. 

And  one  final  piece  of  empirical  evidence — attorneys'  fees.  I  know 
that  it's  popular  to  say  the  attorneys  get  $3  or  $4  million  and  the 
clients  get  3  or  4  cents.  But  the  truth  of  the  matter  is  that  the  at- 
torneys only  obtain  a  percentage  of  the  recovery  that  they  make 
and  the  rest  goes  to  the  class  members.  And  what  is  that  percent- 
age? 

Authoritative  Class-Action  Reports,  which  has  been  around  for 
years  and  has  done  a  study  of  334  Securities  class-action  cases  over 
a  period  of  like  18  years,  has  definitive  information  that  attorneys' 
fees  and  expenses  average  15  percent  of  the  recovery,  not  the  other 
numbers  that  you  hear. 

Now  it  may  be  that  some  large  cases  are  involved  there  and  that 
the  actual  percentage  on  a  more  weighted  basis  would  be  somewhat 
higher  on  attorneys'  fees.  But  the  attorneys'  fees,  remember,  are 
awarded  only  by  Federal  judges,  most  of  whom  are  relatively  con- 
servative today  and  only  after  notice  to  the  class. 

Thank  you  for  the  opportunity  to  testify  and  I  hope  I  can  respond 
to  any  questions  that  you  have. 

Senator  Dodd.  Thank  you,  Mr.  Lerach. 

Mr.  Billipp. 

STATEMENT  OF  GORDON  K.  BILLIPP,  JAFFREY,  NH 

Mr.  Billipp.  Thank  you.  My  name  is  Gordon  Billipp.  I  live  in 
Jaffrey,  New  Hampshire.  I  graduated  from  Columbia  College  in 
1943,  with  a  degree  in  business  administration.  I  served  as  a  naval 
officer  in  the  Pacific  in  World  War  II.  After  the  war,  I  worked  for 
Armstrong  Cork  Company,  which  is  now  called  Armstrong  World 
Industries,  for  some  24  years.  I  resigned  in  1969.  I  moved  to  New 
Hampshire  in  order  to  buy  a  small  metal-stamping  business.  I  op- 
erated that  business  until  1982,  sold  it,  and  retired. 

My  wife  Betty,  who  is  here  today,  we're  part  of  a  sort  of  joint  and 
several  household  and  consequently,  she  is  a  party  to  any  invest- 
ment decisions  we  make,  and  that's  partly  why  sne's  here  today. 
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She  attended  Wilson  College  in  Chambersburg,  PA,  on  a  full  schol- 
arship, class  of  1946,  majored  in  English. 

After  raising  our  four  sons,  she  was  a  successful  realtor  for  about 
12  years,  until  she  too  retired.  She's  just  completed  a  number  of 
years  of  service  on  the  board  of  directors  of  a  retirement  home  and 
of  a  nonprofit  community  day  care  center,  both  of  them  in  Peter- 
borough, NH. 

I  have  been  a  director  of  Vermont-New  Hampshire  Blue  Cross 
and  Blue  Shield  and  I  am  now  serving  my  22nd  year  on  the  board 
of  directors  of  the  Granite  Bank  of  Keene  and  its  predecessor 
banks. 

The  reason  I  mention  our  educational  and  work  backgrounds  is 
because  we've  worked  hard  for  ourselves  and  our  family  and  our 
community.  We  are  here  today  because  we  believe  that  while  the 
legal  system  may  not  be  perfect,  it  has  worked  to  provide  us  with 
some  recovery  of  losses  caused  by  civil  crimes  committed  against  us 
and  many  other  bond-holders. 

In  1985,  we  purchased  bonds  in  a  retirement  home  venture  that 
we  felt  was  a  good  investment,  both  for  ourselves  and  for  an  indus- 
try that  serves  the  highest  category  of  citizens  in  the  country,  by 
count,  the  elderly. 

In  all,  about  $17  million  of  Spartanburg,  SC  revenue  bonds  were 
sold  to  construct  and  operate  a  privately-operated  retirement  cen- 
ter. We  bought  $20,000  worth  of  those  bonds.  However,  due  to  the 
fraudulent  activities  of  the  promoters,  and  those  of  the  legal,  ac- 
counting and  broker  professionals  involved,  our  investment  became 
worthless  within  months  of  the  opening  of  the  center. 

After  looking  into  the  cause  of  the  failure,  we  learned  for  the  first 
time  that  the  developer,  a  Mr.  CD.  Stone,  was  actually  a  convicted 
felon  and  that  he  and  the  accounting  firm  had  worked  together  on 
numerous  other  retirement  home  deals,  almost  every  single  one  of 
which  had  failed.  None  of  this,  of  course,  was  disclosed  in  the  pro- 
spectus. 

We  also  learned  that  the  underwriter,  Bob  Buchanan  of  Bu- 
chanan and  Company  of  Jackson,  Mississippi,  had  sold  most  of  the 
bonds  by  sponsoring  free-lunch  seminars  in  retirement  homes  in 
Arizona  and  Florida  and  by  falsely  representing  to  the  residents  of 
these  homes  that  the  bonds  were  90-percent  safe.  That's  a  quota- 
tion. And  as  safe  as  U.S.  Treasury  bonds. 

I  have  attached  a  copy  of  a  Forbes  magazine  article  describing 
Mr.  Buchanan's  unscrupulous  sales  tactics,  and  you'll  find  that  at- 
tached to  my  statement. 

Litigation  was  our  only  hope  of  recovering  any  portion  of  our 
money.  We  filed  a  class-action  lawsuit  on  behalf  of  ourselves  and 
almost  2,000  other  bond-holders  in  order  to  recover  the  lost  invest- 
ment. Litigation  was  slowed  down  by  obstacles  engineered  by  the 
defendants,  most  of  whom  were  represented  by  insurance  compa- 
nies, and  of  course,  their  counsel. 

The  insurance  companies  hired  lawyers  who  seemed  to  subscribe 
to  a  theory  that  the  best  way  to  represent  their  client  was  not  so 
much  to  address  the  merits  of  the  litigation,  but  rather,  to  overload 
the  plaintiffs'  attorneys  with  extraneous  briefs  and  motions,  by  de- 
manding our  personal  tax  returns  for  the  last  several  years,  by  re- 
questing, we  felt,  completely  unnecessary  particulars  on  our  own 
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private  income,  our  investment  history,  and  our  investment  prac- 
tice. 

I  suppose  their  purpose  was  to  either  dissuade  us  from  continu- 
ing with  the  lawsuit  or  to  find  something  that  said  that  we  were 
"sophisticated"  investors  and  therefore,  we  should  have  known  that 
the  defendants  were,  you  might  say,  out  to  steal  our  money.  In 
other  words,  as  victims,  we  were  to  blame  for  our  own  misfortune. 

Eventually,  most  of  the  insurance  companies'  lawyers  decided  to 
settle  the  case.  A  large  portion  of  the  settlement  funds  came  from 
the  accounting  firm  defendants,  who  started  out  with  an  over  $5 
million  policy,  but  could  pay  only  about  $750,000  into  the  settle- 
ment because  their  own  lawyer  fees  had  been  paid  already  and 
prior  settlements  had  been  used  up  from  the  original  coverage. 

When  all  was  said  and  done,  the  bond-holders  recovered  about 
$10  million  out  of  the  $16  million  they  had  invested.  Although  we 
did  not  recover  all  of  our  investment,  we  were  partly  vindicated  by 
the  criminal  convictions  of  Mr.  Stone,  Mr.  Buchanan,  and  several 
others.  We  are  glad  that  we  received  some  remuneration  and  we 
feel  that  our  efforts  may  have  helped  to  end  the  careers  of  a  couple 
of  fraudulent  operators. 

Those  gentlemen  I  just  mentioned — I  call  them  gentlemen — are 
presently  in  jail. 

Maybe  there  are  some  things  that  need  to  be  fixed  in  our  legal 
system.  But  as  voters,  taxpayers,  and  insurance  customers  and  vic- 
tims of  fraud,  we  ask  that  you  not  make  it  more  difficult  for  people 
like  us  to  initiate  suits  to  recover  losses  caused  by  fraud. 

If  the  law  had  required  Betty  and  me  and  other  bond-holders  and 
our  lawyers  to  pay  the  defendants'  exorbitant  legal  fees  if  we  were 
to  lose  the  case,  we  never  would  have  stuck  our  necks  out  to  rep- 
resent the  2,000  investors,  many  of  whom  had  invested  the  savings 
of  a  lifetime. 

I  do  know  that  frivolous  litigation  is  sometimes  filed.  I  also  know 
that  requiring  the  plaintiff  in  a  securities  class  action,  whose  per- 
sonal investment  may  have  been  quite  small,  to  assume  the  risk 
of  paying  many  times  that  amount  to  the  other  side's  lawyers,  will 
discourage  the  filing  of  as  many  meritorious  suits  as  frivolous  ones. 

Had  we  not  filed  this  suit,  I  believe  the  bond-holders  would  have 
recovered  very  little,  if  any,  of  their  investment  and  Stone  and  Bu- 
chanan would  still  be  on  the  streets  selling  their  junk  municipal 
bonds  instead  of  serving  time. 

I  am  told  that  there  are  criticisms  leveled  at  the  age-old  principle 
of  joint  and  several  liability.  But  if  an  accounting  firm,  a  lawyer, 
or  other  professional  willingly  associates  himself  or  herself  with  an 
unscrupulous  developer,  they  should  have  to  pay  the  full  price  for 
the  consequences  of  that  relationship. 

No  one  is  forced  to  sell  securities  to  the  public.  If  they  don't  want 
to  assume  the  responsibilities  imposed  by  law  for  entering  the  pub- 
lic securities  market,  they  should  borrow  the  money  from  a  bank 
instead  of  selling  bonds  to  individual  investors.  And  neither  are  ac- 
counting or  law  firms  forced  to  represent  specific  clients.  They 
should  choose  those  clients  with  care. 

That's  really  the  end  of  my  prepared  or  written  statement,  but 
I  would  like  to  refer  to  Senator  D'Amato's  remarks.  At  one  time  he 
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said  he  felt  that  the  judges  could  be  tougher  on  dismissal  motions, 
and  I  think  that  is  probably  a  key  to  this  whole  situation. 

It  seems  to  me  that  the  legal  system  provides  for  the  dismissal 
of  cases  that  are  considered  to  be  frivolous  and  the  judges,  in  their 
wisdom,  I  think,  should  be  able  to  determine  this  at  an  earlier 
stage. 

Second,  he  mentioned  the  possibility  of  a  sort  of  grand  jury  ap- 
proach to  be  inserted  between  the  plaintiff  and  the  judge  or  the 
court.  I  think  that  is  very  appropriate. 

I  don't  doubt  that  there  is  need  for  some  kind  of  change  or  im- 
provement in  the  laws  as  they  stand  today.  I  only  urge  you  not  to 
throw  out  the  baby  with  the  bath  water.  We  need  protection.  It  ex- 
ists today  and  the  system  works. 

Senator  Dodd.  I  don't  think  you'll  hear  anyone  up  here,  Mr. 
Billipp,  talk  about  throwing  out  the  baby  with  the  bath  water  at 
all.  I  appreciate  your  testimony  immensely.  We'll  have  some  ques- 
tions for  you  shortly. 

Mr.  Billipp.  Thank  you. 

Senator  Dodd.  Mr.  Ramser. 

STATEMENT  OF  RUSSELL  E.  RAMSER,  JR.,  MARAM  ENERGY 
COMPANY,  MOUNT  VERNON,  OH 

Mr.  Ramser.  My  name  is  Russ  Ramser.  I'm  from  near  Mount 
Vernon,  OH,  which  is  near  the  geographical  center  of  Ohio.  I'm  an 
engineer  and  a  businessman,  a  graduate  of  Ohio  State  University 
and  advanced  management  program  at  Harvard. 

Among  many  other  activities,  I'm  also  chairman  of  an  audit  com- 
mittee on  a  national  bank. 

From  1985  through  1989,  I  bought  over  $100,000  worth  of  munic- 
ipal bonds  to  finance  the  operation  of  nursing  homes  in  Terre 
Haute,  IN,  Sullivan,  IL,  South  Beloit,  IL,  Effingham,  IL,  Forsyth, 
IL,  Atlanta,  IL,  and  Franklin  Grove,  IL.  The  issuer  of  all  these 
bonds  was  First  Humanics  Corporation,  which  was  represented  to 
be  a  Christian  organization  devoted  to  caring  for  senior  citizens.  I 
bought  the  bonds  because  I  needed  the  regular,  supposedly  safe,  in- 
come for  my  retirement,  and  I  liked  the  fact  that  my  money  would 
be  put  to  a  good  use. 

What  neither  I  nor  the  4,000  other  bond-holders  knew  was  that 
the  money  we  were  paying  for  our  bonds  was  not  being  used  to  fix 
up  and  operate  the  nursing  homes,  as  had  been  represented  to  us; 
it  was  being  used  to  buy  the  developer,  Lee  Sutliffe,  a  yacht  in  Fort 
Meyers,  Florida.  We  didn't  know  and  weren't  told  that  Mr.  Sutliffe 
was  a  con  artist,  who  had  been  caught  impersonating  a  bond  law- 
yer for  a  number  of  years. 

We  didn't  know  and  weren't  told  that  Mr.  Sutliffe  had  been  con- 
victed of  cheating  on  his  taxes.  We  didn't  know  and  weren't  told 
that  the  man  he  hired  to  run  his  nursing  homes  had  been  run  out 
of  the  State  of  Florida  for  providing  substandard  care  to  his  nurs- 
ing home  residents  there.  And  although  we  were  given  a  long  list 
of  other  nursing  home  projects  that  Mr.  Sutliffe  had  developed,  we 
weren't  told  that  every  one  of  those  projects  was  a  failure. 

I  believed  what  I  was  told  in  the  prospectuses  because  they  were 
prepared  by  lawyers  who  were  supposed  to  be  experts  in  the  field, 
and  the  feasibility  studies  were  prepared  by  the  international  pub- 
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lie  accounting  firms  of  Deloitte  &  Touche  and  Price  Waterhouse.  I 
never  would  nave  imagined  that  these  so-called  professionals  would 
do  business  with  a  man  like  Lee  Sutliffe,  had  they  known  of  his 
past — but  they  did. 

In  1989,  all  of  Mr.  Sutliffe's  nursing  homes  bankrupted  simulta- 
neously. That  came  as  a  shock  because  we  had  been  told  in  the 
prospectuses  that  each  bond  issue  stood  on  its  own.  If  one  nursing 
home  failed,  it  would  not  affect  the  other  homes  developed  by 
Sutliffe. 

The  truth  is  that  the  homes  were  being  operated  by  Sutliffe  as 
a  Ponzi  scheme,  and  that  money  being  raised  on  each  bond  issue 
was  being  used  to  pay  his  personal  debts  and  to  pay  debts  at  other 
nursing  homes.  Sutliffe  was  robbing  Peter  to  pay  Paul. 

A  bond-holders'  committee  was  formed  in  the  bankruptcy  and  I 
volunteered  to  serve.  I  was  surprised  to  find  out  that  the  SEC  has 
no  oversight  over  the  municipal  bond  markets.  People  like  Lee 
Sutliffe  do  not  have  to  have  SEC's  permission  to  sell  municipal 
bonds.  The  only  recourse  we  had  was  to  file  a  lawsuit. 

When  our  lawyer  filed  the  suit,  the  army  of  defense  lawyers — 
who  were  paid  by  the  hour — began  to  attack  not  only  our  positions 
on  the  merits  of  the  case,  but  myself  and  my  family.  They  accused 
us  of  filing  frivolous  litigation  and  tried  to  talk  the  judge  into 
awarding  sanctions  against  us. 

They  tried  to  get  tne  judge  to  disqualify  our  lawyers  from  rep- 
resenting us.  Their  investigators  tried  to  dig  up  every  little  piece 
of  dirt  they  could  find  on  the  bond-holders  and  on  our  lawyers  in 
an  effort  to  scare  us  into  dropping  the  suit.  It  didn't  work. 

A  few  months  after  we  filed  the  suit,  the  Supreme  Court  handed 
down  a  decision  that  shortened  our  statute  of  limitations.  Relying 
on  the  old  limitations  period,  our  lawyers  had  taken  3  or  4  months 
to  carefully  investigate  the  merits  of  the  case  before  filing  a  law- 
suit. As  a  result  of  that  Supreme  Court  decision,  our  case  was  dis- 
missed. If  our  lawyers  had  not  been  so  careful,  the  case  would  have 
been  timely. 

I  wrote  letters  to  several  Members  of  this  subcommittee  asking 
that  you  support  legislation  to  overturn  the  retroactive  effect  of 
that  Supreme  Court  decision.  And  thankfully,  you  did  so. 

After  that  act  was  passed,  we  asked  the  judge  to  reinstate  the 
case.  But  the  accounting  firms  didn't  care  what  the  Congress  had 
said.  They  argued  that  your  legislation  was  unconstitutional.  The 
judge  saw  through  their  bluster  and  sent  our  case  to  a  jury. 

In  February  of  last  year,  we  were  allowed  to  try  the  liability  of 
Sutliffe  and  Deloitte  &  Touche  in  a  Cincinnati  Federal  court. 
Deloitte  &  Touche  never  offered  1  cent  to  settle  the  case  before 
trial.  But  after  an  8  week  trial,  a  jury  of  nine  Ohio  citizens  found 
Deloitte  &  Touche  and  Lee  Sutliffe  guilty  of  racketeering,  Federal 
securities  violations  and  fraud. 

The  jury  found  that  Deloitte  &  Touche  knew  about  Sutliffe's 
past,  and  knew  that  the  nursing  homes  were  being  operated  as  a 
Ponzi  scheme,  and  conspired  with  Sutliffe  to  hide  those  facts  from 
the  public.  Deloitte  &  Touche  paid  us  $15  million  to  settle  the  case, 
and  Price  Waterhouse,  after  seeing  what  a  jury  of  Ohio  citizens 
thought  of  Deloitte  &  Touche,  paid  us  another  $11,800,000.  Sutliffe 
eventually  pleaded  guilty  to  securities  fraud. 
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All  together,  our  lawyers  recovered  over  $46  million  for  the  bond- 
holders. Even  after  paying  attorneys'  fees,  the  bond-holders  as  a 
whole  received  approximately  50  percent  of  their  losses.  Plus,  our 
bond-holders  committee  hired  new  management  to  run  the  nursing 
homes  and  most  of  the  homes  now  are  able  to  pay  their  bills  and 
are  paying  some  of  the  interest  on  the  bonds. 

I  know  that  it's  fashionable  in  some  circles  to  criticize  our  judi- 
cial system.  But  in  my  case,  the  system  worked.  The  judge  saw 
through  the  defendants'  attempts  to  confuse  the  issues,  stopped 
most  of  their  attempts  at  harassment  and  overruled  their  efforts  to 
get  him  to  ignore  your  legislation. 

I  understand  there's  a  Dig  push  going  on  to  reform  our  litigation 
system,  including  a  new  loser-pays  rule,  and  no  more  joint  and  sev- 
eral liability. 

If  either  of  these  reforms  had  been  the  law  2  years  ago,  our  case 
would  never  have  been  filed.  The  bond-holders  would  have  been 
bankrupt  along  with  Mr.  Sutliffe. 

My  lawyers  told  me  when  we  filed  the  case  they  would  probably 
have  to  take  it  all  the  way  through  trial.  So  I  knew  that  we  would 
be  gambling  my  time  for  the  next  2  years  and  a  great  deal  of  ex- 
pense money  on  what  a  jury  would  say  about  the  accounting  firms' 
conduct. 

Although  I  was  comfortable  in  my  belief  that  the  bond-holders 
had  been  wronged  by  the  accounting  firms,  I  would  not  have  filed 
this  suit  if,  in  addition  to  devoting  my  time  to  the  case,  I  would 
have  been  required  to  pay  their  millions  of  dollars  of  attorneys'  fees 
in  the  event  that  the  jury,  or  a  judge,  did  not  agree  with  me. 

Likewise,  without  joint  and  several  liability,  instead  of  being 
made  almost  whole,  the  bond-holders  in  my  case  would  have  re- 
ceived virtually  nothing.  The  issuer  of  the  bonds,  First  Humanics 
Corporation,  was  described  to  us  as  a  religious  organization  de- 
voted to  caring  for  senior  citizens,  but  was  actually  a  shell  corpora- 
tion that  Sutliffe  set  up  as  a  tax-exempt  organization  with  Deloitte 
&  Touche's  assistance  so  that  he  could  sell  municipal  bonds.  It  had 
no  assets  and  was  in  bankruptcy. 

Swink  &  Company,  the  primary  underwriter  of  the  bonds,  was 
bankrupt  and  Mr.  Swink  was  being  investigated  for  another  securi- 
ties fraud.  And  I  am  told  that  he  has  been  convicted. 

Although  Mr.  Sutliffe  was  living  on  a  yacht  in  Florida,  we  knew 
that  he  had  taken  several  trips  to  the  Bahamas  and  we  doubted 
that  we  would  ever  recover  anything  of  any  significance  from  him. 
Our  only  hope  of  recovery  was  from  the  accountants  and  the  law- 
yers, without  whose  help  Sutliffe  could  never  have  sold  these 
bonds. 

I  don't  think  that  the  accountants  should  be  given  any  special 
treatment.  Sutliffe  could  never  have  sold  these  junk  municipal 
bonds  without  the  instant  credibility  of  having  Deloitte  &  Touche 
and  Price  Waterhouse's  names  on  the  cover  of  his  prospectuses. 
They  knew  about  his  problem  past,  and  present,  and  were  fully 
aware  of  their  responsibilities  under  the  securities  laws. 

Nevertheless,  they  voluntarily  took  a  gamble  on  Sutliffe  and  sold 
their  name  for  a  lot  of  money  in  order  to  give  Sutliffe  the  credibil- 
ity he  needed  to  sell  his  bonds.  Nobody  twisted  their  arms  and 
forced  them  to  do  business  with  Mr.  Sutliffe. 
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Like  I  said,  I  can  bash  lawyers  with  the  best  of  them.  But  I  think 
that  much  of  the  lawyer-bashing  I  hear  is  being  pointed  in  the 
wrong  direction. 

I  can  tell  you  from  first-hand  experience  that  the  delays  in  our 
case  were  not  caused  by  plaintiffs'  lawyers,  who  only  get  paid  after 
the  case  is  over.  The  delays  were  caused  by  the  defense  lawyers 
who  were  paid  by  the  hour  to  try  to  distract  the  judge  from  the 
merits  of  the  case  and  to  try  to  harass  the  plaintiffs  into  dropping 
their  case. 

Please  be  careful  not  to  pass  legislation  in  the  name  of  reform 
that  really  is  designed  to  avoid  responsibility  for  actual  wrongs. 

One  more  thing.  Please  do  not  forget  that  securities  fraud  does 
not  just  hurt  Wall  Street  speculators.  Through  my  position  on  the 
bond-holders'  committee,  I  saw  many  a  tear  on  the  face  of  retirees 
who  lost  their  life  savings  on  what  they  thought  were  safe  invest- 
ments— municipal  bonds. 

And  please  don't  forget  the  senior  citizens  who  were  living  in 
these  nursing  homes.  Because  Sutliffe  and  the  accountants  raked 
off  so  much  money  in  up-front  fees,  not  only  were  the  nursing 
homes  unable  to  pay  the  interest  on  the  bonds,  they  were  unable 
to  take  proper  care  of  the  senior  citizens  who  were  in  their  care. 

At  trial,  I  saw  and  heard  evidence  that  in  some  of  the  Illinois 
homes,  there  was  so  little  money  available  for  patient  care,  that  pa- 
tients were  not  moved  from  their  beds  and  had  bed  sores  so  exten- 
sive that  the  bed  sheets  had  to  be  cut  away. 

One  man  was  found  to  have  gangrene  in  his  foot  so  severe  that 
maggots  could  be  seen  in  the  wounds.  One  elderly  man  was  per- 
mitted to  wander  off  the  premises  and  died  of  hypothermia. 

Please  don't  forget  these  innocent  senior  citizens,  who  through  no 
fault  of  their  own,  are  neglected  and  abused  because  some  big  ac- 
counting firm  or  Wall  Street  outfit  was  more  interested  in  a  quick 
buck. 

Senator  Dodd.  Thank  you  very  much,  Mr.  Ramser. 

Mr.  Radetich. 

STATEMENT  OF  EDWARD  J.  RADETICH,  CPA,  PRESIDENT, 
HEFFLER  &  COMPANY,  PHILADELPHIA,  PA 

Mr.  Radetich.  Thank  you,  Mr.  Chairman. 

My  name  is  Edward  Radetich.  I  am  a  certified  public  accountant 
and  a  partner  in  the  accounting  firm  of  Heffler  &  Company,  located 
at  1515  Market  Street,  Philadelphia,  PA. 

Senator  Domenici.  Mr.  Chairman,  might  I  put  you  on  hold  for 
a  moment? 

I'm  going  to  temporarily  leave.  How  long  will  you  be  here,  Mr. 
Chairman?  I'd  like  to  come  back.  Will  you  be  here  30  minutes? 

Senator  Dodd.  We're  apt  to  be. 

Senator  Domenici.  I  wonder  if  we  might  keep  Dr.  O'Brien 
around  just  because  I'd  like  to  ask  him  if  he  has  any  comparables 
to  Mr.  Radetich's  testimony. 

Senator  Dodd.  I  see  him  in  the  back  of  the  room. 

Senator  Domenici.  Does  his  schedule  permit  that  he  stay? 

Dr.  O'BRffiN.  Yes,  sir. 

Senator  Domenici.  Thank  you,  Mr.  Chairman. 
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Senator  Dodd.  We'll  do  our  best.  I've  got  other  meetings,  too,  but 
well  try.  Let's  see  if  we  can,  OK? 

Go  ahead,  Mr.  Radetich. 

Mr.  Radetich.  Since  1960,  my  firm,  and  since  1973,  I  personally 
have  been  involved  in  the  administration  of  anti-trust  and  security 
class-action  settlements.  During  this  time,  we  have  been  engaged 
as  class  administrator  in  over  200  actions. 

As  you  are  aware,  the  administrative  process  usually  begins  after 
the  parties  in  a  case  have  had  a  jury  verdict  or  reached  a  settle- 
ment. The  process  includes  notification  to  potential  class  members, 
evaluation  of  proof  of  claim  forms  submitted,  distribution  of  recov- 
eries to  approved  claimants,  and  a  final  accounting  to  the  court 
after  all  checks  have  been  presented  for  payment. 

The  notification  process  includes  mailings  to  potential  class 
members  using  names  and  addresses  obtained  from  transfer 
records  supplied  by  defendant  companies,  mailings  to  brokerage 
firms  and  large  institutional  traders  that  may  have  bought  in 
street  name,  and  various  media  publications,  such  as  the  national 
edition  of  the  Wall  Street  Journal. 

Class  members  wishing  to  include  themselves  in  the  class  and  re- 
ceive a  share  of  the  settlement  funds  are  typically  given  from  90 
to  120  days,  depending  on  the  matter,  to  file  their  proof  of  claim 
forms. 

As  proof  of  claim  forms  are  received,  they  are  evaluated,  market 
or  allowed  losses  are  calculated,  deficiency  and  rejection  letters  are 
sent  to  those  claimants  who  require  them,  and  responses  to  these 
letters  are  processed. 

A  report  is  then  sent  to  the  court  enumerating  our  recommenda- 
tions as  to  which  claimants  are  entitled  to  receive  a  share  of  the 
settlement  funds.  This  evaluation  and  correspondence  process  usu- 
ally takes  approximately  six  months  from  the  filing  deadline.  How- 
ever, this  parameter  fluctuates,  depending  upon  the  number  of 
proof  of  claim  forms  that  are  filed.  After  the  court  issues  an  order 
approving  our  recommendations,  distribution  is  made  to  approved 
claimants. 

Senator,  I  come  before  you  with  some  statistics.  I  have  prepared 
and  included  an  exhibit  listing  statistics  for  69  recent  securities 
cases  in  which  we  have  been  hired  as  class  administrator. 

The  exhibit  contains  the  following  headings — the  name  of  the 
matter,  the  total  dollar  value  of  the  settlement  funds,  the  number 
of  proof  of  claim  forms  that  were  filed,  the  market  or  allowed  loss 
calculated  for  the  approved  claimants,  the  percentage  recovered, 
which  is  a  mathematical  percentage  showing  the  relationship  of  the 
market  or  allowed  loss  to  the  total  dollar  value  of  the  settlement 
fund,  the  total  dollars  distributed  to  claimants,  and  the  percentage 
recovery  to  claimants  which  is  a  mathematical  percentage  showing 
the  relationship  of  the  total  dollars  distributed  to  claimants  to  the 
total  dollar  value  of  the  settlement  fund. 

The  market  or  allowed  loss  column  requires  some  discussion.  I 
am  not  a  lawyer  or  damage  expert  and  thus,  do  not  have  the  exper- 
tise necessary  to  determine  in  any  given  case  how  much  of  the 
stockholders'  market  loss  is  legally  recoverable  damages  under  the 
securities  fraud  statute.  However,  from  what  I've  been  told,  the  le- 
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gaily  recoverable  damages  are  almost  always  much  less  than  the 
investors'  market  losses. 

The  most  common  method  used  today  to  calculate  a  claimant's 
recovery  is  to  first  calculate  an  out-of-pocket  recognized  loss  for 
each  claimant  using  the  following  formula: 

For  those  class  members  who  buy  and  sell  the  security  in  question  during  the 
class  period,  the  recognized  loss  is  calculated  as  the  difference  between  purchase 
price  and  sale  price.  For  those  class  members  who  purchase  the  security  during  the 
class  period  and  do  not  sell  the  security  during  the  period,  but  rather,  hold  the  secu- 
rity at  the  end  of  the  class  period,  the  loss  is  calculated  by  subtracting  from  the 
purchase  price  a  per-share  value  which  usually  is  the  closing  market  value  of  the 
security  on  the  last  day  of  the  class  period. 

As  you  can  see,  this  basically  equates  to  a  class  member's  market 
loss  for  the  stock  in  question.  The  claimant  will  then  receive  a  pro- 

f)ortionate  share  of  the  settlement  fund  based  on  this  out-of-pocket 
oss.  While  this  formula  simplifies  the  calculation  process,  the  for- 
mula clearly  does  not  equate  to  actual  damages  that  may  have  ex- 
isted due  to  the  effects  of  the  defendants'  alleged  misconduct. 

I  am  not  able  to  tell  the  committee  what  percentage  of  a  class 
member's  damages  are  on  average  recovered  in  these  cases.  How- 
ever, I  am  able  to  tell  the  committee  how  much  of  the  settlement 
fund  is  distributed  to  class  members. 

An  analysis  of  my  exhibit  shows  that  if  you  add  the  column  enti- 
tled, Total  Dollar  Value  of  the  Settlement  Fund,  add  the  column 
entitled,  Dollar  Distributed  to  Claimants,  and  mathematically  com- 
pare the  totals,  79.85  percent  of  the  gross  settlement  funds  for 
these  matters  have  been  distributed  to  class  members. 

If  you  total  the  column  entitled,  Market  or  Allowed  Loss,  and 
total  the  column  entitled,  Total  Dollar  Value  of  the  Settlement 
Fund,  and  mathematically  compare  these  totals,  you'll  see  that  the 
average  recovery  is  13.5455  percent.  Additionally,  if  you  look  at  the 
median  recovery  on  my  schedule,  you'll  see  that  the  median  recov- 
ery is  22.8734  percent. 

Over  the  past  19  years,  I  have  mailed  checks,  stock  certificates, 
and  discount  coupons  to  hundreds  of  thousands  of  claimants  who 
have  filed  proof  of  claim  forms  in  class-action  settlements  that  I 
have  administered.  In  many  matters,  the  checks  represent  a  large 
percentage  of  a  claimant's  out-of-pocket  or  market  loss.  I  have  been 
contacted  by  many  class  members  over  the  years  regarding  these 
cases  and  I  can  tell  you  that  these  citizens  are  most  appreciative 
of  a  system  that  permits  them  to  obtain  these  recoveries  without 
any  risk  and  little  effort  on  their  part. 

It  is  my  opinion  that  without  the  current  system,  these  individ- 
uals would  have  received  nothing.  Therefore,  it  is  my  belief  that 
the  current  system  does  work. 

I'll  be  glad  to  answer  any  questions  that  you  may  have.  Thank 
you. 

Senator  Dodd.  Mr.  Radetich,  you're  going  to  submit  that  for  the 
record? 

Mr.  Radetich.  It  was  part  of  my  submission,  and  I  also  have  ad- 
ditional copies  if  you'd  like,  Senator. 

Senator  Dodd.  Let  me  make  use  of  my  microphone  here  again, 
Mr.  Billipp.  That  will  be  good. 

With  all  due  respect,  I  presume,  Dr.  O'Brien,  who  is  now  in  the 
back  of  the  room,  and  you  may  have  a  different  point  of  view  on 
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some  of  these  things.  But  if  we  start  going  back  and  forth,  well 
never  get  these  hearings  over  with. 

So  you  can  look  at  each  other's  data.  And  we  might  ask  you — 
in  fact,  I  will  ask  you.  Why  don't  you  look  at  each  other's  data  and 
I'd  like  you  both  to  comment  on  each  others  data  and  submit  that 
for  the  committee  for  this  hearing  today.  That  will  satisfy  the  con- 
cerns of,  I  think,  most  Members. 

Let  me  start,  Mr.  Lerach,  with  you,  if  I  can.  Some  of  this  stuff 
has  been  touched  upon  in  all  of  your  remarks,  but  I'd  like  to  go 
back  over  it. 

This  morning,  of  course,  we  heard  some  of  the  anecdotal  testi- 
mony from  some  of  these  companies. 

One  of  the  things  that  struck  me  is  Mr.  McCracken's  testimony. 
He  sat  in  the  chair  you're  in,  in  fact,  at  this  very  moment.  Accord- 
ing to  his  testimony,  the  plaintiffs  only  agreed  to  drop  the  case  if 
the  attorneys'  fees  were  paid.  And  the  plaintiff  in  that  case,  he  said 
it  was  the  18-year-old  daughter  of  the  stock  broker  of  one  of  the 
attorneys. 

That,  to  me,  sounded  pretty  dreadful  in  terms  of  sitting  up  here 
and  my  reaction.  But  I'd  like  to  give  you  a  chance  to  respond  to 
that  particular  fact  situation. 

Mr.  Lerach.  I  was  not  involved  in  that  case  personally  at  the 
time  it  was  ultimately  resolved,  so  I  cannot  tell  you  whether  or  not 
it  is  true  the  plaintiffs'  lawyers  refused  to  drop  the  case  without 
being  paid. 

What  I  do  know  is  that  although  the  judge  sustained  the  com- 
plaint in  that  case  as  adequately  pleading  a  fraud  claim,  he  exer- 
cised his  discretion  under  rule  23  to  say  tnat  the  individual  plain- 
tiff who  brought  the  case  could  not  pursue  it  as  a  class  action,  and 
I  understand  directed  the  lawyer  for  that  plaintiff  and  the  lawyers 
for  the  company  to  meet  and  to  settle  the  case.  How  it  was  settled, 
I  do  not  know. 

Senator  Dodd.  Let  me  step  back.  Maybe  this  is  the  first  question 
I  should  have  asked  you.  We  had  different  Senators  here  today.  If 
I  had  to  sort  of  try  and  paraphrase  their  feelings  here,  I  think 
there's  a  sense  that  we  don't  want  to  in  any  way  deprive  legitimate 
plaintiffs  at  all  from  pursuing  fraud.  That  would  be  a  devastating 
action  for  this  committee  or  this  Congress  to  take. 

On  the  other  hand,  in  fact,  some  of  the  witnesses  here — Mr. 
Billipp,  I  think  you  expressed  it  very,  very  well — said  there  is  the 
sense  that  possibly  we  need  to  have  some  additional  steps  or  what- 
ever taken  nere  to  try  and  at  least  minimize  to  the  extent  possible 
the  frivolous  lawsuit  or  the  way  of  dealing  with  those  matters. 

Mr.  Lerach,  maybe  I'd  ask  you,  as  an  attorney,  you  know  this  as 
well  as  anyone  would  know  because  you're  so  highly  regarded  in 
your  profession.  Is  there  any  problem  here  with  the  issue  of  frivo- 
lous suits?  Is  it  legitimate  at  all,  or  is  it  in  your  mind  totally  abso- 
lutely illegitimate/ 

Are  there  some  recommendations  you'd  make  if  you  were  sitting 
up  at  this  table  and  were  looking  at  these  issues  that  would  strike 
you  as  being  a  reasonable  approach  to  maybe  try  to  minimize  that? 

Mr.  Lerach.  I  would  certainly  never  say  to  you  that  there  has 
not  ever  been  a  frivolous  securities  fraud  suit  filed.  There  have 
been  and  the  rule   11  sanctions  visited  on  the  lawyers  foolish 
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enough  to  do  that,  that  are  in  the  reported  casebooks,  show  us  that 
judges  in  fact  know  how  to  deal  with  that  situation. 

I'm  aware  of  one  case  and  it  wasn't  me,  where  a  $300,000  sanc- 
tion was  visited  upon  a  lawyer  who  got  way  too  adventurous.  The 
courts  can  deal  with  that  kind  of  situation.  Don't  forget,  securities 
fraud  class-action  suits  are  probably  subject  to  more  screens  or  fil- 
ters, I  think  someone  called  them  earlier. 

First  of  all,  the  case  has  to  survive  a  particularity  of  pleading  re- 
quirement that's  applicable  only  to  fraud  cases.  It  has  to  survive 
rule  11  like  all  cases. 

It  then  has  to  survive  a  rule  23  certification  process  by  which  the 
defendants,  and  you've  heard  these  gentlemen  testify  what  the  de- 
fendants do  to  the  class  plaintiffs  in  this  case.  They  get  their  tax 
returns,  their  investment  histories.  They  make  them  sit  for  deposi- 
tions for  2  and  3  days  at  a  time  and  probe  every  aspect  of  their 
life.  So  there's  a  lot  of  filters  already  there  before  one  of  these  cases 
can  become  successful. 

Is  there  a  problem?  I  honestly  think  there  is  a  problem.  I  think 
the  problem  is  that  the  securities  laws  aren't  strong  enough.  I 
think  the  securities  laws  should  be  reformed  to  make  perpetrators 
of  fraud  more  accountable. 

How  about  treble  damages  from  people  who  really  commit  delib- 
erate fraud?  How  about  giving  us  an  opportunity  to  go  into  State 
court  and  sue  rather  than  always  be  forced  to  go  into  Federal 
court?  How  about  enhanced  sanctions  on  defense  lawyers  who  con- 
ceal documents  and  on  litigants  who  destroy  evidence,  and  as  soon 
as  a  class-action  lawsuit  is  filed,  eliminate  all  the  electronic  mail 
memory  in  public  companies? 

There's  a  lot  of  abuses  that  could  be  looked  at  on  that  side  of  the 
street  as  well,  Senator  Dodd. 

Senator  Dodd.  And  how  about  on  your  side? 

Mr.  Lerach.  I  do  not  think  that  there  are  any  existing  abuses 
on  our  side  of  the  street 

[Laughter.] 

Senator  Dodd.  No,  no,  no,  no. 

Mr.  Lerach.  I  do  not  believe  that  there  are  any  abuses  on  our 
side  of  the  street  that  cannot  be  adequately  dealt  with  through  rule 
11,  sanctioning  lawyers  for  filing  meritless  suits,  through  increased 
dismissals  under  rule  12,  which  the  Wall  Street  Journal  recently 
reported  as  occurring,  and  enforcement  of  the  new  and  enhanced 
curtailed  discovery  rules  which  you're  just  voting  on  as  Senators, 
the  new  amendments  to  the  Rules  of  Civil  Procedure,  and  the  other 
discretionary  tools  that  the  judges  already  have. 

In  fact,  if  I  could  just  echo  Ms.  Reilly.  You  know  what  Ms. 
Reilly's  complaint  is?  Her  complaint  is  that  not  enough  money  is 
recovered  in  these  cases.  And  if  you  want  to  respond  to  her  com- 
plaint, what  I  would  say  is  make  the  securities  laws  tougher  so 
that  more  money  can  be  recovered  for  the  victims. 

Senator  Dodd.  I  think  if  I  heard  here,  she  probably  had  that  to 
say  as  well.  And  you  made  the  point  in  your  opening  remarks 
about  the  difference  between  recovering  the  amount  of  her  invest- 
ment as  a  percentage  of  the  damages  that  have  been  done.  But,  as 
I  heard  her,  there  was  a  combination  of  complaints  in  all  of  that. 


80 

Explain  to  me  again  this  notion — I  heard  what  you  just  said  in 
terms  of  the  filters  that  defendants  have  to  go  through.  But  how 
does  one  explain  that,  even  if  it  doesn't  necessarily  occur  with  any 
great  frequency,  why  it  seems  to  be  occurring  at  least  with  some 
increased  frequency  within  certain  industries,  such  as  these  high- 
tech  businesses?  And  again,  maybe  it's  only  a  couple  of  rare  cases 
and  I'll  give  you  an  opportunity  to  respona  to  that,  within  days  of 
the  stock  dipping,  or  in  fact,  in  some  cases,  the  stock  even  went  up 
and  there  was  indication  that  lawsuits  were  filed  there  without 
having  been  some  sort  of  investigation. 

It  would  seem  difficult  for  a  proper  investigation  to  be  done  to 
determine  whether  or  not  there  was  fraud — you  may  ultimately 
prove  there  was,  but  someone  was  talking  about  clairvoyancy — -just 
because  the  stock  price  dropped,  the  10-percent  rule.  I  think  you 
addressed  some  of  this  in  your  opening  remarks. 

Mr.  Lerach.  Let  me  try  to  respond  to  that. 

Occasionally,  and  not  all  that  often,  suits  will  be  filed  very  quick- 
ly after  a  dramatic  stock  drop.  And  I'm  not  talking  about  10  per- 
cent. I'm  talking  about  the  stock  going  down  15  or  20  points  in  a 
single  day,  when  earnings  are  restated,  a  product  is  recalled,  or 
some  true  calamity  occurs. 

Now,  remember.  These  stocks  are  widely  owned  throughout  the 
United  States.  There  are  thousands  of  people  buying  these  stocks 
on  an  ongoing  basis.  When  you  have  that  kind  of  cataclysmic  col- 
lapse of  a  stock  price,  it  shouldn't  surprise  us  that  more  than  one 
unhappy  investor  finds  his  way  to  lawyers  to  seek  to  sue.  Now  the 
question  becomes,  why  does  the  suit  get  filed  so  quickly  in  that  in- 
stance? 

Part  of  it  is  the  lawyers  are  competitive.  They  have  to  be  to  sur- 
vive in  our  business.  We  are  up  against  the  best  talent  money  can 
buy  with  unlimited  funding  day-in,  day-out.  It's  almost  Darwinian. 
We  could  not  be  here  if  we  weren't  competitive  at  the  top.  And  yes, 
people  do  file  quickly.  However,  remember  the  world  is  different 
today  than  it  was  20  years  ago.  We  do  use  word  processing  ma- 
chines, not  quill  pens.  We  have  all  the  SEC  filings  of  all  public 
companies  on  a  little  disk  this  big.  Anyone  can  get  it.  All  of  a  com- 
pany's press  releases  are  available. 

I  can  have,  in  an  hour,  a  paralegal  prepare  a  chart  just  like  that 
for  me  to  look  at  what  has  happened  with  a  company.  And  what 
do  you  think  I  think  when  I  see  a  pattern  like  this,  where  I  see 
the  top  executive  sold  $3V2  million  of  stock  for  himself  within 
weeks  of  when  the  stock  collapsed? 

Yes,  and  we  are  experienced.  We  have  brought  many  cases  and 
we  can  prepare  and  file  cases  quickly.  And  I  realize  that 

Senator  Dodd.  What  does  that  mean,  someone  else  will  file  the 
lawsuit  if  you  don't? 

Mr.  Lerach.  We  are  competitive.  We  want  to  control  the  case. 
We  believe  we  can  do  the  best  job  and  we  want  to  be  first  to  file 
so  that  we  can  control  the  case,  and  the  case  will  be  competently 
prosecuted. 

The  courts  historically,  and  maybe  this  is  a  problem,  the  courts 
historically  have  rewarded  the  first  filed  case  with  control  of  the 
case  as  lead  counsel.  That's  something  the  courts  have  done.  We 
are  reacting  to  that. 
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I  think,  in  the  end,  Chairman  Dodd,  the  inquiry  really  ought  to 
be  not  how  quickly  was  the  case  filed,  but  was  the  case  meritori- 
ous. 

Senator  Dodd.  I  agree. 

Mr.  Lerach.  And  if  it  wasn't  meritorious  and  it  was  filed  too 
quickly,  then  let  the  judge  visit  sanctions.  That  fellow  who  got 
$500,000  for  writing  the  fetter,  I  want  to  get  that  work  the  next 
time.  But  let  him  send  a  bill  for  the  $500,000  to  the  lawyer  who 
filed  too  quickly. 

Senator  Dodd.  And  I  think  you'd  appreciate  this.  Obviously,  you 
look  at  a  certain  fact  situation  and  you  are  experienced  and  others 
are,  and  you  would  look  at  this  and  say,  well,  there's  something 
that  may  be  going  on  here.  Alternatively,  there  may  not  be.  There 
may  have  merely  been  the  mere  coincidence  of  certain  activities, 
nothing  maybe  as  pronounced  as  that,  the  particular  example  that 
your  chart  shows. 

There  is,  however,  I  would  argue,  an  immediate  economic  impact 
on  that  entity  where  the  lawsuit  has  been  filed.  There's  usually  a 
good  story,  if  it's  a  particularly  well  known  company,  certainly  lo- 
cally, that  the  XYZ  Corporation  has  just  been  sued  for  fraud,  in 
terms  of  the  financial  standing  of  that  company,  its  ability  to  raise 
capital,  the  value  of  its  stock,  whatever  else  it  may  be.  In  fact,  one 
might  argue  that  the  filing  of  the  lawsuit  contributes  in  some  way 
maybe  to  the  collapse  in  the  value. 

So  I  think,  again,  striking  that  balance  here,  that  you've  made 
a  good  point.  Maybe  we  need  to  take  a  look  and  talk  about  how  you 
determine  the  merit  of  a  case,  rather  than  who  gets  to  the  starting 
line  first,  if  in  fact  that's  a  very  revealing  piece  of  information  for 
this  committee,  because  my  suspicions  are  that  it  does  contribute 
to  some  of  the  complaints  about  what  happens  to  the  value  of  these 
companies. 

Mr.  Lerach.  I  don't  think  there's  any  question  that  it  makes  the 
executives  furious  when  they're  sued  the  day  after  a  disclosure.  I've 
heard  it  and  I  understand  it.  It's  something  that  ought  to  be  looked 
at.  We  talk  about  it  ourselves  on  our  side  of  the  bar. 

But  I  still  say  at  the  end  of  the  day,  the  inquiry  ought  to  be,  did 
the  case  have  merit  and  if  it  didn't  and  it  was  frivolous,  then  that 
judge  ought  to  sanction  the  lawyer  who  abused  the  system. 

Senator  Dodd.  Yes.  Well,  I  appreciate  that.  And  also,  I  raised 
this  issue  earlier  with  Mr.  McLucas  and  others.  One  of  the  things 
we're  trying  to  get  is,  of  course,  to  get  more  voluntary  disclosure, 
beyond  what  the  letter  of  the  law  necessarily  requires — for  in- 
stance, who's  being  considered  as  a  potential  director? 

The  law  doesn't  require  you  to  talk  about  that.  But  I  presume 
that  that  would  be  worthwhile  information  to  have  as  an  investor. 
Who's  going  to  be  on  that  board?  I  think  it  would  be  virtually  im- 
possible to  achieve  the  results  by  requiring  it  by  law. 

So  here  we  are  trying,  in  a  sense,  to  open  that  process  up  so  that 
the  average  person  may  make  some  intelligent  decisions,  and 
you've  heard  me  say  this  to  the  other  panel.  The  concern  I  have, 
on  the  other  hand,  is  that,  in  effect,  we  get  a  retrenching,  pulling 
back  in,  in  fact,  going  quite  the  opposite  direction  of  coming  for- 
ward, saying,  boy,  we're  not  going  to  tell  them  anything  that  we 
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don't  have  to,  except  what  we're  absolutely  required  to,  thus  con- 
tributing maybe  in  some  ways  to  the  very  problems. 

Mr.  Lerach.  I  hear  that  threat  maae  by  public  companies.  I 
think  if  you  and  I  were  to  look  at  the  Dow  Jones  news  wire  on  any 
given  day,  we'd  rapidly  conclude  there  is  no  shortage  of  self- 
aggrandizing  corporate  information  being  put  out  into  the  market- 
place. 

Senator  Dodd.  Let  me  ask  you,  Mr.  Billipp  and  Mr.  Ramser,  and 
we  appreciate  you  being  here  and  it's  not  easy  to  step  forward.  In 
fact,  I  think  some  of  you  may  feel,  was  I  an  idiot?  I  think  you  told 
us  about  your  backgrounds,  because  obviously,  you're  not.  You're 
experienced  people  and  we  appreciate,  Mrs.  Billipp,  you're  being 
here  as  well.  But  it's  not  necessarily  comfortable  to  sit  at  a  table 
in  a  public  hearing  and  talk  about 

Mr.  Billipp.  It's  interesting,  if  nothing  else.  I've  never  been  at 
a  Senate  hearing  before. 

Senator  Dodd.  We  appreciate  it.  We  try  to  make  it  interesting 
for  you. 

[Laughter.] 

But  I  asked  Ms.  Reilly  the  question  and  I'll  ask  it  to  both  of  you, 
because  one  of  the  concerns  raised  is  investor  confidence.  As  a  re- 
sult of  the  experience  you've  been  through,  and  there  is  different 
experience. 

Mr.  Billipp.  Yes,  there  were. 

Senator  Dodd.  Municipal  bonds  is  a  whole  different  set  of  re- 
quirements being  debated  and  discussed  up  here  as  to  how  those 
ought  to  be  handled.  I,  for  one,  have  a  problem  with  necessarily  the 
registering  of  those  things,  but  I  think  certainly  the  people  who 
deal  in  them  ought  to  be  registered,  and  thats  a  different  ap- 
proach. 

There  are  some  concerns  raised  about  the  first  aspect,  but  that's 
a  side  issue. 

But  the  question  of  whether  or  not  either  of  you,  in  terms  of  your 
confidence  as  someone  who  would  re-enter  the  market  as  a  result 
of  the  experience  you've  been  through.  How  would  you  comment  on 
that? 

Mr.  Billipp.  I  don't  think  it  would  affect  my  confidence  because 
I  already  know  that  there  is  an  avenue  for  remuneration,  regard- 
less of  the  percentage. 

I  think  what  I  have  learned  through  this  whole  process  is  that 
simply  because  something  is  stated  in  a  prospectus  that  has  been 
accepted  or  is  acceptable  to  the  SEC  or  any  other  regulatory  body, 
that  doesn't  make  it  so.  I  think  I  would  be  a  lot  more  careful  per- 
haps. But  it  doesn't  shake  my  satisfaction  with  the  system  that  ex- 
ists in  order  to  try  and  get  remuneration  for  funds  that  have  been 
lost  through  fraud. 

I  think  the  legal  system  is  OK  I  think  that  I  perhaps  would  be 
scared  next  time  that  there  might  be  something  that  again  is  not 
disclosed  early.  That  was  at  least  the  problem  in  our  case,  a  lot  of 
failure  to  tell  us  about  things  that  had  happened  in  the  past,  any 
one  of  which,  had  we  known,  we  would  not  have  bought  those 
bonds. 

Senator  Dodd.  You  sound  like  you're  really  dealing  with  a  real 
snakeoil  salesman  here. 
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Mr.  Billipp.  It  was  a  mess,  a  terrible  mess. 

Senator  Dodd.  Yes.  So  that's  pretty  clear. 

Mr.  Billipp.  And  this  is  what  I  meant  about  the  baby  and  the 
bath  water.  I  want  to  make  sure  that  any  changes  you  make,  don't 
discourage  small  investors  like  us  from  initiating  these  class-action 
suits. 

Senator  Dodd.  Again,  other  people  have  a  different  view  up  here. 
And  for  those  in  the  room,  as  long  as  I  am  sitting  in  this  chair  of 
this  subcommittee,  the  British  rule  ain't  going  to  ever  happen.  I 
have  other  reasons,  other  things  that  I'd  look  at,  but  I  think  that 
approach  worries  me  deeply.  Again,  maybe  I'm  a  minority  of  one 
up  here  with  that  view,  but  I  feel  it  pretty  strongly.  I  think  that's 
a  very  ill-advised  way  to  proceed,  in  my  view,  on  that  particular 
point. 

Mr.  Ramser.  Frankly,  I  have  a  lot  of  confidence  in  the  system. 
I've  been  involved  in  a  multitude  of  investments,  both  prior  to  this 
episode  and  subsequent  to  that.  Of  course,  maybe  I  look  at  it  dif- 
ferently than  other  people,  but  I  basically  put  everything  on  a  risk 
pyramid.  At  the  top  of  that  is  probably — well,  I'd  say  the  lottery, 
next,  oil  and  gas  ventures,  and  you  get  down  to  what  was  allegedly 
involved  here,  really  safe  investments. 

All  this  is  an  educational  situation.  But  in  due  course,  I  think 
most  of  the  time  investors  have  been  treated  fairly,  although  they 
should  be  well  aware  of  what  they're  getting  into. 

Senator  Dodd.  So  you  still  have  a  heightened 

Mr.  Ramser.  Very  much  so. 

Senator  Dodd.  Mr.  Radetich,  you  talked  about  the  69  securities 
class-action  settlements  on  which  your  firm  has  acted.  And  you 
said  your  analysis  shows  that  80  percent  of  the  settlement  proceeds 
go  to  investors.  And  the  remaining  part  goes  to  the  attorneys? 

Mr.  Radetich.  Attorneys'  fees  and  costs  and  costs  related  to  the 
notification  and  administrative  processes.  These  costs  can  be  quite 
high  depending  upon  the  matter. 

Senator  Dodd.  You've  done  these  studies.  You  didn't  figure  out 
that  aspect  of  this? 

Mr.  Radetich.  A  lot  of  the  time,  we  do  not  get  a  reconciliation 
of  the  fees  and  costs  and  therefore  do  not  have  that  information 
broken  down,  Senator. 

Senator  Dodd.  On  average. 

Mr.  Radetich.  We  do  not  have  a  particular  percentage  that  goes 
to  administration  and  a  particular  percentage  that  goes  to  attor- 
neys' fees.  I  just  don't  have  the  figures  in  our  data  base  to  come 
up  with  that  information  right  now. 

Senator  Dodd.  Well,  you  might  try,  just  on  the  average.  I  realize 
that  it  varies,  but  I'd  be  interested  in  now  that  breaks  out  in  those 
69  cases  you  were  involved  in.  Is  that  available?  Could  you  get  that 
for  me? 

Mr.  Radetich.  I  could  probably,  yes.  I  may  not  be  able  to  get  it 
for  all  69  matters,  but  I  certainly  can  get  it  for  a  majority  of  those 
matters. 

Senator  Dodd.  Or  even  just  to  give  me  some  averages,  just  to 
give  me  some  sense  of  how  that  breaks  out. 

Mr.  Radetich.  I  can  certainly  do  that. 
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Mr.  Billipp.  Chairman  Dodd,  may  I  volunteer  a  bit  of  informa- 
tion in  our  particular  case? 

Senator  Dodd.  Yes. 

Mr.  Bilupp.  The  suit  was  for  the  $16  million  invested  in  this 
venture.  We  got  back  as  bond-holders  almost  exactly  60  percent  of 
the  original  investment. 

The  law  firm  got  about  9  percent  of  the  out-of-court  settlement. 
If  one  throws  into  the  total  receipt  that  we  got  back  the  value  of 
the  sale  of  the  bricks  and  mortar,  the  total  recovery  in  that  case 
was  about  60  percent,  of  which  only  3  percent  of  the  total  went  to 
the  lawyers'  fees  who  represented  us. 

Senator  Dodd.  OK. 

Mr.  Billipp.  Maybe  we  just  had  an  outstanding  law  firm.  I  think 
we  did.  But,  in  fact,  this  gentleman  here  is  part  of  it,  and  I  think 
they  did  an  excellent  job. 

Senator  Dodd.  I  figured  he  was  sitting  there  for  a  reason. 

Mr.  Billd?p.  But  it's  a  very  low  percentage. 

Senator  Dodd.  I  had  a  feeling  you  weren't  going  to  castigate  him 
when  he  took  that  chair  there. 

Mr.  Billdt»p.  No,  sir. 

[Laughter.] 

Senator  Dodd.  I  want  to  get  back,  if  I  can.  You  do  things  other 
than  just  securities  work. 

Mr.  Radetich.  We've  done  all  types  of  class  actions,  that's  cor- 
rect. 

Senator  Dodd.  Right.  So  tell  me  about  nonsecurities  work  and 
how  those  numbers  break  out. 

Mr.  Radetich.  We  have  done  administration  of  anti-trust  mat- 
ters over  the  years.  In  an  anti-trust  matter,  usually,  the  recovery 
is  based  on  purchases  during  a  particular  class  or  time  period. 
Quite  frankly,  in  those  matters,  recoveries  are  probably  less  than 
in  security  class  actions. 

I've  always  used  as  a  rule  of  thumb  in  dealing  with  claimants 
who  call  on  the  telephone  that  in  securities  matters  the  median  re- 
covery is  approximately  25  percent  of  the  out-of-pocket  losses.  I  ex- 
plain to  them  that  it  is  difficult  to  estimate  an  expected  recovery 
prior  to  the  proof  of  claim  forms  being  filed  and  knowing  how  many 
people  actually  file  and  what  the  total  recognized  losses  or  out-of- 
pocket  losses  are  for  approved  claimants.  It  is  very  difficult  to  come 
up  with  a  percentage  of  recovery  prior  to  the  claim  forms  being 
mailed. 

We  probably  have  more  contact  with  class  members  than  anyone 
in  the  process  because,  certainly,  when  class  members  start  filing 
their  proof  of  claim  forms,  they  call  our  office  and  they  visit  our  of- 
fice. They  want  to  hand-deliver  their  proof  of  claim  forms.  They 
send  us  letters  describing  what  had  transpired.  Many  people  tell 
stories  of  losing  their  life-savings.  You  get  a  litany  of  their  entire 
life  in  addition  to  the  proof  of  claim  form. 

Probably  one  of  the  most  common  questions  is  what  can  you  ex- 
pect in  terms  of  a  recovery?  We  usually  indicate  to  these  people 
that,  in  a  securities  class  action,  the  rule  of  thumb  is  about  25  per- 
cent of  the  out-of-pocket  loss. 


85 

In  the  anti-trust  cases,  that  percentage  is  probably  closer  to  10 
percent.  And  of  course,  as  I  indicated,  that  is  basically  10  percent 
of  purchases  during  a  particular  class  period. 

We  have  also  done  other  class  actions  covering  a  broad  variety 
of  areas  such  as  overcharges  from  governmental  entities  on  real  es- 
tate taxes.  We  did  the  Three  Mile  Island  class  action,  in  which  peo- 
ple suffered  damages  as  a  result  of  the  Three  Mile  Island  accident. 

For  those  types  of  matters,  there's  a  broad  range  of  recoveries; 
anywhere  from  1  or  2  percent  of  actual  damages  to  some  matters 
in  which  the  recovery  is  90  percent  of  the  actual  damages. 

But,  as  I  indicated,  the  security  matters  probably  have  recoveries 
in  the  area  of  about  25  percent. 

Senator  Dodd.  And  you  further  state  that  in  securities  matters, 
that  the  claimants  do  better  generally  than  all  other  class  actions 
that  you  handle.  Generally. 

Mr.  Radetich.  Yes. 

Senator  Dodd.  Generally. 

Mr.  Radetich.  Yes,  generally. 

Senator  Dodd.  OK  Well,  we're  completing  earlier  than  Pete  Do- 
menici  coming  back  and  I'm  sure  there  may  be  some  additional 
questions. 

Would  any  of  you  care  to  comment  at  all  on  other  things  that 
you've  heard?  I've  taken  your  time  here.  You've  been  very  patient. 
I  call  the  last  panel  always  the  patient  panel  because  you  had  to 
sit  and  hear  the  other  ones  testify.  Are  there  any  additional  com- 
ments that  any  of  you  would  care  to  make? 

Mr.  Lerach.  Can  I  take  a  moment  and  just  address  one  point? 

Senator  Dodd.  I  had  a  feeling  you  might. 

[Laughter.] 

Mr.  Lerach.  Professor  O'Brien  frequently  says  that  96  or  95  or 
97  percent  of  these  cases  settle  compared  to  70  percent  of  litiga- 
tions generally  and  he  draws  an  adverse  inference  from  that.  I'd 
like  to  make  two  points  about  it. 

From  my  reading  of  his  study,  his  primary  source  of  data  is  a 
securities  class-action  publication  that  focuses  on  settled  cases.  It's 
a  publication  that's  meant  to  put  out  information  to  people  about 
settlements.  I  think  the  fact  that  he  looks  to  that  publication  pri- 
marily as  a  source  of  his  data  tends  to  skew  his  view  as  to  how 
many  cases  are  settled. 

It  may  be  that  95  percent  of  all  securities  class  actions  that 
aren't  dismissed  under  rule  12(b)(6),  that  aren't  dismissed  under 
rule  9(b),  and  that  survive  summary  judgment  settle,  but  that 
wouldn't  surprise  me  and  I  don't  think  it  would  surprise  anyone 
else. 

There  is  absolutely  no  data  anywhere  in  the  world  to  support  the 
suggestion  that  only  70  percent  of  litigations  generally  settle.  I  do 
not  know  where  that  comes  from.  All  studies  or  anecdotal  tales 
that  I'm  aware  of  suggest  that  it's  much  higher.  I  just  don't  know 
where  the  70  percent  comes  from  and  I  don't  think  you  should 
draw  an  inference  which  is  being  offered  that  every  one  of  these 
cases  settle  for  a  lot  of  money.  That's  just  not  the  truth. 

Senator  Dodd.  OK.  Well,  we'll  ask  that  question  regarding  the 
70  percent. 

Did  you  want  to  comment? 
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Mr.  Radetich.  No. 

Senator  Dodd.  Well,  thank  you  very,  very  much  and  I'm  con- 
fident my  other  colleagues  may  have  some  additional  questions  for 
you,  all  of  you  here  this  afternoon. 

This  has  been  a  long  time  and  I  apologize.  It's  almost  6  hours, 
and  the  break  because  of  the  votes.  We're  going  to  reconvene  this 
committee  next  Thursday  for  some  additional  testimony  in  this 
area. 

Let  me  just  say  to  those  of  you  here  and  those  who  may  have 
left,  this  has  been  tremendously  helpful  to  me,  and  I  think  to  the 
Members  here.  I  must  tell  you,  for  those  of  you  who  are  not  famil- 
iar with  this  process,  the  fact  that  this  many  Members  were  here 
ovor  the  past  6  hours  to  participate  is  not  terribly  common  on  a 
subject  matter,  particularly  one  that  is  rather  esoteric  in  some 
areas  because  you're  getting  into  law  that  most  people  are  not  fa- 
miliar with.  But  it  indicates  and  it  evidences  an  interest,  I  think, 
that  is  healthy. 

As  I  mentioned  at  the  outset,  there  is  no  piece  of  legislation 
pending  in  the  Senate.  I  realize  there  is  in  the  House.  My  intention 
is  to  go  through  the  process  as  the  Chairman  of  this  subcommittee. 
Obviously,  I  can't  restrain  anyone  else  from  introducing  a  bill  or 
not  introducing  a  bill.  But  I  thought  it  would  be  helpful  to  go 
through  a  process  and  listen  and  to  try  and  discern  what  is  out 
there,  what  is  occurring,  what  ideas  are  there,  is  there  a  need  for 
a  fix,  what  sort  of  a  fix,  what  would  work,  what  wouldn't? 

I  expressed  my  view  on  the  British  rule.  I  would  say  that  on  the 
issue  of  joint  and  several  liability,  I  have  a  different  point  of  view. 
I'm  more  inclined  to  look  at  that  a  bit  for  the  reasons  that  have 
been  articulated  by  others  and  I  won't  go  into  it,  but  I'm  interested 
in  hearing  the  views  that  people  have  on  that  particular  aspect  of 
this  whole  area. 

And  obviously,  again,  it's  critically  important,  I  think,  that  every- 
one understand  that  it  is  not  the  intention  of  this  subcommittee  or 
this  Member,  nor  anyone  else  I  know  of  here,  to  in  any  way  try  to 
discourage  the  legitimate  plaintiff  from  stepping  forward  and  hav- 
ing his  or  her  grievances  redressed,  be  it  through  the  actions  taken 
by  the  SEC  or,  in  90  percent  of  the  cases,  through  the  private  liti- 
gation process  at  all,  but  to  try  and  make  this  work  fairly  and  to 
see  to  it  that  while  we're  also  encouraging  confidence  of  investors, 
we're  also  very  cognizant  and  feel  it's  extremely  important  that  for 
companies  out  there  trying  to  survive,  trying  to  raise  capital,  trying 
to  do  a  good  job,  that  they  should  not  be  unfairly  castigated  in  a 
process  that  would  achieve  those  results  wittingly  or  unwittingly. 

So  it's  a  balancing  that  we're  trying  to  engage  in  here  and  your 
testimony  has  been  really  helpful.  I  want  you  to  know  that,  as  it 
has  been  from  the  other  panels. 

We  look  forward  to  the  hearing  next  week  and  proceed  from  that 
point.  But  I  thank  all  of  you  for  being  here. 

The  subcommittee  will  stand  adjourned. 

[Whereupon,  at  3:30  p.m.,  the  subcommittee  was  adjourned.] 

[Prepared  statements,  response  to  written  questions,  and  addi- 
tional material  supplied  for  the  record  follow:] 
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PREPARED  STATEMENT  OF  SENATOR  PETE  V.  DOMENICI 

Mr.  Chairman,  I  sincerely  want  to  thank  you  for  holding  these  hearings. 

The  integrity  of  our  capital  markets,  the  flow  of  accurate  information  and  the  abil- 
ity of  entrepreneurs  to  innovate,  grow  and  create  jobs  is  very  important  for  a  vi- 
brant American  economy.  Preservation  of  those  capital  markets  is  an  important  re- 
sponsibility for  this  committee.  The  purpose  of  this  hearing  is  to  examine  how 
10(bX5)  litigation  is  affecting  these  markets. 

I  am  a  lawyer.  Three  of  my  eight  children  are  lawyers.  All  three  of  my  sons-in- 
law  are  lawyers,  and  the  woman  my  youngest  son  is  "seriously  dating"  is  a  lawyer 
in  the  White  House.  Therefore,  the  issue  of  litigation  is  very  personal  to  me. 

The  number  of  lawyers  has  doubled  since  1970  and  the  overall  increase  in  litiga- 
tion is  of  great  concern.  It  is  competitiveness  issue.  Product  liability,  medical  mal- 
practice, lender  liability  for  superfund  site  clean  up  are  all  areas  that  impede  our 
economic  growth. 

But  the  area  I  find  most  troubling  is  the  area  of  frivolous  securities  fraud.  The 
allegation  of  fraud  is  a  very  ugly  allegation.  Our  securities  system  is  based  on  open 
disclosure  of  information.  That  system  of  disclosure  is  essential  to  the  way  our  com- 
panies raise  capital  to  innovate,  grow  and  expand. 

Someone  asked  me  the  other  day  for  a  symbol  of  our  America  way.  I  decided  that 
one  such  symbol  might  be  our  stock  markets. 

Sometimes  we  take  for  granted  these  wonderful  institutions  that  we  call  capital 
markets.  They  enable  the  United  States  to  be  a  market  driven,  free  market  econ- 
omy. 

In  fact,  I  am  amazed  by  the  requests  for  technical  assistance  from  foreign  visitors 
to  the  U.S.  who  are  interested  in  establishing  their  own  capital  markets,  and  stock 
exchanges.  They  see  capital  markets  as  a  prerequisite  step  to  their  emergence  as 
free  market  Democracies. 

The  disclosure  of  accurate  information  under  our  securities  laws  makes  our  sys- 
tem work.  It  provides  the  confidence  that  encourages  individual  and  institutional  in- 
vestors to  take  a  risk  by  investing  their  money. 

And  Rule  10(bX5)  is  a  cornerstone  of  our  securities  laws.  Because  of  its  promi- 
nence and  its  power  as  a  tool,  we  have  to  approach  changes  very  prudently. 

I  support  a  vigorous  10(b)(5)  private  right  of  action  so  that  shareholders — who  are 
defrauded  can  be  made  as  whole  as  possible.  Perpetrators  of  fraud  who  compromise 
our  capital  markets  for  their  own  personal  gain  should  pay  a  stiff  penalty. 

But  there  is  a  disturbing  trend.  During  the  last  five  years  one  in  eight  companies 
traded  on  the  New  York  Stock  Exchange  were  sued  for  10(b)  violations. 

The  truth  is,  Mr.  Chairman,  there  isn't  that  much  fraud,  but  there  is  that  much 
litigation. 

But  most  companies  who  raise  money  in  our  capital  markets  and  whose  stock 
trades  on  our  stock  exchanges  should  not  be  deemed  defrauders  just  because  the 
stock  drops. 

Former  SEC  Chairman  Richard  Breeden  has  noted  that  the  "problem  of  meritless 
securities  litigation  .  .  .  is  a  serious  one"  and  that  "such  litigation  imposes  costs  on 
the  defendant,  which  .  .  .  are  ultimately  borne  by  the  issuer's  shareholders."  He 
concluded,  that  legislative  reforms  to  deter  meritless  claims  "would  be  highly  bene- 
ficial." He  also  commented  that  the  current  system  fails  to  distinguish  strong  claims 
from  weak  or  meritless  claims." 

The  Supreme  Court  in  1975,  recognized  that  "litigation  under  Rule  10(bX5)  pre- 
sents a  danger  of  vexatiousness  different  in  degree  and  kind  from  that  which  accom- 
panies litigation  in  general."  (Blue  Chip  Stamps  v.  Manor  Drug  Store)  421  U.S.  723 
739  (1975).  Unfortunately,  the  Supreme  Court  prophesied  too  well  the  potential  for 
abuse. 

This  leads  me  to  my  fundamental  premise  about  this  issue:  legal  rights  also  carry 
responsibilities.  And  for  this  reason  I  am  also  strongly  against  10(b)(5)  being  used 
to  abuse  our  civil  justice  system.  It  should  not  be  used  to  stifle  entrepreneurs  and 
to  chill  the  flow  of  information  from  the  companies  to  the  analysts  and  investors. 

There  should  be  no  right  of  action  just  because  a  stock  price  drops.  That  isn't 
fraud.  A  certain  degree  of  stock  volatility  is  the  nature  of  the  capital  markets. 
Stocks  go  up  and  down.  That  is  the  American  way. 

While  I  am  critical  of  the  system  allowing  too  many  frivolous  securities  fraud 
cases  I  am  also  doubly  critical  of  the  system  because  I  am  not  sure  that  the  bad 
guys  are  being  penalized  enough.  Our  system  should  penalize  them  both  civilly  and 
criminally. 

I  am  not  sure  that  victims  are  being  appropriately  compensated. 

This  hearing  has  a  narrow,  but  important  focus,  as  far  as  I  am  concerned.  That 
focus  is  to  explore  why  we  are  seeing  10(bX5)  lawsuits  filed  within  weeks,  some- 
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times  days  or  even  within  hours  after  a  stock  drops  in  price.  The  companies  are 
being  hurt.  Joint  and  several  liability  threatens  accountants,  outside  directors  and 
other  professionals  even  if  they  are  only  incidentally  responsible  for  an  investor  los- 
ing money.  We  are  seeing  less  disclosure  of  information  and  we  are  seeing  fewer 
and  fewer  experienced,  and  successful  people  willing  to  serve  as  outside  directors. 

Since  our  first  panel  is  a  panel  of  CEOs  from  some  of  the  country's  high  tech  com- 
panies, let  me  talk  about  their  part  of  the  this  problem  first.  I  am  delighted  that 
each  of  you  have  agreed  to  testify.  I  know  it  is  not  an  easy  thing  to  come  forward. 

Tom  Dunlap,  the  General  Counsel  for  Intel,  is  a  major  employer  in  New  Mexico 
and  is  planning  a  $1  billion  expansion  in  Rio  Rancho,  New  Mexico.  It  is  a  company 
I  am  proud  is  partially  located  in  New  Mexico,  and  as  national  leaders  we  should 
all  be  proud  that  Intel  is  a  significant  participant  in  our  national  economy.  Intel  has 
been  involved  in  seven  of  these  lawsuits  triggered  when  the  stock  dropped  in  price. 

I  don't  want  to  steal  Tom's  thunder,  but  I  am  pleased  justice  was  done  when  the 
first  set  of  these  cases  were  withdrawn.  That  was  the  good  news.  The  bad  news  is 
that  it  took  more  than  six  months  and  the  expenditure  of  substantial  Intel  resources 
and  legal  fees  to  convince  the  plaintiffs  that  they  had  no  case. 

You  won't  believe  circumstances  giving  rise  to  the  second  round  of  cases  was,  ex- 
cept to  say  that  the  case  was  filed  when  Intel  failed  to  correctly  read  the  mind  of 
another  judge.  I  will  let  him  tell  you  about  it. 

According  to  Scott  McNealy,  the  President  of  Sun  Microsystems  and  his  company 
has  been  sued  several  time — once  when  the  stock  went  down,  once  when  it  went 
up  and  once  for  settling  one  of  the  previous  suits — a  derivative  suit.  The  basis  of 
this  law  suit  was  that  the  company  settled  when  it  shouldn't  have  settled. 

I  think  common  sense  leads  you  to  the  conclusion  that  there  is  a  problem. 

I  am  a  student  of  the  economy.  There  are  certain  segments  that  are  critical  tech- 
nologies for  our  long  term  economic  growth.  These  include  computers,  other  elec- 
tronics and  biotechnology  firms.  These  are  the  firms  that  are  getting  sued.  I  am  de- 
lighted that  we  have  four  representatives  from  these  critical  technology  areas.  If  our 
economy  were  growing  as  a  whole  as  robustly  as  these  companies,  many  of  our  fiscal 
problems  would  be  much  easier  to  solve. 

John  Adler  is  the  CEO  for  ADAPTEC  and  is  here  representing  the  American 
Business  Conference  which  is  an  organization  of  the  100  fastest  growing  companies 
in  America.  If  there  are  companies  that  represent  America's  future,  it  is  the  ABC. 

We  also  have  Edward  McCracken  the  President  and  CEO  of  Silicon  Graphics  ap- 
pearing as  a  witness.  In  addition  to  his  very  important  testimony,  he  can  also  tell 
us  about  his  company's  involvement  in  the  production  of  "Jurassic  Park."  How  did 
you  make  those  dinosaurs  look  so  lifelike?  I  have  a  grandchild  who  wants  her  very 
own. 

I  hope  we  can  spend  most  of  the  day  talking  about  these  types  of  law  suits. 

New  Mexico  is  the  home  to  Los  Alamos  and  Sandia  National  Laboratories.  It  is 
the  home  of  some  of  the  finest  scientists,  and  some  world-class  innovation.  I  have 
seen  some  of  these  scientists  leave  the  laboratories  and  start  up  high  technology 
companies.  They  tell  me  that  the  science  and  the  innovation  is  the  easy  part  of  a 
new  business.  The  really  difficult  challenge  in  the  financing. 

The  New  Mexico  banks  take  them  as  far  as  they  can.  I  know  a  banker  in  Los 
Alamos  that  I  refer  to  as  the  banker  to  some  of  the  most  important  technology  in 
the  world.  That  is  Bill  Enloe.  But  frankly,  the  successful  companies  soon  outgrow 
the  banks  and  end  up  looking  for  venture  capital  and  eventually  move  on  to  raising 
capital  on  Wall  Street. 

I  spent  the  last  recess  touring  New  Mexico  meeting  with  entrepreneurs.  We  fo- 
cused: on  economic  development.  We  focused  on  start-up  companies  and  creating  new 
jobs  so  that  our  kids  don't  have  to  leave  the  State  to  find  a  job. 

Banks  are  not  lending  as  much  as  they  used  to.  Venture  capitalists  have  cut  back 
their  support  for  start-ups.  This  is  one  reason  why  we  are  seeing  more  initial  public 
offerings. 

I  know  first  hand  how  hard  these  entrepreneurs  struggle  to  make  it.  Some  don  t. 
They  seem  to  reach  a  bit  of  success,  get  listed  on  a  NASDAQ,  or  one  of  the  bigger 
exchanges  and  the  next  thing  they  know,  they  are  getting  sued  because  their  stock 
prices  have  dropped. 

What  is  happening  in  New  Mexico  is  very  minor  compared  to  the  activity  in  Sili- 
con Valley  in  California,  or  Route  1  in  Massachusetts  or  at  the  research  triangle 
in  North  Carolina.  These  high  tech  enclaves  are  the  source  of  a  great  deal  of  eco- 
nomic growth  and  they  are  Deing  sued  at  an  alarming  rate.  They  are  being  sued 
mostly  because  their  stock  dropped  by  an  amount  that  triggers  a  litigation  for- 
mula— a  point  at  which  it  becomes  worthwhile  for  the  law  firms  to  bring  cases. 

My  problem  and  my  question  is  why  are  these  cases  being  filed  so  quickly?  How 
can  anyone  know  whether  anything  improper  has  been  done  much  less  whether 
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fraud  has  been  committed.  Review  with  me  for  a  moment  the  elements  for  a  fraud 

case: 

— Material  misstatement  or  omission  of  a  material  fact; 

— Justifiable  reliance  by  the  person  harmed; 

— Knowledge  that  the  person  harmed  would  detrimentally  rely  upon  the  statement; 

— Intent  to  commit  fraud  or  scienter  on  the  part  of  the  perpetrator. 

Those  are  a  lot  of  facts  to  verify  before  a  lawsuit  should  be  filed.  I  am  delighted 
that  we  have  some  members  of  the  bar  here  today  to  explain  how  these  elements 
can  be  diligently  explored  in  such  a  short  time  before  the  law  suit  is  filed. 

There  are  a  lot  of  interests  to  carefully  weigh.  There  are  the  shareholder/investors 
whose  rights  must  be  protected  and  whose  investment  must  be  subject  to  the  light 
of  full  disclosure.  There  are  the  CEOs  trying  to  run  companies  and  contribute  the 
economic  strength  to  this  great  Nation.  There  are  the  outside  directors  who  bring 
an  independent  viewpoint  and  the  voice  of  experience  to  start-up  and  developing 
companies  who  must  not  be  discouraged  from  serving,  but  who  must  conscientiously 
perform  their  duties.  There  are  the  auditors  and  CPAs  who  must  carefully  certify 
the  financial  statements  upon  which  many  investment  decisions  are  made. 

These  lawsuits  are  making  it  harder  for  American  companies  to  raise  capital,  and 
to  attract  experienced  board  members.  At  the  same  time  these  lawsuits  distract  en- 
trepreneurs and  make  it  more  difficult  for  them  to  focus  on  the  business  of  being 
competitive. 

I  have  talked  to  shareholders  and  they  don't  seem  too  keen  on  the  system  either. 
Cases  settle  96  percent  of  the  time.  Plaintiffs'  lawyers  typically  receive  about  30  to 
40  percent  of  the  settlement  before  the  plaintiffs  receive  anything.  Institutional  in- 
vestors receive  the  lion's  share  of  what  is  left  and  the  individual  investor  recovers 
maybe  5  cents  of  every  dollar  of  his  or  her  losses. 

This  doesn't  seem  to  be  a  very  satisfying  result.  The  system  has  innocent  people 
settling  the  cases  because  no  other  course  of  action  makes  economic  sense.  It  costs 
more  to  prove  innocence  than  it  does  to  settle.  True  fraud  perpetrators  are  paying 
no  more  than  the  unfortunate  and  blameless.  Shareholders  recovering  pennies  re- 
gardless of  whether  there  was  fraud  or  not. 

Some  argue  that  the  frivolous  lawsuit  is  not  very  serious  and  they  point  to  the 
increase  in  initial  public  offerings.  But  this  committee  knows  very  well  that  banks 
are  not  lending  to  Dusinesses.  We  had  a  hearing  on  venture  capital  and  witnesses 
testified  that  venture  capital  funds  have  reduced  their  investments  in  small  busi- 
ness. One  study  showed  that  new  investment  by  venture  capital  firms  in  small  busi- 
ness shrunk  by  fifty  percent  from  1987  to  1991. 

This  means  that  firms  are  being  pushed  into  the  equity  markets.  This  probably 
explains  why  there  has  been  an  increase  in  initial  public  offerings  notwithstanding 
the  threat  of  litigation. 

Years  ago  I  came  before  this  Committee  very  concerned  about  junk  bonds,  and 
the  impact  of  hostile  take  overs  on  our  economy  and  the  safety  and  soundness  of 
our  financial  institutions.  Only  years,  later  was  it  proved  that  I  was  right  about  the 
problem. 

I  have  the  same  feeling  about  this  phenomenon.  My  concern  isn't  just  a  gut  reac- 
tion. It  is  substantiated  by  academic  studies  by  Janet  Cooper  Alexander  and  Joseph 
Grundfest  at  Stanford,  Robert  Samuelson,  and  one  of  our  witnesses  today,  Vince 
O'Brian. 

I  want  to  hear  what  our  witnesses  have  to  say. 


PREPARED  STATEMENT  OF  SENATOR  JOHN  F.  KERRY 

Mr.  Chairman:  I  congratulate  you  for  holding  this  timely  hearing  on  securities 
litigation  reform  and  on  the  "Financial  Fraud  Detection  and  Disclosure  Act,"  S.630, 
which  I  have  introduced  in  the  Senate,  which  would  amend  Federal  securities  laws 
to  facilitate  the  reporting  of  indicators  of  financial  fraud  to  regulators  by  account- 
ants. 

As  I  learned  in  painful  detail  over  the  past  four  years  over  the  course  of  inves- 
tigating the  Bank  of  Credit  and  Commerce,  International  (BCCI),  current  account- 
ing practices  too  often  fail  to  detect  financial  fraud,  here  in  the  United  States  as 
well  as  abroad. 

This  creates  serious  consequences  for  the  securities  industry  and  capital  markets. 
External  auditors  play  a  critical  role  in  the  self-regulatory  process  in  the  financial 
marketplace.  When  an  external  auditor  certifies  the  financial  statement  of  a  busi- 
ness, it  is  simultaneously  providing  different  services  to  different  audiences. 
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For  the  shareholders  of  the  institution  it  is  certifying,  it  is  providing  what  is  sup- 
posed to  be  a  clear,  full,  and  fair  description  of  the  actual  performance  of  the  busi- 
ness to  assist  the  shareholder  in  determining  the  value  of  his  investment,  the  per- 
formance of  the  company,  and  the  strength  of  the  company's  management,  as  well 
as  assurances  that  the  company  has  no  untoward  risks  from  violations  of  law  or  reg- 
ulatory compliance. 

To  anyone  else,  an  annual  certification  represents  what  may  be  the  principal 
means  by  which  an  outsider  can  evaluate  the  safety  of  entering  into  a  transaction 
with  a  business.  As  Securities  and  Exchange  Commissioner  Richard  C.  Breedon  tes- 
tified earlier  this  year: 

Both  large  institutions  and  the  smallest  individual  investor,  together  with  sup- 
pliers of  goods  and  lenders,  rely  on  financial  statements  in  deciding  whether  or 
not  to  invest  in  a  firm  or  to  extend  credit,  and  if  so,  on  what  terms.  The  more 
accurate  those  financial  statements  are  in  portraying  the  financial  condition  and 
operating  results  of  firms,  the  more  efficient  the  overall  market  can  be  in  allocat- 
ing capital  and  producing  the  most  efficient  economy.  However,  to  the  degree  that 
financial  statements  do  not  fairly  or  accurately  portray  a  firm's  financial  condi- 
tion, credit  and  investment  decisions  will  be  made  that  may  not  have  been  made 
on  the  same  terms  had  the  firm's  true  financial  condition  been  accurately  under- 
stood. 

It  is  by  no  means  easy  for  any  outsider,  including  accounting  firms,  to  detect  the 
self-dealing,  off-the-books  accounting,  the  use  of  nominees  and  front  companies, 
schemes  to  inflate  income,  manipulation  of  inventories,  dummy  post  office  boxes  and 
phony  "brass  plate"  corporations,  and  similar  practices  of  the  crooks,  criminals,  and 
con-men  who  spring  up  anywhere  they  find  an  opportunity. 

When  the  Federal  securities  laws  were  enacted  60  years  ago,  Congress  considered 
establishing  a  corps  of  government  auditors  to  verify  corporate  balances  of  public 
companies  and  review  their  books.  Congress  then  abandoned  this  notion  in  favor  of 
giving  the  private  accounting  profession  the  responsibility  for  auditing  the  financial 
statements  of  publicly  traded  companies. 

Today,  neither  the  SEC  nor  any  other  Government  agency  is  in  a  position  to  re- 
view public  filings  by  corporations  in  any  detail.  That  responsibility  has  been  ceded 
to  private  accountants.  Recognizing  the  difficulties  inherent  in  catching  fraud,  no 
one  is  in  a  better  position  to  police  it  at  the  first  instance  than  the  accountants  re- 
tained to  certify  that  a  company's  books  and  records  present  a  true  and  accurate 
picture  of  its  financial  condition. 

The  Financial  Fraud  Detection  and  Disclosure  Act  would  give  the  SEC  the  ability 
to  issue  new  requirements  to  auditors  to  supplement  current  auditing  standards,  to 
assist  them  in  detecting  financial  chicanery. 

It  also  strikes  a  balance  between  the  auditors  responsibility  to  the  firm  that  has 
engaged  the  auditor,  and  the  auditors'  responsibility  to  the  public,  through  estab- 
lishing a  system  for  the  reporting  of  information  concerning  illegal  activity  that  al- 
lows management  to  take  corrective  action,  and  only  brings  the  Government  into 
the  situation  when  it  becomes  clear  that  remedial  action  will  not  or  cannot  be  taken. 
The  Act  would  impose  a  clearly  defined  set  of  responses  governing  accountants 
when  they  detect  information  that  an  illegal  act  may  have  occurred. 

Under  the  Act,  auditors  are  to  first  assess  the  information,  consider  the  impact 
of  it  on  the  financial  statement,  and  then  to  inform  management  and  the  company's 
audit  committee  or  board  of  directors.  If  the  auditors  believe  the  illegal  act  may 
have  a  material  effect  on  the  financial  statement  of  the  issue,  and  that  management 
has  not  taken  timely  and  appropriate  remedial  action,  the  auditors  are  required  to 
issue  a  formal  report  to  the  firm's  board  of  directors.  The  board  is  in  turn  required 
to  notify  the  SEC  of  the  report,  with  a  ccpy  to  the  auditors.  If  the  board  fails  to 
take  this  action,  the  auditors  are  required  to  provide  a  copy  of  the  report  to  the  SEC 
themselves,  and  have  the  option  of  additionally  resigning  from  the  auditing  engage- 
ment. 

An  important  constraint  on  auditors — the  fear  that  they  might  be  sued  for  telling 
the  Government  of  the  illegality  they  have  discovered — is  eliminated  by  the  Finan- 
cial Fraud  Detection  and  Disclosure  Act.  The  Act  protects  auditors  from  liability  in 
any  civil  litigation  for  "any  finding,  conclusion,  or  statement  expressed"  in  a  report 
to  the  Board  or  the  SEC  under  the  Act. 

And  the  Act  contains  reasonable  provisions  for  civil  penalties  for  accountants  who 
willfully  violate  the  procedures  set  forth  to  respond  to  information  concerning  finan- 
cial fraud,  enforced  by  the  SEC. 

The  gap  between  the  public's  expectations  of  accountants  and  the  protection  actu- 
ally offered  to  the  public  by  certified  audits  is  far  too  large.  This  legislation  is  de- 
signed to  narrow  that  gap,  and  if  enacted,  provide  strong  incentives  for  accountants 
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to  take  strong  action  whenever  they  discover  financial  wrongdoing.  If  it  proves  in- 
sufficient to  protect  against  every  substantial  securities  fraud,  it  may  still  do  much 
to  limit  the  scope  and  scale  of  the  damage  that  results  when  such  frauds  persist 
over  many  years,  and  long  after  the  first  signs  of  wrongdoing  have  been  apparent. 

S.  630  has  been  endorsed  by  the  American  Institute  of  Public  Accountants,  by  the 
Financial  Executives  Institute,  and  by  outgoing  SEC  Chairman  Breedon.  H.R.  574, 
introduced  by  Congressman  Wyden,  has  already  moved  through  Committee  in  the 
House. 

Mr.  Chairman,  with  your  assistance,  I  would  hope  we  could  mark-up  S.630  in  the 
Senate  Banking  Committee  prior  to  the  close  of  this  legislative  session.  I  look  for- 
ward to  working  closely  with  the  Chairman  and  the  Members  of  this  Committee  in 
an  effort  to  achieve  passage  of  this  Act  this  year. 


STATEMENT  OF  EDWARD  R.  McCRACKEN 

President  and  Chief  Executive  Officer,  Silicon  Graphics,  Inc. 

and  co-chairman,  american  entrepreneurs  for  economic  growth 

June  17,  1993 

Good  Morning. 

Mr.  Chairman,  I  am  Ed  McCracken,  President  and  Chief  Executive  Officer  of  Sili- 
con Graphics,  Inc.  I'm  pleased  to  be  here  today  to  present  my  views  on  the  effect 
that  private  securities  lawsuits  have  on  small,  innovative  companies.  I've  been 
asked  to  speak  to  this  subcommittee  today  on  behalf  of  the  American  Electronics 
Association  and  the  American  Entrepreneurs  for  Economic  Growth,  as  well  as  Sili- 
con Graphics.  But  first,  I  would  like  to  spend  a  few  minutes  talking  about  our  com- 
pany to  provide  you  with  an  understanding  of  my  perspective. 

Silicon  Graphics  is  a  true  American  success  story.  The  company  was  founded  in 
1982  by  Dr.  James  Clark,  a  Stanford  University  computer  science  professor  and  six 
of  his  graduate  students  who  had  the  vision  that  there  was  a  market  for  computer 
systems  based  on  three-dimensional  graphics.  When  Dr.  Clark's  research  was  ready 
to  be  put  in  practice,  he  paid  visits  to  established  computer  companies  to  try  to  sell 
his  idea  to  them.  Not  a  single  company  understood  the  impact.  As  a  result,  Dr. 
Clark  founded  his  own  company,  and  today  many  consider  Silicon  Graphics  to  be 
the  undisputed  leader  in  visual  computing. 

Already  there  are  hundreds  of  uses  for  visual  computing.  Ford  uses  our  computers 
to  design  cars.  Scientists  at  Chiron  Corporation  are  using  Silicon  Graphics  computer 
systems  to  model  molecules  in  hopes  of  finding  cures  for  diseases  such  as  AIDS. 
Computer  graphics  artists  at  Industrial  Light  &  Magic  used  our  computers  to  create 
the  spectacularly  realistic  effects  in  the  movie  "Jurassic  Park." 

More  recently,  we  were  selected  by  Time  Warner  Cable  to  develop  technology  for 
a  full-service  interactive  digital  cable  television  network  to  be  tested  in  Orlando, 
Florida.  The  new  television  system  will  vastly  expand  information  and  entertain- 
ment choices  for  people,  providing  them  with  a  host  of  new  innovative  services  such 
as  video-on-demand,  educational  resources  and  interactive  video  games  and  business 
services. 

In  February  of  this  year,  President  Clinton  and  Vice  President  Gore  visited  our 
headquarters  to  unveil  the  Administration's  high -technology  initiative.  Several  Sili- 
con Valley  companies  were  considered  for  the  visit;  I  believe  our  company  was  cho- 
sen in  part  because  it  serves  as  an  example  of  growth  .and  innovation. 

With  sales  of  $1  billion,  we  employ  over  3,500  people  in  80  locations  worldwide. 
Our  corporate  headquarters  are  in  Mountain  View,  California  and  we  operate  an 
international  headquarters  in  Switzerland.  We  are  also  a  large  exporter,  with  ap- 
proximately 50  percent  of  our  sales  outside  North  America.  For  the  past  two  years, 
Silicon  Graphics  was  recognized  as  one  of  Fortune  magazine's  100  fastest  growing 
companies. 

The  people  at  our  company  are  motivated  by  pursuing  interesting  and  challenging 
ideas.  They  understand  that  today's  pace  of  technological  advancement  can  be  har- 
nessed to  achieve  a  ten-fold  improvement  in  a  computer's  performance  every  three- 
and-a-half  years,  and  they  are  excited  about  the  resulting  transformation  of  our  in- 
dustry. They  adapt  readily  to  change,  and  have  learned  how  to  incorporate  it  in 
their  daily  lives. 

I  could  talk  at  length  about  the  scientific,  engineering  and  creative  successes  that 
our  technical  teams  nave  achieved,  our  efforts  to  become  a  standard  for  the  conduct 
of  business  worldwide  and  our  success  at  expanding  employment  at  home.  This 
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morning,  however,  I  want  to  discuss  an  inhibitor  to  U.S.  competitiveness — securities 
class-action  lawsuits. 

Let  me  begin  with  a  premise:  that  the  only  way  that  new  ideas  in  the  scientific 
and  business  community  succeed  is  through  innovation.  Throughout  the  country, 
companies  are  founded  each  week  because  an  established  enterprise  wouldn't  em- 
brace a  new  idea  or  wasn't  willing  to  take  a  risk  on  a  new  way  of  doing  business. 
In  the  computer  industry,  the  stories  are  legendary — take  for  example  Apple  Com- 
puter, founded  because  an  engineer  at  Hewlett-Packard  couldn't  sell  his  idea  of  a 
personal  computer  to  management. 

Yet  even  when  companies  like  Silicon  Graphics  are  successful  there  is  the  con- 
stant threat  of  a  securities  class-action  lawsuit.  Because  stock  price  volatility  goes 
hand-in-hand  with  risk  taking,  innovative  companies  become  targets  of  these  abu- 
sive suits.  These  lawsuits,  usually  filed  under  Rule  10(bX5)  under  the  Securities  Ex- 
change Act  of  1934,  often  allege  that  companies  knew  or  should  have  known  about 
problems  earlier  than  disclosed,  and  that  investors  paid  an  artificially  high  price  for 
their  stock. 

When  the  courts  first  authorized  the  use  of  the  class-action  technique  in  connec- 
tion with  10(bX5)  law  suits,  it  no  doubt  was  done  to  ferret  out  real  fraud  and  wrong- 
doing. However,  I  believe  that  the  current  practice  of  filing  off-the-shelf  legal  com- 
plaints when  a  company  announces  a  downturn  in  performance  amounts  to  an  un- 
controlled "tax  on  innovation."  Under  today's  system,  companies  can  be  exposed  to 
potential  litigation  whenever  their  stock  price  falls  by  more  than  a  few  percent,  even 
if  there  was  absolutely  no  violation  of  securities  laws  or  fiduciary  responsibility.  Let 
me  tell  you  about  our  experience  with  this  kind  of  lawsuit.1 

On  April  3,  1991,  we  announced  that  our  revenues  for  the  quarter  ended  March 
30,  1991,  would  be  lower  than  the  previous  quarter.  This  was  the  company's  first 
revenue  decline  after  six  consecutive  quarters  of  growth.  The  principal  cause  of  the 
decline  was  disruption  of  customers'  purchasing  decisions  because  of  the  Persian 
Gulf  War.  As  a  result,  the  huge  volume  of  orders  that  usually  come  in  during  the 
last  two  weeks  of  a  quarter  failed  to  materialize.  After  the  announcement,  the  com- 
pany's stock  price  fell  about  10  percent,  from  $42.50  to  $38.00.  Several  weeks  later, 
the  company  was  sued  for  securities  fraud.  I  was  personally  named  as  a  defendant 
in  the  suit,  along  with  the  Chairman  of  the  Board  and  founder  of  the  company,  Jim 
Clark.  The  complaint  alleged  that  we  knew  in  February  1991  that  our  results  for 
the  March  quarter  would  he  below  Wall  Street  expectations  and  that  we  failed  to 
disclose  this  information. 


1The  litigation  about  which  I  am  testifying  is  Amy  Zaltzman  v.  James  H.  Clark,  Edward  R. 
McCracken  and  Silicon  Graphics,  Inc.,  which  was  filed  on  May  23,  1991  in  the  United  States 
District  Court  for  the  Northern  District  of  California.  The  lawsuit  was  dismissed  with  prejudice 
on  June  2,  1993. 

In  addition  to  the  Zaltzman  litigation,  SGI  has  been  involved  in  three  other  cases  involving 
some  of  the  same  plaintiffs'  firms  that  are  active  in  filing  securities  class-action  lawsuits.  The 
timing  of  the  filing  of  these  suits  is  revealing.  On  March  11,  1992,  the  Company  entered  into 
an  agreement  to  acquire  MIPS  Computer  Systems,  Inc.  (the  "Merger  Agreement").  Almost  imme- 
diately after  the  announcement  of  the  MIPS  transaction,  three  lawsuits  were  filed: 

On  March  13,  1992,  a  putative  class-action  lawsuit  entitled  Myron  Harris  v.  MIPS  Computer 
Systems,  Inc.  et  al  was  filed  in  the  Superior  Court  of  the  State  of  California  for  the  County 
of  Santa  Clara.  The  plaintiff,  purportedly  suing  on  behalf  of  all  MIPS  stockholders,  alleged  that 
its  directors,  and  Silicon  Graphics  as  co-conspirator,  breached  their  fiduciary  duties  to  MIPS 
stockholders  and  committed  fraud  by  failing  to  realize  a  higher  premium  for  MIPS  stock,  by  un- 
lawfully profiting  at  the  expense  of  MIPS  stockholders,  and  by  failing  to  disclose  material  facts 
concerning  the  Merger.  The  plaintiff  sought  damages,  an  injunction  or  set-aside  order,  and  the 
appointment  of  a  receiver  to  auction  MIPS. 

Also  on  March  13,  1992,  a  putative  class-action  lawsuit  entitled  Max  Fecht  v.  MIPS  Commuter 
Systems,  Inc.  et  al.  was  filed  in  the  Court  of  Chancery  of  the  State  of  Delaware  for  New  Castle 
County.  The  plaintiff,  purporting  to  sue  on  behalf  of  all  MIPS  stockholders,  alleged  that  MIPS 
and  its  directors  breached  their  fiduciary  duties  by  negotiating  the  Merger  Agreement  in  haste 
and  failing  to  protect  MIPS'  common  stock  prior  to  consummation  of  the  merger.  Silicon  Graph- 
ics was  also  named  in  the  lawsuit  as  a  co-conspirator  defendant.  The  plaintiff  sought  to  enjoin 
or  set  aside  the  Merger,  and  also  claimed  an  entitlement  to  compensatory  damages. 

The  Harris  and  the  Fecht  cases  both  were  withdrawn,  but  only  after  many  months  of  proce- 
dural wrangling  and  expense. 

On  March  17,  1992,  a  putative  class-action  lawsuit  entitled  Diane  Provenz  and  Ahikim 
Euenberg  v.  Robert  C.  Miller,  et  al.  was  filed  in  the  United  States  District  Court  for  the  North- 
ern District  of  California.  The  plaintiffs  purport  to  represent  a  class  of  all  persons  who  pur- 
chased MIPS'  common  stock  between  January  31,  1991  and  October  9,  1991.  Named  as  defend- 
ants are  MIPS  and  certain  executive  officers  of  MIPS.  Silicon  Graphics  is  not  a  named  defend- 
ant, but  is  forced  to  defend  this  suit  as  successor  to  MIPS.  The  complaint  alleges  that  defend- 
ants violated  various  Federal  securities  laws  and  California  statutes  by  making  material  mis- 
representations and  omissions  during  the  Glass  Period.  This  case  is  still  pending. 
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To  put  this  in  perspective,  for  small  companies  like  ours,  quarterly  financial  re- 
sults are  like  elections  to  the  Senate.  And  like  elections,  despite  the  best  polling, 
the  results  sometimes  surprise  us.  Silicon  Graphics  has  always  been  extremely  cau- 
tious, some  might  say  conservative,  in  its  public  disclosures.  And  we  have  never  said 
that  our  expectations  are  a  certainty. 

During  that  quarter,  we  had  said  to  our  stockholders,  the  SEC,  and  to  Wall 
Street,  *TlememDer — our  country  is  in  a  War,  we're  in  a  recession  worldwide,  and 
we're  depending  for  some  of  our  revenues  on  a  computer  system  innovation  that  we 
never  before  manufactured,  and  for  which  we  need  new  parts."  We  also  said  that 
a  majority  of  our  orders  come  during  the  last  month  of  the  quarter;  we  wouldn't  be 
in  a  position  to  know  the  results  until  then.  We  knew  there  were  many  risks,  and 
we  said  so. 

Once  we  knew  the  quarterly  results,  we  disclosed  them  two  weeks  earlier  than  the 
normal  time  for  the  company^  release  of  quarterly  results,  in  orders  to  inform  the 
market  immediately  of  the  unexpected  downturn.  Despite  our  caution,  we  were 
sued. 

What  did  we  do?  First,  our  attorney  called  the  plaintiffs  lawyers,  saying,  look, 
this  makes  no  sense.  The  company  may  have  missed  its  target,  but  there  wasn't  any 
fraud.  Generally,  if  someone  has  a  complaint  against  me  or  my  company,  I  call  the 
person,  to  understand  the  situation  and  to  try  to  resolve  it.  As  you  know,  in  these 
suits,  there's  often  no  actual  "person"  to  call.  Just  a  name  who  may  be  one  of  a  num- 
ber of  plaintiffs  regularly  used  by  these  law  firms. 

Our  initial  attempt  went  nowhere.  So  we  brought  in  our  outside  attorneys  and 
conducted  an  investigation,  to  make  sure  we  understood  the  situation  completely. 
Then  we  said  to  the  plaintiffs  attorneys,  "Look,  before  this  goes  on  forever,  we'll 
give  you  our  documents";  then  we  invited  them  in — this  is  before  any  formal  "discov- 
ery"— and  having  given  them  our  records,  suggested  that  they  interview  our  Vice 
Chairman,  no  holds  barred. 

So  they  conducted  a  day-long  interrogation,  about  everything  from  accounting 
records  to  internal  forecasts  to  which  orders  were  coming  in  for  which  of  our  product 
lines  during  the  Gulf  War  and  the  months  immediately  thereafter.  Although  uncon- 
ventional, we  felt  that  this  would  convince  the  plaintiffs  lawyers  that  their  allega- 
tions were  completely  unsubstantiated.  One  of  the  plaintiff  firms  did  drop  out,  but 
others  kept  this  case  going. 

We  then  filed  a  motion  to  discuss  the  case,  which  was  granted  by  the  court.  A 
copy  of  Judge  Williams'  order  is  attached  for  your  information.  As  is  typical,  how- 
ever, the  plaintiff  was  given  the  opportunity  to  refile  her  case.  Then  having  exam- 
ined her  new  pleading,  we  had  to  file  a  second  motion  to  dismiss,  and  also  challenge 
the  standing  of  the  named  plaintiff— the  18  year  old  daughter  of  the  attorneys' 
stockbroker — as  an  adequate  class  representative.  At  the  next  hearing,  the  court 
strongly  urged  that  the  case  be  dropped.  However,  the  plaintiffs  attorneys  refused 
to  drop  the  case  without  a  payment. 

After  much  internal  debate,  we  made  the  decision  to  pay  a  settlement2  and  get 
back  to  business.  It  was  less  expensive  to  do  that  than  to  go  through  the  next  proce- 
dural steps — discovery  and  summary  judgment — and  win.  So  this  completely 
meritless  case  finally  was  dismissed  this  month,  after  two  years  and  well  over  $1/ 
2  million  to  defend. 

But  the  real  cost  to  the  company  was  much  more  than  that.  As  a  result  of  this 
suit: 

•  The  core  management  team  was  distracted  from  our  business  for  days  at  a  time, 
stretching  over  this  two  year  period.  This  wasn't  limited  to  just  Jim  Clark  and 
me — who  were  personally  accused  of  fraud — but  many  key  players  in  the  company 
from  R&D,  finance,  planning,  marketing,  sales  and  manufacturing. 

•  We  curtailed  our  R&D  spending.  Our  engineers  always  have  more  ideas  then  we 
have  resources  to  pursue.  We  simply  had  to  tell  our  scientists  to  reduce  their  re- 
search list,  because  the  money  was  going  to  legal  fees. 

•  Finally,  our  integrity  as  a  company  was  "put  into  play."  This  suit  accused  Silicon 
Graphics,  Jim  Clark  and  me  of  fraud,  knowing  deception,  and  reckless  disregard 
for  the  truth.  No  one  who  knows  anything  about  me  or  my  management  team 
would  believe  that  fraud,  deception  or  untruthfulness  would  be  tolerated  for  a 
minute  at  Silicon  Graphics. 


2  We  don't  know  if  the  plaintiff  recovered  anything.  But  we  do  know  that  her  stockbroker  fa- 
ther had  purchased  Silicon  Graphics  options,  as  well  as  stock,  in  her  name,  and  that  she  made 
money  on  her  entire  "straddle"  strategy. 
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I  believe  that  the  very  threat  of  these  lawsuits — in  which  it  is  business  as  usual 
to  accuse  someone  of  fraud — carries  a  further,  ongoing  cost.  And  that  is  why  I  call 
it  a  tax  on  innovation.  The  charts  which  I  am  showing  you  illustrate  this. 

Chart  1  shows  our  revenue  growth  over  the  last  6Vz  years. 

Chart  2  demonstrates  how  our  employment  has  grown  over  that  period. 

Chart  3  highlights  the  pattern  of  our  stock  price  since  the  company  went  public 
in  1986. 

As  Chief  Executive  Officer,  I  am  responsible  for  the  items  shown  on  Charts  1  and 
2.  If  we  can  grow  revenues  and  increase  employment,  I  think  we're  doing  the  right 
thing.  And,  knowing  that  the  stock  market  is  erratic,  and  is  influenced  by  so  many 
things  outside  our  control — economic  conditions,  other  people's  expectations,  port- 
folio investing  decisions — we  would  like  to  spend  much  less  time  on  the  pattern 
shown  on  Chart  3. 

However,  because  of  the  very  volatility  of  the  stock  price  for  innovative  companies, 
they  become  targets  for  these  types  of  suits.  Hundreds  of  these  suits  are  filed  each 
year.  Just  among  computer  systems  companies  the  following  have  been  targets: 
Apple,  Compaq,  Control  Data,  Data  General,  Digital  Equipment,  Hewlett-Packard, 
IBM,  Sun  Microsystems,  Tandem  and  Unisys.  I  find  it  hard  to  believe  that  all  of 
these  companies  are  headed  by  management  teams  who  commit  fraud  or  who  have 
a  "reckless  disregard  for  the  truth.''3 

We  need  to  eliminate  the  incentives  from  the  current  system  to  file  frivolous 
cases.  Once  a  frivolous  suit  is  put  in  motion,  it  is  impossible  to  terminate  the  suit 
without  some  cost  to  the  innocent  company.  In  Silicon  Graphics'  lawsuit,  the  judicial 
system  worked  to  weed  out  this  meritless  case — but  only  after  two  years  of  effort 
and  after  substantial  legal  fees  were  incurred.  If  the  system  were  operating  effec- 
tively, this  case  should  never  have  been  brought. 

But  from  the  point  of  view  of  the  plaintiffs  law  firm,  why  shouldn't  the  case  be 
filed?  You  don't  have  a  "real"  client,  who  controls  the  case  and  will  temper  the  attor- 
neys' zeal  with  the  realities  of  relationships  or  economics.  The  plaintiff  isn't  worried 
about  legal  expenses,  since  he  or  she  never  pays  any  legal  fees.  And  the  plaintiffs' 
attorneys  aren  t  worried  about  expenses,  since  they  get  paid  by  the  defendants  in 
the  settlement  arrangements.  Even  in  a  case  such  as  ours,  in  which  we  had  many 
advantages — a  short  class"  period  (one  quarter  vs.  many  months  or  years  in  other 
cases),  an  experienced  judge  who  had  heard  many  class-action  cases  over  the  last 
decade,  and  rulings  consistently  against  the  plaintiff — the  plaintiffs  attorneys  were 
able  to  force  a  settlement  from  which  they  recover  their  fees.  Simply  put,  accusing 
companies  and  individuals  of  fraud  has  virtually  no  downside,  and  provides  a  lucra- 
tive career  for  those  attorneys  whose  pursue  it. 

From  a  policy  perspective,  why  are  those  suits  such  a  problem?  Because,  as  I  said 
earlier,  they  reward  the  cautious,  and  penalize  the  innovative.  Smaller  companies, 
like  Silicon  Graphics  are  engines  of  growth  precisely  because  we  innovate — and  that 
innovation  carries  risks.  We  may  run  with  an  idea  that  other  companies  have  re- 
jected, or  take  a  chance  on  a  concept  that  larger  companies  refuse  to  entertain. 
Some  of  what  we  do  is  counter-intuitive.  For  example,  years  ago  we  embraced  the 
new  open  architecture  MIPS  RISC  microprocessor,  because  our  innovations  in  pow- 
erful visual  computers  could  not  be  realized  if  we  used  what  was  more  conven- 
tional— and  safe.  We  had  to  take  a  chance — and  then  work  like  the  dickens  to  make 
sure  we  succeeded.  Innovation  is  why  companies  like  ours  in  Silicon  Valley  succeed, 
and  also  why  some  fail. 

I  believe  that  the  high-technology  industry,  and  in  particular,  small-  and  medium- 
sized  companies,  offer  tremendous  potential  for  fueling  our  Nation's  economic  resur- 
gence. A  recent  analysis  of  2,851  high-technology  emerging  companies  found  that, 
on  average,  these  companies  intend  to  increase  their  workforce  by  5.2  percent  in 
1993.  I  am  currently  the  co-chairman  of  the  American  Entrepreneurs  for  Economic 
Growth,  an  organization  that  represents  6,600  emerging  growth  companies  and 
760,000  American  jobs.  A  recent  study  surveyed  428  venture-backed  companies  and 
found  that  between  1985  and  1991,  these  companies  generated  92,500  highly  skilled 
jobs  in  the  United  States.  During  the  past  five  years,  these  companies  posted  18 
percent  job  growth  per  year.  The  National  Science  Foundation  found  that  entre- 
preneurial companies  produce  twice  as  many  innovations  per  R&D  dollar.  Ironically, 
the  very  companies  creating  the  jobs  and  producing  the  innovations  in  this  country 
are  the  prime  targets  of  these  abusive  securities  suits. 


3  A  recent  study  by  National  Economic  Research  Associates,  Inc.,  reached  the  same  conclusion. 
It  explained  the  "disproportionately  large  number"  of  securities  class-action  suits  against  high- 
technology  firm's  as  a  product  of  volatile  stock  prices,  observing  that  "[t]here  is  no  reason  to 
believe  that  this  industry  is  more  prone  to  fraud  than  others." 


95 

If  high-growth  companies  are  to  be  competitive  in  the  global  marketplace,  their 
management  teams  must  be  encouraged  to  focus  on  the  important  things — revenue 
growth,  job  creation,  and  innovation.  We  understand — and  accept — that  because  we 
do  things  in  a  new  way,  investors'  perception  of  our  worth  may  change  rapidly,  and 
that  our  stock  prices  may  be  quite  volatile. 

What  is  counterproductive  is  a  system  which  allows  a  few  attorneys  to  so  easily 
translate  this  volatility  into  accusations  of  fraud,  forcing  companies  to  spend  hun- 
dreds of  thousands  of  dollars — if  not  millions — to  investigate,  defend  and  settle,  and 
to  divert  their  attention  from  the  critical  issues  of  growth  and  innovation.  And  these 
suits  can  be  brought  with  no  "real"  clients,  and  at  virtually  no  risk  to  those  pursu- 
ing them.  I  know  that  the  overseas  companies  with  which  we  compete  do  not  have 
such  an  unbalanced  system,  and  their  executives  do  not  have  their  focus  diverted 
by  having  to  defend  or  anticipate  these  meritless  lawsuits. 

There  are  solutions  to  this  problem.  Some  that  have  been  proposed  today  are  pro- 
cedural;4 some  are  economic,  and  some  are  designed  to  create  a  disincentive  to  fil- 
ing meritless  suits  in  the  first  place.6  I  urge  the  committee  to  examine  these  solu- 
tions, pick  the  best  one  or  two,  and  then  act. 

If  we  fail  to  address  this  problem,  the  incentive  to  innovate  will  continue  to  be 
compromised.  On  the  other  hand,  if  we  align  as  many  of  our  systems  and  processes 
as  possible  so  that  American  companies  can  maintain — and  sharpen — their  competi- 
tive edge,  we  will  strengthen  our  worldwide  technological  and  business  leadership, 
and  will  continue  to  offer  the  most  exciting  and  rewarding  employment  opportuni- 
ties available  anywhere. 

Thank  you. 


4  Using  the  SEC  as  a  "gatekeepter"  before  suit  is  filed;  requiring  early  neutral  evaluation  of 
a  claim  after  the  filing,  but  before  massive  discovery  and  legal  costs  have  been  incurred; 
strengthen  the  incentive  to  early  reasonable  settlement,  through  an  "offer  of  judgment"  mecha- 
nism which  would  penalize  a  party  which  refused  a  reasonable  settlement  offer. 

6 For  those  cases  that  are  allowed  to  proceed,  setting  a  methodology  for  calculating  damages 
that  is  indexed  to  a  market  standard,  such  as  the  Standard  &  Poors  500  Index  or  the 
Hambrecht  &  Quist  Technology  Index. 

"Allowing  judges  the  discretion  to  require  payment  of  attorney's  fees  by  the  losing  party;  dis- 
ciplining attorneys  who  abuse  the  system. 
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[1  96,603]  Zdtxmcn  v.  Oark,  «t  d. 

United  States  District  Court.  Northern  District  of  California.  Civil  No.  91-20304  SW.  March 
17,  1992.  Opinion  in  full  text. 

Exchange  Act — Antifraud — Nondisclosures — Scienter.— An  investor  could  not  maintain  a 
securities  fraud  action  against  a  company,  since  there  was  no  basis  upon  which  to  draw  the  inference 
that  the  company  must  have  known  during  the  first  haif  of  a  quarter  that  the  company  would  not 
meet  previously  announced  expectations  for  the  quarter.  A  company's  statement  about  its  probable 
shipping  date  in  relation  to  the  order  date  cannot  reasonably  be  used  to  draw  inferences  about  the 
company's  ability  to  predict  its  revenues  before  the  end  of  the  quarter.  Since  the  investor  did  not 
piead  a  foundation  for  the  inference  of  scienter,  the  complaint  was  dismissed  without  leave  to 
amend. 

See  f  22,721  and  22,725,  "Exchange  Act — Manipulations;  National  Market  System"  division. 
Volume  3. 

Milberg  Weiss  Bershad  Specthrie  &  Lerach,  San  Diego.  Cal.;  Berger  &  Montague,  Philadelphia, 
Pa.,  for  plaintiff. 

Wilson,  Sonsini,  Goodrich  k  Rosati,  Bruce  G.  Vanyo,  Boris  Feldman,  Jerome  F.  Birn,  Jr.,  David 
J.  Berger  and  Jotham  S.  Stein,  Palo  Alto,  Cal.,  for  defendants. 


Opinion  of  Williams,  District  Judge. 

During  the  Persian  Gulf  war,  Plaintiff  and 
her  proposed  class  members  purchased  stock  in 
Silicon  Graphics.  Inc.  ("SGI"),  a  manufacturer 
of  computer  systems  designed  to  display  images 
in  three  dimensions.  When  below  average  earn- 
ings for  the  quarter  caused  the  price  of  SGI 
stock  to  drop  from  $42.50  to  $38.00  per  share. 
Plaintiff  filed  this  Rule  10b- 5  action,  alleging 
that  Defendants  predicted  strong  earnings  when 
they  knew,  or  were  reckless  in  not  knowing,  that 
orders  for  the  quarter  were  down.  Defendants 
move  to  dismiss  the  lawsuit  contending  that 
Plaintiff  failed  to  properly  allege  (1)  false  and 
misleading  statements  or  (2)  scienter. 

Construing  the  complaint  in  the  light  most 
favorable  to  Plaintiff,  the  Court  finds  that  (1) 
the  alleged  misleading  statements  were,  for  the 
most  part,  not  misleading,  and  (2)  there  is  no 
basis  in  the  complaint  for  inferring  Defendants' 
scienter.  Accordingly,  Defendants'  motion  to 
dismiss  the  complaint  is  GRANTED. 

DISCUSSION 

L  THE  LAW 

A  Fed.  R.  Civ.  P.  12(b)(6)  Motion  to  Dismiss 

Under  the  liberal  federal  pleading  policies,  a 
plaintiff  need  only  give  defendant  fair  notice  of 
the  claims  against  it.  Canity  v.  Gibson,  357  US. 
41,  47  (1957).  A  claim  should  not  be  dismissed 
unless  it  is  certain  that  the  law  would  not  per- 
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mit  the  requested  relief  even  if  all  of  the  allega- 
tions in  the  complaint  were  proven  true. 
Duming  v.  First  Boston  Corp.,  815  F-2d  1265, 
1267  (9th  Cir.  1967).  Therefore,  for  purposes  of 
this  motion  to  dismiss,  the  Court  assumes  the 
truth  of  all  factual  allegations  in  the  complaint 
as  well  as  all  reasonable  inferences  drawn  from 
them. 

B.  Rule  10b-5  Actions 

Section  10(b)  of  the  Securities  Exchange  An 
of  1934,  15  U.S.C.  §  78j,  makes  it  unlawful  to 
use,  in  connection  with  "the  mails  or  facilities  of 
interstate  commerce"  any  "manipulative  or  de- 
ceptive device  or  contrivance  in  contravention 
of  such  rules  and  regulations  as  the  Commission 
may  presenbe  — "  Rule  10b-5  promulgated 
under  Section  10(b)  provides  as  follows: 

It  shall  be  unlawful  for  any  person,  directly 
or  indirectly,  by  the  use  of  any  means  or 
instrumentality  of  interstate  commerce,  or  of 
the  mails,  or  of  any  facility  of  any  national 
securities  exchange, 

(1)  to  employ  any  device,  scheme,  or  arti- 
fice to  defraud, 

(2)  to  make  any  untrue  statement  of  a 
material  fact  or  to  omit  to  state-  a  material 
fact  necessary  in  order  to  make  the  state- 
ments made,  in  the  light  of  circumstances 
under  which  they  were  made,  not  misleading, 
or 
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(3)  to  engage  in  any  act.  practice,  or  course 
of  business  which  operates  or  would  operate  as 
a  fraud  or  deceit  upon  any  person, 

in  connection  with  the  purchase  or  sale  of  any 
security. 

Despite  the  fact  that  Rule  10b- 5  says  nothing 
about  intent  to  defraud  or  knowledge  of  falsity, 
the  Supreme  Court  has  ruled  that  recovery  in  a 
private  Rule  10b- 5  lawsuit  requires  proof  of  the 
defendant's  scienter.  Ernst  tnd  Ernst  v. 
Hochfelder.  425  U.S.  185,  193  (1976);  see  also 
Aaron  v.  SEC.  446  U.S.  680  (1980)  (scienter  also 
required  in  lawsuit  brought  by  SEC).  The 
Hochfelder  Court  defined  this  scienter  as  "a 
mental  state  embracing  intent  to  deceive,  ma- 
nipulate, or  defraud."  Id.  at  194  n.12.  The  Su- 
preme Court  has  never  decided  whether 
recklessness  is  sufficient  to  meet  the  Rule  10b-5 
scienter  requirement. 

In  the  Ninth  Circuit,  the  plaintiff  may  meet 
the  scienter  requirement  under  Rule  10b-5  by 
proving  the  defendant's  recklessness.  Hollinger 
v.  Titan  Capital  Corp..  914  F2d  1564,  1568-69 
(9th  Cir.  1990).  The  Ninth  Circuit  has  adopted 
the  Seventh  Circuit's  definition  of  recklessness: 

[Rjeckless  conduct  may  be  defined  as  a 
highly  unreasonable  omission,  involving  not 
merely  simple,  or  even  inexcusable  negli- 
gence, but  an  extreme  departure  from  the 
standards  of  ordinary  care,  and  which 
presents  a  danger  of  misleading  buyers  or 
sellers  that  is  either  known  to  the  defendant 
or  is  so  obvious  that  the  actor  must  have  been 
aware  of  it. 

Id.  at  1569  (quoting  Sundstrand  Corp.  v.  Sun 
Chem.  Corp..  553  F.2d  1033/  1045  (7th  Cir.) 
cert,  denied.  434  U.S.  875  (1977)  (quoting 
Franlce  v.  Midwestern  Okla.  Dev.  Auth.,  428  F. 
Supp.  719,  725  (W.D.Okla.  1976))). 

Therefore,  to  properly  state  her  Rule  10b-5 
claim,  Plaintiff  must  plead  not  only  false  state- 
ments or  misleading  omissions,  but  also  facts 
which  would  indicate  that  Defendants  "must 
have  been  aware"  that  those  statements  were 
false  or  those  omissions  were  misleading  when 
made. 

II.  ANALYSIS 

In  the  discussion  below,  each  of  Defendants' 
alleged  statements  and  omissions  is  analyzed  to 
determine  whether  the  complaint  provides  a  ba- 
sis for  concluding  that  the  statement  or  omission 
is  false  or  misleading.  Then  the  allegations  of 
the  complaint  are  examined  to  determine 
whether  they  support  an  inference  of  scienter — 
that  is,  whether  the  alleged  circumstances  sug- 
gest that  Defendants  must  have  known  that 
their  statements  and  omissions  presented  a  dan- 
ger of  misleading  the  investing  public. 

Fsdarml  SacuritM  Law  Rcporta 


A.  False  or  Misleading  Statements,  Omissions, 
and  Predictions 

In  paragraph  21  of  the  complaint.  Plaintiff 
alleges  that,  on  January  23  and  24,  1991,  De- 
fendants provided  the  following  false  or  mislead- 
ing information  to  independent  stock  market 
analysts: 

a)  that  SGI  was  expanding  its  R-3000  line 
of  lower  cost  (under  $10,000)  products  which 
would  have  a  beneficial  impact  on  sales  and 
margins; 

b)  that  SGI's  orders  had  been  strong  and 
demand  remains  strong; 

c)  that  orders  for  SGI's  new  high  margin 
4D/35  system  were  strong  and  that  this 
product  would  start  to  ship  during  the  Com- 
pany's then-current  quarter, 

d)  that  a  reported  drop  in  domestic  sales 
was  largely  due  to  Federal  budget  delays  in- 
volving the  Department  of  Defense,  but  that 
this  was  a  temporary  measure  and  that  post- 
poned orders  were  then  being  placed; 

e)  that  the  Company  had  taken  steps  to 
mitigate  any  disruptions  which  might  be 
caused  by  the  Persian  Gulf  conflict  including 
shifting  of  production  overseas,  arranging  al- 
ternative transportation  means  and  building 
up  inventory; 

0  that  the  recent  introduction  of  the  Com- 
pany's IRISVISION  product  would  enable 
the  Company  to  generate  incremental  reve- 
nues of  approximately  $100  million  over  the 
next  18  months. 

The  complaint  does  not  dispute  the  technical 
accuracy  of  most  of  these  statements.  For  in- 
stance, the  complaint  does  not  allege  that  SGI 
did  not  expand  its  R-3000  line  of  products,  and 
there  is  no  basis  for  concluding  that  this  expan- 
sion did  not  have  a  beneficial  impact  on  sales. 
The  fact  that  revenues  were  down  for  the  third 
quarter  does  not  imply  that  the  R-3000  line  of 
products  had  no  benefit — the  revenues  might 
have  fallen  further  without  that  line. 

Similarly,  the  complaint  does  not  dispute  that 
orders  for  SGI's  4D/35  system  were  strong.  The 
complaint  concedes  that  4D/35  system  orders 
were  shipped  in  the  third  quarter.  Complaint, 
f  25(d).  The  complaint  also  does  not  deny  that 
Defendants  took  steps  to  mitigate  disruptions 
caused  by  the  Persian  Gulf.  Thus,  statements 
(a),  (c)  and  (e)  are  clearly  neither  false  nor 
misleading. 

Indeed,  except  for  Defendants'  alleged  state- 
ment that  "demand  remains  strong."  none  of 
the  statements  regarding  historic  fact  are  chal- 
lenged as  false.  With  this  one  exception,  the 
complaint  focuses  solely  on  Defendants'  predic- 
tions and  omissions.  All  of  the  alleged  predic- 
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lions  are  essentially  the  same — that  SGI 
indicated  to  market  analysts  and  the  investing 
public  that  it  expected  to  enjoy  continued  pros- 
perity during  the  third  quarter.  See  Complaint. 
U  21, 22, 23. 4  24. 

In  contrast  to  the  statements  of  historical 
fact,  the  complaint  does  provide  a  basis  for 
concluding  that  the  predictions  were  false,  at 
least  in  the  sense  that  they  were  ultimately 
incorrect.  Therefore,  the  question  is  whether  the 
complaint  supports  an  inference  that  Defend- 
ants had  the  requisite  scienter  that  Defendants 
must  neve  known  that  SGI  would  not  enjoy 
continued  prosperity. 

The  only  omission  alleged  in  the  complaint 
which  is  not  actually  a  prediction  in  disguise 
(see.  eg..  Complaint,  f  25(c)  4  (d))  is  Defend- 
ants' failure  to  inform  the  investing  public  that 
third  quarter  orders  were  down  when  SGI  issued 
its  second  quarter  form  10-Q.  The  question 
again  in  whether  Defendants  had  the  requisite 
scienter:  must  Defendants  have  known  that  the 
failure  to  provide  this  information  would  proba- 
bly mislead  the  investing  public? 

B.  Scienter 

With  respect  to  the  one  allegedly  false  state- 
ment of  fact,  the  one  omission,  and  the  various 
predictions  of  continued  prosperity,  Plaintiffs 
entire  case  for  the  existence  of  scienter  is  based 
on  paragraph  18  of  the  complaint,  wherein  she 
alleges: 

18.  Based  on  its  orders  received,  SGI  is  able  to 
forecast  its  sales  revenue  and  income  with 
substantial  accuracy.  As  the  Company  stated 
in  its  1990  10-K: 

End  users  and  resellers  typically  order  for 
immediate  delivery,  and  the  Company  at- 
tempts to  ship  products  within  45  to  60  days 
after  receipt  of  a  purchase  order.  As  a  result, 
a  substantial  majority  of  product  shipments 
in  a  period  relate  to  orders  received  in  that 
period. 

Thus,  the  company  is  able  to  accurately  fore- 
cast quarterly  revenues  and  income  no  later 
than  thirty  to  forty-five  days  into  a  quarter. 

Based  on  this  one  statement  in  SGI's  10-K  dis- 
closure form,  Plaintiffs  reason  that  Defendants 
must  have  known  the  third  quarter  results  at 
least  45  to  60  days  before  the  quarter  ended 
because  any  orders  taken  after  that  time  would 
not  be  shipped  and  billed  until  the  fourth  quar- 
ter. 

To  support  this  inference.  Plaintiff  notes  that 
SGI  announced  its  third  quarter  results  on  April 
3,  1991,  only  two  days  after  the  end  of  the  third 
quarter.  Complaint,  §  27.  Plaintiff  reasons  that 
SGI  must  have  kept  abreast  of  its  financial 
condition  if  it  was  able  to  tabulate  its  results  so 
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soon  after  the  end  of  the  quarter.  On  this  basis. 
Plaintiff  concludes  that  SGI  must  nave  known 
the  dollar  value  of  its  orders  within  a  day  or  so 
after  they  were  placed. 

Even  if  SGI's  statement  about  its  shipping 
practice  can  be  used  to  draw  an  inference  about 
its  ability  to  predict  the  revenues  of  any  Quar- 
ter, SGI's  inferred  predictive  abilities  would  not 
have  extended  to  the  allegations  in  paragraph 
21  of  the  complaint.  The  allegedly  false  and 
misleading  statements  and  predictions  cited  in 
paragraph  21  were  made  on  January  23  and  24, 
1991,  only  three  weeks  into  the  third  period  or 
seventy  days  before  the  end  of  the  third  quarter. 
On  those  dates,  under  Plaintiffs  own  reasoning, 
Defendants  could  reasonably  expect  to  receive 
25  more  days  of  orders  that  would  be  billed 
during  the  third  quarter.  Thus,  it  would  be 
unreasonable  to  infer  that  Defendants  must 
have  known  that  third  quarter  results  would  not 
be  strong. 

The  only  remaining  allegation  to  support  this 
Rule  10b-5  action  is  the  allegation  that  Defend- 
ants omitted  to  inform  investors  in  the  second 
quarter  for  10-Q  that  the  orders  received  for  the 
third  quarter  were  down.  Plaintiff  urges  the 
Court  to  accept  its  reasoning  that  Defendants 
must  have  known  by  that  time,  49  days  before 
the  quarter's  end,  that  the  omission  would  prob- 
ably mislead  investors  into  purchasing  stock  in 
anticipation  of  SGI's  continued  prosperity. 

The  Court  finds  that  a  company's  statement 
about  its  probable  shipping  date  in  relation  to 
the  order  date  cannot  reasonably  be  used  to 
draw  inferences  about  the  company's  ability  to 
predict  its  revenues  before  the  end  of  the  quar- 
ter. SGI's  statement  in  its  1990  form  10-K  was 
not  intended  to  be  a  statement  about  the  com- 
pany's ability  to  forecast  quarterly  revenues. 
There  is  no  indication  that  SGI  is  unable  to  ship 
orders  in  less  than  45  days.  Indeed,  it  is  reasona- 
ble to  infer  that  when  orders  are  down  the  com- 
pany would  find  it  easier  to  ship  products 
earlier.  Certainly  there  would  be  a  motive  to  do 
so.  It  is  common  knowledge  that  a  company 
which  is  behind  in  orders  during  the  first  half  of 
a  quarter  will  attempt  to  make  up  the  difference 
during  the  latter  half.  Therefore,  the  Court  finds 
no  basis  upon  which  to  draw  the  inference  that 
Defendants  must  have  known  during  the  first 
half  of  the  quarter  that  SGI  would  not  meet 
previously  announced  expectations  for  the  quar- 
ter. 

CONCLUSION 

Without  pleading  a  foundation  for  the  infer- 
ence of  scienter,  Plaintiff  cannot  properly  main- 
tain this  Rule  10b-5  lawsuit.  If  Plaintiff  had  a 
stronger  basis  for  inferring  scienter,  she  would 
have  alleged  it.  The  Court  does  not  wish  to 
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undertake  further  gmrinn  in  strained  re—. 
ing.  Therefore,  the  complaint  is  HEREBY  DIS- 
MISSED WITHOUT  LEAVE  TO  AMEND. 

rr  IS  SO  ORDERED. 
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PREPARED  STATEMENT  OF  JOHN  G.  ADLER 

President  and  Cheif  Executive  Officer,  Adaptec,  Inc. 

&  Member,  American  Business  Conference 

Mr.  Chairman,  my  name  is  John  G.  Adler.  I  am  Chairman  and  Chief  Executive 
Officer  of  Adaptec,  Inc.  of  Milpitas,  California. 

I  commend  the  Subcommittee  for  holding  this  hearing  on  the  very  serious  problem 
of  abusive  and  frivolous  class-action  securities  suits.  In  testifying  here  this  morning, 
I  represent  both  Adaptec  and  my  colleagues  in  the  American  Business  Conference 
(ABC),  a  Washington-based  coalition  of  midsize  growth  companies  with  combined 
annual  revenues  of  $42  billion  and  combined  worldwide  employment  of  450,000  peo- 
ple. 

In  addition,  the  chart  accompanying  my  testimony  [Exhibit  1]  lists  47  high  tech- 
nology companies  that  wish  to  be  associated  with  my  remarks.  In  the  aggregate, 
these  companies  have  annual  revenues  of  $22.9  billion  and  employ  134,741  men  and 
women.  In  sum,  then,  I  am  here  today  proudly  representing  leading-edge  American 
firms  with  total  revenues  of  approximately  $65  billion  and  total  employment  of 
585,000  people  [Exhibit  2]. 

My  company,  Adaptec,  is  a  leading  supplier  of  high-performance  hardware  and 
software  used  to  control  the  flow  of  data  between  a  microcomputer  and  its  peripher- 
als such  as  printers,  disc  drives,  and  scanners.  Our  products  extract  the  highest  pos- 
sible level  of  performance  from  microcomputer  systems,  thereby  enhancing  the  pro- 
ductivity of  computer  users. 

Adaptec  employs  1,400  people  worldwide.  They  and  our  customers  have  made  it 
possible  for  Adaptec  to  compile  35  consecutive  quarters  of  profitability.  Our  annual 
revenues  for  the  most  recent  fiscal  year  ending  on  March  31  were  $311  million,  a 
107  percent  increase  over  the  previous  fiscal  year.  Nearly  half  of  those  revenues  are 
the  result  of  export  sales  to  Europe  and  the  Far  East.  As  you  can  imagine,  this  sort 
of  sales  growth  generates  jobs:  Adaptec  currently  has  140  openings  that  we  shall 
be  filling  in  the  coming  months. 

Managing  a  growth  company  like  Adaptec  is  a  more  than  full-time  job.  I  have 
nonetheless  taken  time  to  come  to  Washington  today  to  urge  you  and  your  col- 
leagues in  Congress  to  consider  legislation  to  address  the  abuse  of  class-action  secu- 
rities suits. 

Let  me  say  at  the  outset  that  I  am  not  for  a  moment  suggesting  that  all  securities 
suits  are  frivolous  or  unwarranted.  What  I  am  advocating  are  fair  and  balanced 
measures  designed  to  cull  out  cases  that  are  clearly  without  merit  and  are  filed 
merely  to  use  complicated  and  protracted  procedures  to  extort  money  from  compa- 
nies and  their  associated  accounting,  insurance,  and  underwriting  firms. 

What  I  am  requesting,  therefore,  is  not  a  legislative  wall  to  block  class-action  se- 
curities suits.  Instead,  we  need  a  filter  that  cleanses  the  civil  justice  system  of  frivo- 
lous claims  so  that  meritorious  cases  may  proceed  more  expeditiously. 

Many  of  you  are  already  well  aware  of  the  problem  of  frivolous  litigation  under 
Section  10(b)  of  the  Securities  Exchange  Act  oi  1934.  Briefly,  a  few  law  firms  have 
made  a  specialty  of  representing  so-called  "professional  plaintiffs"  in  boilerplate 
suits  that  are  typically  filed  when  the  price  of  a  company's  stock  falls. 

These  suits  allege  that  management  knew  or  should  have  known  about  the  price 
decline  in  advance.  The  supposed  failure  of  management  to  communicate  that 
knowledge  to  shareholders  before  the  fact  is  thus  held  to  be  in  violation  of  the  law. 
The  target  company's  accounting  firm,  insurer,  and,  when  possible,  underwriter,  are 
often  named  in  the  suit  as  waff.  These  third  parties  are  often  put  at  risk  because 
they  can  assert  considerable  pressure  on  the  target  company  to  settle  the  case  rath- 
er than  hazard  a  trial.  And  it  is  a  settlement  with  its  accompanying  large  contin- 
gency fees  that  is  the  ultimate  goal  of  the  plaintiffs'  attorneys. 

There  is  not  a  CEO  in  the  Silicon  Valley  or  any  other  high  technology  area  who 
does  not  dread  these  capricious,  abusive  suits.  Technology  companies  are  especially 
vulnerable  because  their  stock  usually  sells  at  a  high  multiple  of  earnings.  The 
stock  price  volatility  inherent  in  high  P/E  ratios  creates  opportunities  for  enterpris- 
ing lawyers. 

Having  described  the  problem  in  a  general  way,  I  would  like  to  give  this  Sub- 
committee a  specific  example  of  a  frivolous  securities  suit.  It  is  one  I  know  well 
since  it  was  filed  against  Adaptec. 

On  December  10,  1990,  Adaptec  held  a  conference  call  with  securities  analysts 
who  follow  our  company.  The  purpose  of  the  call  was  to  inform  these  analysts  that, 
due  to  a  combination  of  normal  but  adverse  events,  the  company's  revenues  for  the 
third  quarter  of  fiscal  year  1991  (ending  December  28,  1990)  would  be  about  15  per- 
cent lower  than  the  analysts  had  anticipated  in  their  written  reports.  We  added  that 
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the  company  would  nevertheless  turn  in  a  distinctly  profitable  performance  for  the 
quarter.  The  day  following  the  conference  call,  December  11,  the  per  share  price  of 
Adaptec's  stock  dropped  from  $15  to  $9.88. 

On  December  14,  we  were  sued  by  a  law  firm  notorious  for  filing  class-action  secu- 
rities cases.  The  complaint,  which  named  the  company  as  well  as  various  officers 
and  directors,  contained  generic  and  completely  spurious  accusations,  alleging  activ- 
ity which  purportedly  began  as  early  as  October  10,  1989,  exactly  one  year  and  two 
months  before  the  conference  call  took  place.  In  other  words,  the  plaintiffs  were 
claiming  that  Adaptec  somehow  knew  of  its  disappointing  but  still  profitable  quarter 
a  full  fourteen  months  before  the  fact. 

The  plaintiffs  served  written  discovery  demands  comprising  over  one  hundred 
broad-based  requests,  including  such  items  as  "all  documents  that  constitute,  dis- 
cuss, or  refer  to  sales  or  orders  in  general,"  and  "all  documents  that  discuss  or  refer 
to  profit  margins  at  Adaptec."  Worse,  these  demands  were  not  served  on  Adaptec. 
Instead,  plaintiffs'  lawyers  served  subpoenas  on  the  company's  ten  most  important 
customers  and  vendors.  In  the  face  of  this  attempt  to  destroy  our  key  business  rela- 
tionships, we  had  to  go  to  court  to  force  the  plaintiffs  to  obtain  the  information  from 
Adaptec  before  burdening  our  customers  ana  vendors  with  their  demands. 

As  a  result  of  the  plaintiffs'  absurdly  broad  demands,  Adaptec  was  obliged  to 
produce  over  1,500  boxes  of  documents.  The  cost  to  the  company  of  this  exercise  was 
$1.4  million. 

As  far  as  I  am  concerned,  that  money  was  wasted  on  a  glorified  fishing  expedition 
in  search  of  nonexistent  proof  of  a  nonexistent  violation  of  the  securities  law.  Just 
as  important,  if  less  readily  quantifiable,  was  the  cost  in  management  time.  We  are 
a  lean  company.  Our  ability  to  compete  and  grow  depends  upon  the  full  focus  of 
management  attention  and  energy  on  our  business.  The  written  discovery  process 
was  a  crippling  diversion  of  Adaptec's  human  resources.  And  today,  after  more  than 
two  years  with  the  meter  running,  we  still  have  yet  to  enter  the  deposition  phase 
of  discovery. 

The  suit  I  have  described  against  Adaptec  is  not  unique;  any  number  of  compa- 
nies have  had  similar  experiences.  From  a  public  policy  standpoint,  which  is  obvi- 
ously your  area  of  concern,  there  are  three  reasons  why  I  believe  you  should  take 
action  to  filter  out  such  frivolous  litigation  from  the  civil  justice  system. 

First,  and  of  particular  interest  to  this  subcommittee,  is  the  chilling  effect  such 
suits  have  on  corporate  communications  to  the  financial  community.  Open  and  fre- 
quent communications  are  essential  if  the  financial  markets  are  to  operate  effi- 
ciently. But  I  must  tell  you  in  all  candor  that  nothing  that  Congress  and  the  Securi- 
ties and  Exchange  Commission  do  to  encourage  such  communications  can  overcome 
the  opposite  pressure  exerted  by  the  fear  of  securities  suits  on  corporate  manage- 
ment. 

Many  firms  in  Silicon  Valley,  and,  I  suppose,  elsewhere,  have  adopted  a  "no  com- 
munications" policy.  That  means  they  say  nothing  beyond  what  they  must  disclose 
by  law.  That  strategy  limits  the  ability  of  investors  to  make  informed  choices  and 
seems  to  me  wrong  as  a  matter  of  principle.  Nevertheless,  "no  communications" 
makes  perfect  sense  if  the  goal  is  to  avoid  situations  that  might  lead  to  a  class-ac- 
tion suit. 

Second  is  the  extent  to  which  abusive  securities  suits  impede  corporate  governance. 
At  a  time  when  policymakers  are  urging  the  boards  of  publicly-held  companies  to 
take  on  greater  responsibilities,  it  is  becoming  much  more  difficult  for  firms — par- 
ticularly smaller  companies — to  find  qualified  people  to  serve  on  their  boards.  The 
reason  is  simple:  the  prospect  of  being  sued. 

Adaptec  currently  has  one  unoccupied  board  position.  You  might  think,  given  our 
financial  record  and  given  the  cachet  of  Silicon  Valley,  that  we  would  have  no  prob- 
lem filling  that  seat.  In  fact,  I  have  thus  far  invited  three  people  to  join  the  board 
and  all  three  in  turn  have  refused.  They  left  no  doubt  about  why  they  demurred: 
they  feared  being  embroiled  in  a  class-action  suit.  This  problem  is  not  unique  to 
Adaptec.  Seventy-one  percent  of  the  chief  executives  in  the  American  Business  Con- 
ference report  that  they  have  found  it  more  difficult  to  attract  directors  because  of 
potential  liability  from  litigation. 

ABC  members  themselves  are  reluctant  to  join  corporate  boards.  Sixty  percent  say 
that  the  litigation  issue  has  forced  them  to  weigh  more  carefully  their  decision  to 
join  a  corporate  board.  Another  24  percent  refuse  service  on  corporate  boards  of 
start-up  firms  or  other  companies  vulnerable  to  securities  litigation.  Seven  percent 
refuse  to  join  corporate  boards  of  any  sort.  I  am  among  that  seven  percent. 

Abusive  securities  suits  are  robbing  a  generation  of  new  firms  of  the  outside  man- 
agerial know-how  that  companies  desperately  need  in  their  formative  stages.  And, 
in  a  larger  sense,  the  inability  of  companies  of  all  sizes  to  obtain  competent  board 
members  means  that  the  board  of  directors  as  an  institution  will  continue  to  fall 
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short  as  a  vehicle  for  improving  corporate  performance  and  insuring  management 
accountability  to  shareholders. 

Third,  and  most  important,  is  the  adverse  effect  of  abusive  securities  suits  on 
American  competitiveness.  By  competitiveness  I  mean  the  capacity  of  companies  to 
grow,  to  enter  new  markets,  to  pursue  new  ventures,  and  to  create  new  jobs.  Frivo- 
lous litigation  has  an  obvious  detrimental  effect  upon  these  elements  of  competitive- 
ness. 

In  my  company's  case,  the  $1.4  million  pre-discovery  expenses  we  incurred  could 
have  been  used  to  hire  a  dozen  engineers.  And,  of  course,  there  is  no  way  to  gauge 
the  opportunity  costs  such  a  suit  entails.  We  have  been  fighting  this  battle  for  over 
two  years  and  while  our  financial  results  during  that  period  have  been  superb,  I 
cannot  help  but  wonder  what  we  could  have  done  had  this  weight  not  been  placed 
on  our  collective  shoulders. 

Members  of  Congress  are  debating  this  year  over  the  need  for  new  taxes  and  new 
regulations  on  business.  I  suppose  that  part  of  the  reason  for  the  intensity  of  the 
debate  is  your  realization  that  when  government  adds  to  the  cost  of  doing  business, 
firms  function  less  well  and  hire  fewer  people.  In  that  context,  you  should  think  of 
abusive  securities  litigation  as  a  particularly  onerous  cost  of  doing  business — a  liti- 
gation "tax" — that  brings  no  countervailing  benefits.  That  we  allow  this  sort  of  activ- 
ity to  continue  is,  in  my  opinion,  a  national  disgrace. 

As  you  consider  how  to  mitigate  the  problem  of  abusive  securities  suits,  I  believe 
you  would  be  wise  to  begin  with  the  bill  Senators  Domenici  and  Sanford  introduced 
last  year,  S.  3181.  This  bill  is  a  model  for  what  I  think  should  be  done.  (Similar  leg- 
islation— H.R.417 — has  already  been  introduced  in  the  House  this  year  by  Rep- 
resentative Tauzin  and  others.) 

S.  3181  was  not  a  "kill-all-the-lawyers"  bill;  it  attempted  instead  to  create  the  sort 
of  filter  I  think  we  need  to  purify  the  system  of  frivolous  suits.  Thus,  while  S.3181 
proposed  to  change  certain  features  of  current  procedure  that  encourage  frivolous 
securities  litigation,  it  simultaneously  would  have  extended  the  statute  of  limita- 
tions for  10(b)(5)  claims.  That  sort  of  balance,  which  limits  frivolous  suits  while  wid- 
ening the  courthouse  door  for  more  substantive  cases,  is  precisely  the  goal  this  sub- 
committee should  seek. 

To  curtail  frivolous  suits,  S.3181  offered  three  main  reform  ideas:  proportionate 
liability,  modified  fee  shifting  pertaining  exclusively  to  suits  found  to  be  not  sub- 
stantially justified,  and  the  elimination  of  abusive  litigation  practices.  All  seem  to 
me  desirable;  none  is  sufficient  alone. 

Indeed,  I  would  invite  the  subcommittee  to  consider  two  other  proposals  that, 
based  on  my  experience,  would  help  to  solve  the  problem.  First,  I  would  recommend 
legislative  language  that  would  require  plaintiffs  to  show  some  basis  for  claims  of 
fraud  before  they  can  initiate  a  suit.  The  earlier  the  system  filters  out  frivolous 
cases,  the  less  waste  such  cases  cause. 

And,  second,  I  think  you  should  try  to  find  ways  to  place  reasonable  time  and  cost 
limits  on  pretrial  discovery.  As  it  now  stands,  the  discovery  process  is  a  nightmare 
straight  out  of  Dickens. 

Please  take  these  as  starting  points  for  forging  your  own,  better  reform  ideas.  I 
am  not  a  lawyer  and  I  did  not  come  to  Washington  to  tell  you  how  to  write  legisla- 
tion. 

My  job  is  to  convince  you  that  there  is  a  serious  problem  with  frivolous  securities 
litigation  and  that  you  have  a  responsibility  for  solving  it.  I  know  there  are  political 
risks  inherent  in  taking  on  this  task.  I  ask  you  to  believe  that  there  are  risks  inher- 
ent in  simply  talking  about  this  problem  at  a  Congressional  hearing.  I  sometimes 
feel  as  if  I  have  pinned  a  big  sign  on  my  back  saying  "Sue  Me." 

But,  Mr.  Chairman,  I  know  something  about  taking  risks.  I  came  to  this  country 
as  a  refugee  from  Eastern  Europe,  knowing  not  a  word  of  English.  Without  risk, 
I  would  not  be  where  I  am. 

It  is  in  that  spirit  that  I  come  here  today.  I  and  the  other  businesspeople  I  rep- 
resent are  not  looking  for  special  treatment.  We  are  not  asking  for  protection  from 
all  lawsuits.  We  ask  only  that  we  not  be  burdened  with  defending  against  predatory, 
frivolous  suits  that  make  it  even  more  difficult  to  be  competitive  in  an  already  tough 
economic  environment.  Thank  you. 
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EXHTBIT  2 

TOTAL  ANNUAL  REVENUES  AND  WORLDWIDE  EMPLOYMENT 
OF  REPRESENTED  COMPANTES 


LISTED  HIGH  TECH  COMPANIES 
REVENUES         $  22.9  b 
EMPLOYMENT  134,  741 

ABC  COMPANIES 
REVENUES       $  42  b 
EMPLOYMENT  450,000 

TOTAL  REVENUES         $  65  b 
TOTAL  EMPLOYMENT     585,000 
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EXHIBIT  1 


HIGH  TECHNOLOGY  COMPANIES  ENDORSING 
TESTIMONY  OF  JOHN  G.  ADLER 


3Com 

ACTEL 

Adaptec 

Advanced  Logic  Reseach 

Advanced  Micro  Devices 

Altera 

Auspex  Systems 

Autodesk 

Cadence  Design  Systems 

Centigram 

Communications 
Chips  and  Technologies 
Cirrus  Logic 
Compression  Labs 
Conner  Peripherals 
Cypress  Semiconductor 
Cyrix 
Distributed  Processing 

Technology 
Exabyte 

Hal  Computer  Systems 
Informix  Software,  Inc. 
Intel 
International 

Microelectronic  Products 
Komag,  Inc. 


Linear  Technology 

Logical  Services 

Maxtor 

NetFRAME  Systems 

Network  General 

Orbit  Semiconductor 

Qume 

Radius 

RasterOps 

S-MOS  Systems 

S3 

Seagate 

Sierra  Semiconductor 

Software  Publishing 

SyQuest  Technologies 

Tech  Data 

The  Santa  Cruz 

Operations 
Trident  Microsystems 
Weitek 
Wyle  Labs 
Xilinx 
Xylogics 
Zeos 
Zilog 
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PREPARED  STATEMENT  OF  RICHARD  J.  EGAN 
Chairman  of  the  Board,  EMC  Corporation 

Mr.  Chairman,  and  Members  of  the  Subcommittee,  I  thank  you  for  this  oppor- 
tunity to  express  my  views  and  deep  concerns  about  the  devastating  and  debilitating 
effect  of  securities  fraud  lawsuits  on  publicly-traded  companies,  particularly  those 
in  the  high  technology  arena. 

My  name  is  Richard  J.  Egan.  I  am  Chairman  of  the  Board,  Founder,  and  a  Direc- 
tor of  EMC  Corporation  of  Hopkinton,  Massachusetts.  EMC  designs,  develops  and 
manufactures  high  performance  computer  storage  systems  which  improve  the  capac- 
ity and  performance  of  large-  and  medium-sized  computer  systems  and  hence  the 
productivity  of  our  Customers. 

We  employ  approximately  1,600  people,  and  operate  60  Field  Offices  around  the 
world.  Our  revenues  last  year  were  $349  million,  over  30  percent  of  which  was  de- 
rived from  sales  made  outside  the  United  States. 

Like  so  many  high  technology  companies,  EMC  started  small.  My  co-founder, 
Roger  Marino,  and  I  pooled  our  savings  and  extended  our  credit  card  limits  to  the 
maximum  to  fund  EMC's  start-up  in  1978.  Thanks  to  some  hard  work,  a  lot  of  luck, 
and  a  great  interest  in  our  products,  we  grew  at  such  a  rapid  rate  that  by  1986 
we  were  obliged  to  raise  new  capital  through  the  equity  markets. 

Two  Frivolous  Lawsuits 

Since  becoming  a  public  company,  we  have  been  the  target  of  two  lawsuits  that 
I  call  "strike"  suits,  because  as  I  have  since  learned  they  are  typically  filed  within 
days  or  sometimes  hours  of  a  company's  announcement  of  adverse  news  or  "dis- 
appointing" earnings — and  they  are  intended  to  coerce  the  company  into  settlement. 

The  first  lawsuit,  which  was  filed  in  1988,  was  initiated  by  a  Philadelphia  law 
firm  on  behalf  of  a  fellow  who  I  later  learned  was  a  professional  investor  and  a  part- 
ner in  a  money  management  firm. 

This  lawsuit  was  prompted  by  an  announcement  by  EMC  that  our  quarterly  earn- 
ings would  be  lower  than  they  were  in  the  previous  quarter.  Our  legal  counsel  ad- 
vised us  that  our  management  had  not  acted  in  any  improper  or  illegal  manner,  but 
that  it  would  be  expensive  to  defend  ourselves.  Because  we  were  still  a  small  com- 
pany, and  because  we  could  have  been  completely  wiped  out  by  an  adverse  court 
ruling,  I  decided,  very  reluctantly,  that  we  would  settle  the  case. 

As  a  result  of  this  strike  suit,  management  decided  that  we  would  in  the  future 
limit  public  information  about  EMC  and  its  progress  and  expectations.  You  see,  the 
reason  class-action  suits  are  usually  filed  immediately  after  a  public  announcement 
by  a  company  is  so  the  plaintiffs'  lawyers  can  beat  each  other  to  the  courthouse  and 
be  the  first  to  file  suit.  That  is  because  the  lead  attorney  stands  to  gain  the  greatest 
share  of  the  legal  fees.  One  study  reported  that  of  46  cases  it  studied,  12  were  filed 
within  one  day  and  30  within  one  week  of  the  publication  of  unfavorable  news  about 
the  defendant  company.1  Obviously,  since  these  suits  are  filed  so  quickly,  there  is 
no  time  for  any  factual  investigation  about  whether  fraud  was  actually  committed. 
Instead,  once  the  suit  is  filed,  the  plaintiffs  law  firm  proceeds  to  search  through 
all  of  the  company's  documents  and  take  endless  depositions  for  the  slightest  posi- 
tive comment  which  they  can  claim  induced  the  plaintiff  to  invest  and  any  shred 
of  evidence  that  the  company  knew  a  downturn  was  coming. 

Although  the  Securities  and  Exchange  Commission  continues  to  press  public  com- 

Eanies  for  maximum  disclosure,  these  strike  suits  have  exactly  the  opposite  effect, 
fow,  we  always  have  a  defensive  posture  to  our  statements  because  of  the  concern 
that  we  will  get  sued.  In  addition,  companies  can  be  reluctant  to  take  the  business 
risks  that  often  must  be  taken  in  our  industry  to  seize  opportunity  if  every  time 
a  risky  project  fails  the  company  is  sued  for  "fraud." 

Our  second  "strike"  suit  was  filed  against  EMC  in  1991.  It  followed  by  only  20 
hours — less  than  one  day — our  public  announcement  that  quarterly  results,  which 
had  been  increasing  steadily,  would  show  less  profitability  than  the  prior  quarter. 
We  were  not  reporting  an  actual  loss,  only  a  decline  in  earnings  growth. 

By  the  time  this  second  strike  suit  was  filed,  we  were  big  enough  to  defend  our- 
selves and  we  still  remembered  how  outraged  we  were  at  the  first  suit.  We  were 
fortunate  in  that  we  argued  before  a  very  sophisticated  and  intelligent  judge  that 
took  the  time  to  understand  the  case  and  who  saw  through  this  charade. 

A  copy  of  the  court's  decision  in  this  case  will  be  submitted  for  the  record  to  the 
subcommittee,  but,  in  brief,  in  March  1992  a  Federal  judge  dismissed  the  lawsuit 
"with  prejudice,"  and  chastised  the  plaintiffs  because  they,  in  the  judge's  words,  "ap- 
parently wish  to  embark  on  a  fishing  expedition  at  the  defendants  expense." 


^They've  Contend  the  Market,  National  Law  Journal,  April  27,  1992. 
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Nevertheless,  EMC  management  and  its  attorneys  spent  an  enormous  amount  of 
time  in  defending  this  thoroughly  meritless  lawsuit.  Needless  to  say,  distracted 
management  time  cost  us  sales  and  planning  for  the  future. 

Mr.  Chairman,  I  have  since  learned  that  such  "fishing  expeditions"  are  not  un- 
common. Apparently,  there  are  a  number  of  law  firms  that  specialize  in  filing  claims 
against  high  tech  companies  such  as  EMC  that  often  have  unpredictable  earnings. 
Usually,  as  I  understand  it,  these  law  firms  rely  on  a  cadre  of  "professional"  plain- 
tiffs that  own  only  a  few  shares  of  many  public  companies  ana  who  are  solicited 
by  the  law  firms  when  a  plaintiff  is  needed.  I  understand  that  one  individual,  a  re- 
tired attorney,  has  been  a  plaintiff  in  over  300  lawsuits.  The  lead  plaintiff  in  a  class- 
action  suit  can  be  awarded  a  substantial  bonus  just  for  lending  his  name  to  the  com- 
plaint.2 The  plaintiffs  in  our  case  were  two  persons  who,  collectively,  owned  only 
a  minimal  amount  of  our  stock. 

These  law  firms  monitor  the  stock  "Quotrons"  and  often  compare  the  price  of  a 
company's  stock  with  the  Standard  &  Poor's  index.  When  they  detect  a  sharp  diver- 
gence, they  file  a  lawsuit.  Many  of  these  lawsuits  are  frivolous,  and  are  little  more 
man  witch  hunts  that  cost  a  company  enormous  time  and  money.  And  the  plaintiffs 
lawyers  are  not  obliged  to  produce  any  evidence — only  a  complaint  alleging  that  the 
defendant  company  may  have  made  overly  optimistic — or  even  in  some  cases,  overly 
pessimistic — statements  about  its  progress.  There  is  little  downside  risk  for  the 
plaintiffs'  lawyers.  Once  a  suit  is  filed,  they  are  practically  guaranteed  a  windfall 
in  legal  fees  since,  as  they  are  well  aware,  virtually  all  of  these  lawsuits  are  settled 
with  the  companies  paying  the  plaintiffs  and  their  attorneys  to,  in  effect,  go  away. 

And,  by  the  way,  Mr.  Chairman,  the  attorneys  receive  a  large  chunk  of  the  settle- 
ment funds.  The  investor  plaintiffs  receive  very  little.  It  seems  that  the  current  sys- 
tem works  primarily  to  the  benefit  of  the  lawyers  involved. 

Implications  for  Public  Companies,  Investors  and  the  U.S.  Economy 

If  these  strike  suits  are  allowed  to  continue  unrestrained,  I  believe  that  several 
unfortunate  consequences  will  result.  Among  them: 

•  Companies  will  be  reluctant  to  publish  forecasts  despite  the  SEC's  requests  to  do 
otherwise.  As  a  result,  investors  will  have  less  information  upon  which  to  make 
their  investment  decisions. 

•  Companies  will  not  take  sound  risks  but  will  manage  their  operations  so  as  to 
maintain  steady  performance  and  avoid  stock  fluctuations,  thereby  eliminating  op- 
portunities for  innovation,  growth,  new  jobs,  and  long  term  investment. 

•  The  Corporate  decision-making  process  will  be  severely  hampered  by  the  need  to 
scrutinize  every  management  action  that  might  possibly  become  the  subject  of  a 
lawsuit,  however  frivolous. 

•  Companies  will  pay  enormous  sums  to  law  firms — and  not  to  their  investors,  and 
will  also  be  limited  in  their  ability  to  increase  jobs  and  to  invest  in  new  plants 
and  equipment. 

•  Management  time  will  be  diverted  to  defend  against  these  lawsuits — as  well  as 
spendmg  time  positioning  a  company's  actions  to  avoid  them. 

•  And  it  places  U.S.  Corporations  at  an  unfair  disadvantage  because  we  must  con- 
stantly think  "short-term"  in  order  to  deliver  acceptable  financial  results  every  90 
days  rather  than  focusing  on  the  long-term  development  of  new  technologies  and 
processes.  A  disadvantage  with  which  most  of  our  foreign  competitors  do  not  have 
to  contend. 

Remedying  the  Situation 

Mr.  Chairman  and  Members  of  the  subcommittee,  I  firmly  believe  that  American 
industry  must  be  efficient  and  productive  if  it  is  to  remain  competitive  in  a  global 
economy.  Any  time  and  money  that  is  not  spent  on  improving  products,  quality  con- 
trol and  assurance,  employee  training,  and  other  important  areas  hampers  this  im- 
eortant  objective — and  does  so  at  the  expense  of  the  private  investor  and  share- 
older. 

But  there  are  some  steps  that  I  believe  Congress  can  take  to  alleviate  this  trou- 
bling situation. 

•  First,  plaintiffs  and  plaintiffs'  legal  counsel  should  be  required  to  pay  the  legal 
costs  and  expenses  of  defendants  in  cases  which  are  found  not  to  have  been  un- 
justified. 

•  There  should  be  a  standard  of  "clear  and  convincing"  proof  for  allegations  of  fraud 
against  companies.  This  would  discourage  lawsuits  based  on  statements  by  a  com- 


2 Being  a  Plaintiff  Sometimes  Amounts  to  a  Profession,  by  Andrew  Leigh,  Investors  Business 
Daily,  Nov.  1,  1991;  The  Professional  Plaintiffs,  American  Lawyer,  Dec.  1989. 
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party  that  turned  out  to  be  inaccurate  but  that  were  not  intended  to  mislead  in- 
vestors or  the  public. 

•  Plaintiffs  should  not  be  "invisible,"  and  they  should  not  be  allowed  to  become  "pro- 
fessional," that  is,  appear  as  plaintiffs  in  lawsuit  after  lawsuit.  In  addition,  con- 
tacts and  arrangements  with  plaintiffs  and  their  law  firms  should  be  made  discov- 
erable. 

•  The  American  Bar  Association  should  be  urged  to  track  and  investigate  the  activi- 
ties of  law  firms  that  engage  in  repeated  strike  suits,  and  to  establish  criteria  for 
defining  and  publicly  identifying  those  firms  who  repeatedly  file  frivolous  suits. 
Before  concluding,  I  wish  to  relate  to  you  a  recent  conversation  I  had  with  the 

president  of  Seagate  Technology,  a  company  that  produces  computer  disk  drives. 
This  market,  which  is  now  dominated  by  American  companies,  is  very  competitive 
and  the  companies  involved  are  known  to  experience  very  volatile  sales  and  earn- 
ings results. 

My  colleague  told  me  that  his  firm  was  a  defendant  in  a  strike  suit — his  third. 
I  said,  "So  what  else  is  new?"  He  replied,  This  time  they  sued  me  because  our  stock 
price  went  up!"  By  the  way,  this  suit  was  filed  by  the  same  law  firm  that  simulta- 
neously was  suing  him  in  another  suit  because  the  company's  stock  had  gone  down.3 

This  story  might  be  funny  were  it  not  indicative  of  a  terrible  threat  to  American 
companies,  to  our  economy  and  to  our  Nation's  competitiveness  around  the  world. 

I  thank  you  for  your  attention  and  interest.  I  would  be  pleased  to  answer  any 
questions  you  may  have. 


STATEMENT  OF  F.  THOMAS  DUNLAP,  JR. 
Vice  President,  General  Counsel  and  Secretary,  Intel  Corporation 

1.  Intel:  High  Technology  Company 

I  am  the  General  Counsel  of  Intel  which  is  a  high  technology  company  based  in 
Santa  Clara,  California,  with  major  manufacturing  facilities  in  New  Mexico,  Arizona 
and  Oregon.  Intel's  product  line  is  centered  around  the  microprocessor  which  you 
can  think  of  as  the  brains  of  many  of  today's  computers.  In  order  to  compete  inter- 
nationally in  this  business,  in  1993  we  expect  to  invest  over  $900M  in  research  and 
development  and  over  $1.2B  in  capital  equipment.  Historically,  high  technology 
companies  like  Intel  have  been  associated  with  a  significant  amount  of  risk  due  to 
the  nature  of  developing  technology  and  forecasting  sales  of  emerging  markets.  So 
high  tech  companies  often  have  had  a  lot  of  volatility  in  our  stock  price. 

2.  Intel  Growth 

Actually,  Intel  is  one  of  the  more  stable  technology  companies.  This  year  we  will 
celebrate  our  25th  anniversary.  If  you  follow  our  stock  price  on  a  daily  or  weekly 
basis,  you  can  certainly  see  there  is  a  lot  of  short  term  volatility  in  the  price  of  Intel 
stock.  However,  over  the  years,  the  stock  has  steadily  grown  and  particularly  over 
the  last  two  years,  the  stock  has  gone  from  as  low  as  $23.50  in  August  of  1991  to 
$56.50  as  of  last  Friday.  Our  earnings  per  share  have  gone  from  $0.48  in  Ql/91  to 
$1.24  in  Ql/93  (All  numbers  adjusted  for  a  2:1  stock  split).  Nevertheless,  during 
that  two-year  period,  we  have  been  sued  in  seven  separate  lawsuits  involving  two 
stock  price  drops  for  various  alleged  securities  violations.  All  of  the  seven  suits  were 
meritless  lawsuits. 

3.  9/91  Litigation 

In  September  of  1991,  we  internally  determined  and  immediately  announced  to 
the  market  that  we  expected  that  our  third  quarter  revenues  and  earnings  would 
significantly  lower  than  Intel  or  the  market  in  general  expected.  The  stock  dropped 
from  $24.88  to  $20.75  and  within  48  hours  three  lawsuits  were  filed.  Of  course, 
there  is  no  way  that  before  September  we  could  have  predicted  that  our  earnings 
or  revenues  were  going  to  fall  off.  As  a  result  of  the  lawsuits,  we  had  to  begin  an 
extensive  search  for  documents,  had  to  interview  a  large  number  of  executives,  and 
we  had  to  produce  a  large  volume  of  documents  to  the  plaintiffs  attorneys.  In  short, 
we  were  required  to  spend  a  lot  of  money  on  legal  fees.  After  we  collected  all  the 
documents,  we  pent  the  plaintiffs  attorneys  what  we  referred  to  as  a  "Rule  11  Let- 
ter." Rule  11  is  intended  to  prevent  lawyers  from  filing  frivolous  lawsuits.  We  ex- 
plained why  there  was  no  violation  of  the  securities  laws  and  gave  the  plaintiffs  a 


3An  article  detailing  the  experiences  of  Seagate  Technology  and  other  California  high  tech 
companies  with  strike  suite  is  attached.  Securities  Class  Action  Scandal  by  Nancy  Rutter,  Up- 
side, April  1990. 
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chance  to  drop  the  suit  before  we  proceeded  with  sanctions  under  Rule  11.  The 
plaintiffs  dropped  the  lawsuit.  We  did  not  pay  a  penny  in  damages  but,  of  course, 
we  wasted  a  lot  of  management  time  and  legal  fees. 

4. 4/93  Litigation 

In  April  of  1993,  a  judge  granted  one  of  our  competitors  a  new  trial  10  months 
after  a  jury  verdict  in  Intel's  favor.  Once  again  the  stock  dropped  and  once  again 
within  48  hours  we  were  sued.  On  the  day  T>efore  the  market  learned  that  a  new 
trial  was  ordered,  Intel  stock  closed  at  $55.00.  It  opened  at  $50.25  the  next  day  and 
closed  over  $48.00.  It  recovered  to  $51.38  two  davs  later  and  has  traded  as  high  as 
$60.00  since  then.  We  expect  these  cases  to  follow  the  same  pattern  as  the  1991 
cases. 

5.  Expenses 

These  two  lawsuits,  should  never  have  been  brought.  It  didn't  cost  the  plaintiffs 
anything,  but  it  cost  Intel  a  lot  of  lost  management  time  and  over  $500,000.00  in 
legal  fees.  The  legal  fees  could  have  paid  the  salaries  of  10  production  workers  in 
our  new  Albuquerque  facility  or  5  engineers  for  a  year. 

I  hope  these  two  examples  identify  the  need  for  legislation  to  curb  frivolous  law- 
suits such  as  these. 

It  is  our  belief  that  cases  such  as  these  are  often  filed  with  no  factual  basis  for 
the  allegations  other  than  a  drop  in  the  price  of  the  stock.  These  litigation  practices 
are  tantamount  to  the  "greenmail"  practices  that  received  such  wide  coverage  in  the 
financial  press  of  the  1980's,  in  that  many  companies  don't  have  the  resources  to 
fight  the  lawsuits,  and  consequently,  may  find  it  less  expensive  to  settle  their  cases 
for  damages  than  to  defend  themselves  in  court.  This  practice  of  settling  merely  en- 
courages the  filing  of  even  more  cases  on  even  more  flimsy  factual  grounds. 

It  is  time  to  pass  legislation  to  discourage  the  filing  of  these  types  of  frivolous  se- 
curities litigation. 


TESTIMONY  OF  WILLIAM  R.  McLUCAS 

Director,  Division  of  Enforcement 

United  States  Securities  and  Exchange  Commission 

Chairman  Dodd,  and  Members  of  the  Subcommittee:  I  appreciate  this  opportunity 
to  appear  on  behalf  of  the  Commission  to  discuss  issues  related  to  private  litigation 
under  the  Federal  securities  laws. 

The  strength  and  stability  of  our  Nation's  securities  markets  depend  in  large  part 
on  investor  confidence  in  the  continued  fairness  and  efficiency  of  those  markets.  In 
order  to  maintain  this  confidence,  it  is  important  that  investors  have  effective  rem- 
edies against  persons  who  violate  the  antifraud  provisions  of  the  Federal  securities 
laws.  Although  the  Commission  devotes  substantial  resources  to  the  detection  and 
prosecution  of  securities  law  violations,  private  actions  under  Section  10(b)  of  the 
Securities  Exchange  Act  of  1934  serve  as  the  primary  vehicle  for  compensating  de- 
frauded investors.  Private  actions  also  provide  additional  deterrence  against  securi- 
ties law  violations. 

Ideally,  a  system  of  private  securities  litigation  would  ensure  that  defrauded  in- 
vestors receive  full  compensation  for  their  losses  and  that  defendants  pay  nothing 
on  frivolous  claims.  In  practice,  of  course,  any  system  of  civil  litigation  will  depart 
from  this  ideal.  Securities  litigation,  in  particular,  is  a  costly  endeavor,  and  the  par- 
ties are  faced  with  inherent  uncertainty  about  outcomes.  As  a  result,  plaintiffs  often 
settle  meritorious  claims  for  less  than  their  full  value,  and  defendants  may  settle 
claims  for  which  they  have  valid  defenses. 

These  hearings  are  being  held  because  a  number  of  parties,  including  the  account- 
ing profession,  m  particular,  believe  that  abuses  of  the  system  have  become  so  prev- 
alent that  Congress  must  enact  legislation  that  would  curtail  meritless  securities 
litigation.  Citing  what  they  describe  as  a  'litigation  explosion,"  the  proponents  of 
litigation  reform  proposals  have  argued  that  the  cost  of  defending  a  securities  fraud 
action  is  so  high — and  the  potential  liability  so  great — that  defendants  are  coerced 
into  settling  cases  that  they  almost  certainly  would  win  at  trial.1  The  proponents 


1See,  e.g.,  Public  Oversight  Board,  SEC  Practice  Section,  American  Institute  of  Certified  Pub- 
lic Accountants,  In  the  Public  Interest:  A  Special  Report  on  Issues  Confronting  the  Accounting 
Profession  (Mar.  5,  1993)  [Hereinafter  POB  Report];  Arthur  Andersen  &  Co.,  et  al.,  Liability  Cri- 
sis in  the  United  States:  Impact  on  the  Accounting  Profession— A  Statement  of  Position  (August 
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also  cite  studies  which  suggest  that  settlements  in  class-action  securities  cases  gen- 
erally are  not  based  on  the  merits.2 

The  Commission  itself  has  recognized  the  dangers  posed  by  meritless  securities 
litigation.3  There  is  a  strong  public  interest  in  eliminating  meritless  cases  because, 
to  the  extent  that  baseless  claims  are  settled  solely  to  avoid  the  cost  of  litigation, 
the  system  imposes  what  may  be  viewed  as  a  tax  on  capital  formation.  For  that  rea- 
son, reasonable  legislative  reforms  that  are  tailored  specifically  to  deter  meritless 
actions  deserve  consideration. 

It  is  important  to  recognize,  however,  that  the  issues  under  consideration  are  com- 

Slex,  and  that  any  legislation  in  this  area  must  be  drafted  carefully  to  preserve  the 
enefits  of  private  securities  legislation.  It  is  especially  important  to  recognize  that 
certain  of  the  proposals  included  under  the  rubric  "litigation  reform,"  such  as  pro- 
portionate liability  or  changes  in  the  standards  for  aiding  and  abetting  liability,  go 
far  beyond  other  measures  that  would  affect  only  baseless  claims.  Such  proposals 
would  fundamentally  alter  private  securities  fraud  litigation  by  changing  either  the 
standard  for  secondary  liability,  or  the  consequences  of  such  liability.  If  enacted, 
these  proposals  could  make  it  impossible  for  defrauded  investors  who  prevail  at  trial 
to  recover  full  compensation  for  their  losses. 

Given  the  fundamental  importance  of  private  actions,  litigation  reform  legislation 
should  be  approached  with  caution.  It  would  be  unfortunate  if  legislation  intended 
to  "reform"  the  system  led  to  an  erosion  of  investor  safeguards.  This  Subcommittee 
will  need  to  examine  the  nature  and  scope  of  the  alleged  problem,  separate  fact  from 
rhetoric,  and  consider  the  consequences  that  each  reform  proposal  might  have  on 
the  existing  financial  reporting  and  disclosure  system.  Although  meaningful  reform 
is  possible,  it  should  not  be  made  at  the  expense  of  existing  protections  against  de- 
liberate fraud. 

The  Commission's  Enforcement  Program 

The  Commission  has  many  responsibilities  under  the  Federal  securities  laws,  but 
law  enforcement  is  one  of  its  most  important  missions.  Approximately  one-third  of 
the  Commission's  budget  is  devoted  to  its  enforcement  program,  which  is  carried  out 
by  the  Division  of  Enforcement  and  each  of  the  Commission's  nine  regional  offices. 
The  enforcement  program  is  designed  to  protect  investors  and  foster  investor  con- 
fidence by  preserving  the  integrity  and  efficiency  of  the  securities  markets.  In  order 
to  meet  these  goals,  the  Commission  seeks  to  maintain  an  active  enforcement  pres- 
ence in  each  of  the  areas  within  its  jurisdiction. 

Most  of  the  Commission's  enforcement  resources  are  devoted  to  the  most  serious 
forms  of  securities  fraud — theft  of  investor  funds,  penny  stock  fraud,  insider  trading 
and  fraudulent  financial  disclosure.  Financial  fraud,  in  particular,  is  the  type  of  vio- 
lation that  most  often  results  in  private  securities  class-action  litigation.  In  coordi- 
nation with  the  Division  of  Corporation  Finance  and  the  Office  of  the  Chief  Account- 
ant, the  Division  of  Enforcement  maintains  an  active  program  to  identify  companies 
that  violate  the  disclosure  requirements  and  prosecute  the  persons  responsible  for 
those  violations. 

Last  year,  69  of  the  Commission's  approximately  395  enforcement  actions  pri- 
marily involved  financial  disclosure  or  accounting  issues.  These  types  of  cases  aver- 
aged roughly  15  percent  of  the  enforcement  actions  brought  by  the  Commission  over 
the  last  ten  years.  Financial  fraud  investigations  usually  require  a  commitment  of 


6,  1992)  [hereinafter  Liability  Crisis  Paper];  J.  Michael  Cook,  et  al.,  Financial  Reporting  and 
the  Accounting  Profession— Statement  of  Position  (April  19,  1993)  [hereinafter  Financial  Report- 
ing Paper]. 

*  See  Janet  Cooper  Alexander,  Do  the  Merits  Matter?  A  Study  of  Securities  Class  Actions,  43 
Stan.  L.  Rev.  497  (1991)  (finding  that  the  strength  and  merits  of  a  group  of  cases  involving  com- 
puter companies  sued  following  initial  public  offerings  was  not  reflected  in  the  settlement 
amount  in  those  cases). 

Other  studies  examining  a  broader  range  of  securities  class-action  cases  have  not  reached  the 
same  conclusions.  See  Frederick  C.  Dunbar,  National  Economic  Research  Associates,  Inc.,  Recent 
Trends  in  Securities  Class  Action  Suits,  at  6  (Aug.  1992)  (suggesting  first,  that  the  "increased 
dispersion  of  settlements,  relative  to  investor  losses,  reduces  the  evidence  that  the  merits  don't 
matter"  and  second,  that  officers'  and  directors'  liability  insurance  "may  help  to  explain  both 
the  low  percentage  of  settlements  to  investor  losses  and  the  even  lower  ratio  which  exists  for 
claims  involving  very  large  investor  losses");  Vincent  E.  O'Brien  and  Richard  W.  Hodges,  A 
Study  of  Class  Action  Securities  Fraud  Cases,  at  II— 3  (1991)  (finding  the  settlement  as  a  per- 
centage of  losses  varied  between  0.7  percent  and  18.3  percent  in  a  group  of  20  securities  class 
actions). 

3See  Testimony  of  Richard  C.  Breeden,  Chairman,  Securities  and  Exchange  Commission, 
"Concerning  the  Securities  Investors  Legal  Rights  Act  of  1991,"  before  the  Subcommittee  on 
Telecommunications  and  Finance,  House  Committee  on  Energy  and  Commerce,  Nov.  21,  1991, 
at  14. 
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substantially  more  resources  than  other  types  of  investigations.  This  is  principally 
due  to  the  complexity  of  such  cases,  which  are  document-intensive  and  demand  the 
expertise  of  attorneys,  accountants,  and  often  financial  analysts  or  economists. 

Over  the  past  decade,  Congress  has  enacted  legislation  that  has  greatly  enhanced 
the  strength  and  flexibility  of  the  Commission's  enforcement  remedies.  The  Securi- 
ties Enforcement  Remedies  and  Penny  Stock  Reform  Act  of  1990,  in  particular,  has 
improved  the  Commission's  ability  to  deal  appropriately  with  financial  disclosure 
violations  by  enabling  it  to  seek  civil  money  penalties  and  by  providing  an  adminis- 
trative cease-and-desist  remedy. 

It  is  important  to  remember,  however,  that  while  the  Commission  attempts  to 
pursue  all  of  the  most  egregious  financial  fraud  cases,4  it  does  not  have  the  re- 
sources to  investigate  every  instance  in  which  a  public  company's  disclosure  is  ques- 
tionable. This  would  continue  to  be  the  case  even  if  the  Commission's  resources  were 
substantially  increased.  The  Commission  must  select  certain  cases  to  pursue  based 
on  the  type  of  violation  and  the  egregiousness  of  the  conduct.  Our  pursuit  of  these 
cases  permits  us,  in  turn,  to  discourage  similar  violative  conduct  in  the  most  cost- 
effective  manner.5 

The  Importance  of  Private  Actions 

Due  to  the  Commission's  inability  to  address  all  violations,  the  implied  private 
right  of  action  under  Section  10(b)  and  Rule  10(bX5)  thereunder  is  critically  impor- 
tant to  the  effective  operation  of  the  Federal  securities  laws.  As  the  Supreme  Court 
has  stated  repeatedly  over  the  last  thirty  years,  private  actions  under  the  Federal 
securities  laws  are  a  "necessary  supplement"  to  the  Commission's  own  enforcement 
activities.6  Given  the  continued  growth  in  the  size  and  complexity  of  our  securities 
markets,  and  the  absolute  certainty  that  persons  seeking  to  perpetrate  financial 
fraud  will  always  be  among  us,  private  actions  will  continue  to  be  essential  to  the 
maintenance  of  investor  protection. 

Private  securities  fraud  actions  also  serve  another  important  function  that  Com- 
mission enforcement  actions  cannot  replace.  When  the  Commission  files  an  enforce- 
ment action,  its  principal  objectives  are  to  enjoin  the  wrongdoer  from  future  viola- 
tions of  the  law,  to  deprive  violators  of  their  profit  by  seeking  orders  of 
disgorgement,7  and  generally  to  deter  other  violations  by  seeking  civil  money  pen- 
alties. Although  the  Commission  usually  makes  disgorged  funds  available  for  the 

*See,  e.g.,  Securities  and  Exchange  Commission  v.  Sahlen,  Civ.  No.  92-7257  (S.D.  Fla.),  Lit 
Rel.  No.  13480,  AAER  No.  436  (Dec.  21,  1992)  (involving  Sahlen  &  Associates >,  Securities  and 
Exchange  Commission  v.  Ronkin,  Civ.  No.  92-0979  (D.  D.C.),  Lit.  Rel.  No  13227,  AAER  No.  371 
(Apr.  24,  1992)  (involving  College  Bound,  Inc.);  Securities  and  Exchange  Commission  v.  Wiles, 
Civ.  No.  91-1393  (D.  Colo.),  Lit.  Rel.  No.  12942,  AAER  No.  308  (Aug.  14,  1991)  (involving 
Miniscribe  Corp.);  Securities  and  Exchange  Commission  v.  Minkow,  Civ.  No.  90-4361  (HLH) 
(CD.  Cal.),  Lit.  Rel.  No.  12579  (Aug.  15,  1990)  (involving  ZZZZ  Best  Co.);  Securities  and  Ex- 
change Commission  v.  Towle,  Civ.  No.  C  90-1505-EFL  (N.D.  Cal.),  Lit  Rel.  No.  12484,  AAER 
No.  258  (May  24,  1990)  (involving  Thortec  International,  Inc.);  Securities  and  Exchange  Commis- 
sion v.  Antar,  Civ.  No.  89-3773  (D.  N.J.),  Lit  Rel.  No.  12239,  AAER  No.  247  (Sept  6,  1989) 
(involving  Crazy  Eddie,  Inc.). 

"One  minor  amendment  to  the  Federal  securities  laws  that  would  enable  the  Commission  to 
use  its  resources  more  efficiently  would  be  a  provision  authorizing  a  Federal  district  court,  in 
an  action  or  proceeding  initiated  by  the  Commission,  to  authorize  the  parties  to  serve  witnesses 
with  subpoenas  in  any  district  in  which  the  witness  is  found.  Although  the  Commission  cur- 
rently has  the  authority  in  its  investigations  to  subpoena  witnesses  and  compel  their  attendance 
anywhere  in  the  United  States,  it  does  not  have  any  similar  ability  to  subpoena  witnesses  na- 
tionwide in  Federal  court  actions.  As  a  result  the  Commission's  staff  often  must  travel  around 
the  country  taking  depositions  of  witnesses  who  have  already  testified  in  an  investigation,  be- 
cause it  cannot  subpoena  those  witnesses  to  testify  at  trial. 

*Lampf,  Pleva,  Lipkind,  Prupis  &  Petigrow  v.  Gilbertson,  111  S.  Ct  2773,  2789  (1991);  Bate- 
man  Eichler,  Hill  Richards,  Inc.  v.  Berner,  472  U.S.  299,  309  (1985);  Blue  Chip  Stamps  v.  Manor 
Drug  Stores,  421  U.S.  723,  730  (1975);  J.I.  Case  Co.  v.  Borak,  377  U.S.  426,  432  (1964). 

7 It  is  important  to  distinguish  disgorgement  from  restitution  or  damages.  In  contrast  to  dam- 
ages granted  in  private  actions,  which  are  designed  to  compensate  fully  the  victims  of  a  viola- 
tion, disgorgement  "is  a  method  of  forcing  a  defendant  to  give  up  the  amount  by  which  he  was 
unjustly  enriched."  Securities  and  Exchange  Commission  v.  Blavin,  760  F.2d  706,  713  (6th  Cir. 
1985);  Securities  and  Exchange  Commission  v.  Commonwealth  Chemical  Secur.,  Inc.,  574  F.2d 
90,  102  (2d  Cir.  1978).  In  a  few  exceptional  circumstances,  the  Commission  has  pursued  restitu- 
tion remedies,  which  aim  at  compelling  the  wrongdoer  to  make  all  victims  whole.  These  have 
usually  been  securities  offering  cases  in  which  the  enterprise  was  alleged  to  be  a  virtual  sham. 
See,  e.g.,  Securities  and  Exchange  Commission  v.  Current  Financial  Management,  Civ.  No.  91- 
3089  (D.D.C.),  Lit  Rel.  No.  13112  (Dec.  2,  1991);  Cf.  Securities  and  Exchange  Commission  v. 
Wymer,  Civ.  No.  91-6715,  Lit.  Rel.  Nos.  13635,  13389  and  13164  (May  12,  1993)  (restitution 
ordered  against  investment  advisor). 
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compensation  of  injured  investors,8  the  amount  of  investor  losses  often  exceeds  the 
wrongdoer's  ill-gotten  gains.  Private  actions,  by  contrast,  enable  defrauded  investors 
to  seek  compensatory  damages  and  thereby  recover  the  full  amount  of  their  losses. 

Due  to  their  critical  role  in  the  disclosure  process,  accountants  are  among  the  par- 
ties most  frequently  sued  in  private  actions.  Although  an  issuer  (through  its  officers 
and  directors)  bears  primary  responsibility  for  ensuring  that  its  financial  disclosure 
is  both  accurate  and  complete,  registration  statements  filed  under  the  Securities  Act 
and  annual  reports  filed  under  the  Exchange  Act  are  required  by  statute  to  include 
financial  statements  audited  by  an  independent  accountant.  The  Supreme  Court  has 
described  accountants  as  serving  a  "public  watchdog"  function,  in  which  they  "as- 
sume a  public  responsibility  transcending  any  employment  relationship  with  the  cli- 
ent."9 

In  light  of  the  concerns  expressed  by  the  accounting  profession  and  others,  it  is 
first  appropriate  to  determine  the  extent  to  which  private  actions  have  been  abused, 
and  then  to  consider  measures  that  might  reduce  the  number  of  meritless  lawsuits. 
Given  the  importance  of  private  actions,  however,  litigation  reform  should  seek  to 
eliminate  frivolous  claims  and  abusive  litigation  without  diluting  the  effectiveness 
of  private  remedies  against  fraud.  There  is  a  substantial  danger  that  market  con- 
fidence will  be  eroded  if  investors  are  unable  to  vindicate  their  rights  whenever  pub- 
lic companies  or  their  professional  advisers  fail  to  discharge  their  responsibilities 
under  the  law. 

Assessing  the  Need  for  Litigation  Reform 

The  proponents  of  litigation  reform  suggest  that  our  legal  system  is  in  the  midst 
of  an  unprecedented  litigation  explosion.  °  Accountants,  in  particular,  have  been 
voicing  concerns  for  many  years  about  the  threat  posed  by  the  continuing  "liability 
crisis  to  their  profession.11  While  there  is  no  question  that  these  concerns  are  genu- 
ine, it  is  essential  to  obtain  the  data  that  is  needed  to  assess  the  extent  of  the  litiga- 
tion crisis  and  evaluate  the  type  of  legislation  urged  by  the  profession. 

The  Commission's  staff  has  attempted  to  determine  the  extent  to  which  private 
litigation  under  the  Federal  securities  laws  (as  opposed  to  litigation  under  state  neg- 
ligence laws)  presents  a  "crisis  "  as  well  as  the  extent  to  which  Federal  courts  need 
additional  remedies  to  deal  with  meritless  cases.  Thus  far,  the  available  information 
has  been  inconclusive.  According  to  statistics  obtained  from  the  Administrative  Of- 
fice of  the  U.S.  Courts,  for  example,  the  approximate  aggregate  number  of  securities 
cases  (including  Commission  cases)  filed  in  Federal  district  courts  does  not  appear 
to  have  increased  over  the  past  two  decades.12  Similarly,  while  the  approximate 
number  of  securities  class  actions  filed  during  the  past  three  years  is  significantly 
higher  than  during  the  1980's,  the  numbers  do  not  reveal  the  type  of  increase  that 
ordinarily  would  be  characterized  as  an  "explosion." 13  (See  Appendix  A) 

On  September  21  of  last  year,  the  Commission's  Chief  Accountant  sent  a  detailed 
request  for  information  to  the  "Big  Six"  accounting  firms.  The  letter  asked  each  of 
the  firms  to  provide,  among  other  things,  information  for  each  of  the  five  preceding 


8  Unlike  disgorgement,  the  Commission  is  required  to  turn  over  penalties  collected  to  the  U.S. 
Treasury.  See,  e.g.,  Exchange  Act  §  21A(dXl). 

B  United  States  v.  Arthur  Young  &  Co.,  465  U.S.  805,  818  (1984). 

10  See,  Liability  Crisis  Paper,  supra  note  1. 

11  See.  e.g.,  N.  Minow,  Accountant  Liability  and  the  Litigation  Explosion,  76  J.  Acct.  70  (Sept. 
1984)  (The  number  of  lawsuits  against  accountants  has  soared,  the  damages  awarded  have  sky- 
rocketed and  novel  theories  of  liability  are  imposed  by  the  courts.  More  lawsuits  have  been  filed 
against  accountants  in  the  last  decade  and  a  half  than  in  the  entire  previous  history  of  the  pro- 
fession."). 

See  also,  Testimony  of  Ray  J.  Groves,  Chairman,  American  Institute  of  Certified  Public  Ac- 
countants, Special  Committee  on  Accountants'  Legal  Liability,  on  The  Accounting  Profession's 
Perspective  on  the  Liability  Insurance  Crisis,  Before  the  Subcommittee  on  Oversight  and  Inves- 
tigations of  the  House  Committee  on  Ways  and  Means  (March  24,  1986),  at  2,  which  states:  The 
trends  that  have  increased  the  exposure  of  accountants  to  liability  for  alleged  audit  defects  and 
contributed  to  the  increasingly  unstable  insurance  market  pose  a  grave  threat  to  the  economic 
viability  of  the  accounting  profession.  What  is  at  stake  is  the  ability  of  the  profession  to  continue 
fully  to  serve  the  public's  need  for  competent  and  objective  financial  reporting  in  the  face  of  in- 
creasing liability  exposure. 

12  Although  the  number  of  filings  increased  substantially  during  the  mid  to  late  1980's,  it  sub- 
sequently declined  to  prior  levels. 

"The  Administrative  Office  of  the  U.S.  Courts  combine  securities  filings  in  Federal  court  with 
filings  in  commodities  and  exchanges  cases.  Thus,  our  interpretation  of  this  data  is  based  upon 
the  assumption  that  the  vast  majority  of  filings  reported  are  securities  cases.  In  addition,  and 
especially  in  the  case  of  class  actions,  an  individual  fraud  may  result  in  multiple  filings.  Finally, 
part  of  the  more  recent  decline  in  securities  filings  may  be  attributable  to  a  greater  use  of 
predispute  arbitration  agreements  following  the  Supreme  Court's  decision  in  Shearson  I  Amer- 
ican Express,  Inc.  v.  McMahon,  482  U.S.  220  (1987). 
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fiscal  years  concerning  the  number  of  lawsuits  relating  to  the  firm's  audit  practice, 
all  damages  awards  or  settlements  and  their  amounts,  the  number  of  cases  tried, 
the  number  of  cases  dismissed,  and  the  number  of  instances  in  which  the  firm  paid 
a  disproportionate  share  of  the  damage  as  a  result  of  joint  and  several  liability 
rules.'4  Although  the  Chief  Accountant  requested  a  response  by  the  end  of  Novem- 
ber, the  requested  information  was  received  only  last  Friday. 

Besides  obtaining  data  regarding  the  volume  and  impact  of  private  lawsuits,  the 
Subcommittee  should  consider  whether  the  amount  of  litigation  could  be  reduced  by 
measures  other  than  those  urged  by  the  accounting  profession.  The  profession  often 
has  expressed  the  view  that  investors  expect  too  much  from  the  audit  function,  and 
that  auditors  are  blamed  for  failing  to  detect  financial  fraud  even  when  they  meet 
relevant  professional  standards.  Nevertheless,  given  the  unprecedented  level  of  fi- 
nancial fraud  witnessed  over  the  past  decade,  particularly  in  the  banking  and  sav- 
ings and  loan  sectors,  the  investing  public  and  this  Subcommittee  have  a  legitimate 
right  to  ask  why  so  many  financial  institutions  failed  shortly  after  receiving  an  un- 
qualified audit  opinion. 

Before  concluding  that  public  expectations  need  to  be  lowered,  or  that  liability 
standards  need  to  be  raised,  it  is  important  to  consider  ways  to  improve  auditing 
standards  and  accounting  principles.1*  In  this  regard,  it  is  commendable  that  policy 
statements  recently  issued  by  the  profession  recognize  the  need  for  more  stringent 
professional  standards  and  a  greater  focus  on  measures  to  prevent  fraud.16 

Finally,  it  is  important  to  assess  how  much  of  the  asserted  liability  crisis,  particu- 
larly as  it  relates  to  accountants,  is  a  function  of  State  rather  than  Federal  law.  Ac- 
countants are  liable  under  Section  10(b)  and  Rule  10(bX5)  only  if  they  act  knowingly 
or  recklessly,  which  courts  generally  describe  as  an  extreme  departure  from  the 
standard  of  ordinary  care.  By  contrast,  the  law  of  many  States  permits  accountants 
to  be  held  liable  on  a  showing  of  mere  negligence  in  the  performance  of  an  audit 
or  negligent  misrepresentation  in  audit  reports.  Consistent  with  these  differing  li- 
ability standards,  a  survey  by  the  "Big  Six    accounting  firms  found  that  Federal  se- 
curities fraud  claims  accounted  for  only  a  fraction  of  all  claims  against  accountants: 
Of  the  total  cases  pending  against  accountants  in  1991,  only  30  percent  con- 
tained Rule  10(b)(5)  claims.  Of  that  30  percent,  less  than  10  percent  were  exclu- 
sively 10(bX5)  claims.  The  greatest  liability  exposure  resides  in  the  States.  Reform 
of  State  liability  laws  affecting  accountants  is  of  critical  importance  to  the  future 
viability  of  the  profession.17 

Whether  or  not  there  is  a  sound  policy  basis  for  modifying  liability  standards 
under  State  law,  the  problems  caused  by  those  laws  do  not  necessarily  provide  a 
compelling  case  for  tampering  with  Federal  standards. 18 

Proposals  For  Litigation  Reform 

The  remaining  section  of  this  testimony  discusses  various  proposals  that  have 
been  suggested  in  this  area.  The  discussion  does  not  purport  to  be  exhaustive  or  to 
provide  a  definitive  view  on  any  of  those  proposals.  Rather,  it  attempts  to  distin- 
guish proposals  that  would  deter  meritless  securities  claims  without  having  a  direct 
effect  on  valid  claims  from  other  proposals  that  would  affect  both  types  of  claims. 


14  The  request  also  asked  the  firms  to  provide  information  such  as  the  size  of  each  firm's  audit 
staff,  the  amount  of  auditing  revenues,  the  firm's  capital  and  the  cost  of  audit  practice  insur- 
ance. 

"The  Commission's  Chief  Accountant  has  observed  that,  to  a  large  extent,  public  accountants 
can  control  their  own  destiny.  They  can  decide  which  clients  to  accept,  and  which  financial  pres- 
entations by  their  clients  will  receive  unqualified  opinions.  They  also  can  support  the  adoption 
of  simpler,  more  objective  accounting  standards  that  would  make  it  possible  for  them  to  obtain 
more  objective  and  relevant  evidence  regarding  their  clients'  compliance  with  those  accounting 
standards,  resulting  in  more  reliable  audit  reports.  In  this  way,  both  accountants  and  issuers 
would  encounter  less  litigation  regarding  overstatements  of  assets,  equity,  and  income.  See  Ad- 
dress by  Walter  P.  Schuetze,  Chief  Accountant,  Securities  and  Exchange  Commission,  before  the 
American.  Accounting  Association,  "Relevance  and  Credibility  in  Financial  Accounting  and  Re- 
porting," at  9-11  (Aug.  12,  1992). 

16 The  profession  has  also  supported  the  "Financial  Fraud  Detection  and  Disclosure  Act,"  H.R. 
574,  introduced  in  the  Senate  by  Senator  Kerry  as  S.630,  that  would  codify  certain  auditing 
standards  designed  to  detect  financial  fraud,  and  require  auditors  to  report  suspected  irregular- 
ities directly  to  the  Commission  under  certain  circumstances.  See  A1CPA  Supports  Fraud  Detec- 
tion Bill,  J.  Acct.,  May  1993,  at  15. 

17  Liability  Crisis  Paper,  supra,  note  1,  at  6-7. 

18  Notably,  the  accounting  profession  has  won  several  significant  victories  in  the  State  courts 
over  the  past  year.  See  Bily  v.  Arthur  Young  &  Co.,  3  Cal.  4th  370,  834  P.2d  745,  11  Cal.  Rptr. 
2d  51  (1992);  Security  Pacific  Business  Credit,  Inc.  v.  Peat  Marwick  Main  &  Co.,  79  N.Y.2d  695, 
586  N.Y.S.2d  87,  597  N.E.2d  1080  (1992).  See  generally,  Geoffrey  F.  Arnow,  Accountants  Lead 
the  Latest  Charge  for  Liability  Reform,  7  Insights  17  (Feb.  1993). 


116 

1.  Statute  of  Limitations 

In  1991,  the  Supreme  Court  held  that  private  actions  under  Section  10(b)  of  the 
Exchange  Act  must  be  filed  within  one  year  after  discovery  of  the  alleged  violation, 
and  no  more  than  three  years  after  the  violation  occurred.  9  Because  retroactive  ap- 

glication  of  the  new  limitations  period  would  have  caused  many  significant  cases  to 
e  dismissed,  Congress  enacted  Section  27  A  of  the  Exchange  Act.  This  provision 
eliminated  the  retroactive  application  of  the  holding  in  Lampf,  allowing  litigants  to 
seek  reinstatement  of  cases  that  were  timely  when  filed,  but  it  did  nothing  to  alter 
the  effect  of  the  Supreme  Court's  holding  on  a  prospective  basis. 

The  Commission  has  stated  previously  that  the  existing  limitations  period  is  too 
short,  and  that  Congress  should  enact  legislation  that  would  permit  cases  to  be  filed 
up  to  five  years  after  a  violation  occurs,  provided  they  are  brought  within  two  years 
after  discovery  of  the  violation.20  Defrauded  investors  should  not  be  deprived  of  a 
remedy  simply  because  the  perpetrator  of  a  fraud  manages  to  conceal  its  existence 
for  more  than  three  years.21  Securities  fraud  is  inherently  complex,  and  even  a  dili- 
gent investor  may  not  discover  it  until  several  years  have  passed.  A  significant 
number  of  the  Commission's  own  fraud  cases,  in  fact,  are  brought  more  than  three 
years  after  the  alleged  violations.22 

It  should  not  be  assumed  that  a  three  year  statute  of  limitations  is  necessary  to 
deter  frivolous  actions,  or  that  extending  the  limitations  period  to  five  years  some- 
how would  encourage  plaintiffs  to  file  spurious  claims.  The  most  common  complaint 
voiced  by  litigation  reform  proponents  is  that  securities  fraud  actions  are  filed  over- 
night, without  any  investigation,  whenever  an  issuer  announces  reduced  earnings 
or  there  is  a  precipitous  drop  in  the  market  price  for  a  security.  To  the  extent  that 
such  cases  are  going  to  be  filed,  a  three  year  statute  of  limitations  is  no  more  effec- 
tive in  preventing  them  than  a  five  year  statute.  The  shorter  limitations  period  does 
have  the  effect,  however,  of  foreclosing  relief  for  the  victims  of  deliberately  conceived 
and  carefully  hidden  frauds. 

2.  RICO  Reform 

For  a  number  of  years,  the  Commission  has  supported  legislative  efforts  to  elimi- 
nate the  overlap  between  private  remedies  under  the  Racketeer  Influenced  and  Cor- 
rupt Organizations  Act  (RICO)  and  those  available  under  the  Federal  securities 
laws.23  It  has  taken  this  position  because  the  securities  laws  generally  provide  effec- 
tive remedies  for  the  victims  of  securities  fraud.  The  civil  liability  provisions  of 
RICO,  however,  permit  plaintiffs  to  seek  extraordinary  remedies,  such  as  treble 
damages  and  the  recovery  of  costs  and  attorneys  fees.  Exposing  issuers  and  other 
market  participants  to  the  threat  of  such  extraordinary  remedies  has  a  coercive  ef- 


1BLampf,  Pleva,  Lipkind,  Prupis  &  Petigrow  v.  Gilbertson,  111  S.  Ct.  2773  (1991). 

20  A  Senate  bill  considered  in  the  102nd  Congress  (S.  3181)  proposed  the  two  year/five  year 
limitations  period  endorsed  by  the  Commission.  A  House  bill  (H.R.5828)  proposed  a  three  year/ 
five  year  period,  with  the  shorter  period  commencing  on  the  date  that  the  plaintiff  in  the  exer- 
cise of  "reasonable  diligence"  could  have  discovered  that  a  violation  had  occurred  (as  opposed 
to  the  date  on  which  the  plaintiff  actually  made  that  discovery).  The  Commission  did  not  object 
to  the  time  periods  proposed  in  the  House  bill,  but  it  did  oppose  the  "reasonable  diligence"  re- 
quirement on  the  ground  that  such  a  standard  would  inevitably  require  a  "trial  within  a  trial" 
concerning  when  a  violation  was  discoverable. 

21  The  difficulty  of  ferreting  out  the  facts  underlying  a  financial  fraud  or  accounting  case  is 
often  overlooked  in  the  debate  over  litigation  reform.  The  Division  of  Enforcement  can  subpoena 
issuers  and  accountants  to  produce  documents  and  provide  explanations  under  oath.  The  Com- 
mission can  also  seek  judicial  enforcement  of  its  subpoenas.  Even  with  these  resources,  years 
of  work  may  be  required  to  unravel  the  questionable  transactions  and  reporting.  Investore  have 
no  means  of  compelling  comparable  access  to  information  prior  to  filing  an  action,  and  can  de- 
pend on  no  cooperation  in  sorting  out  the  transactions  from  either  issuers  or  accountants.  Thus, 
investors  are  forced  to  allege  wrongdoing  based  on  sparse  information  and  depend  on  discovery 
in  court  to  flesh  out  their  allegations.  Moreover,  investors  must  plead  fraud  with  particularity, 
Fed.  R.  Civ.  P.  9(b),  which  imposes  a  substantial  burden  in  these  types  of  cases.  See,  e.g.,  DiLeo 
v.  Ernst  &  Young,  901  F.2d  624  (7th  Cir.  1990),  cert,  denied,  498  U.S.  941  (1990). 

22 The  limitations  period  specified  in  Lampf  does  not  apply  to  Commission  actions  seeking  a 
Federal  court  injunction  or  disgorgement,  as  these  are  governmental  actions  brought  to  vindi- 
cate a  public  right  or  interest.  See  Securities  and  Exchange  Commission  v.  Rind,  No.  91-66972, 
1993  WL  116449  (9th  Cir.  Apr.  19,  1993)  (holding  no  statute  of  limitations  applies  to  Commis- 
sion enforcement  actions).  With  respect  to  Commission  actions  seeking  civil  money  penalties 
under  the  Insider  Trading  Sanctions  Act  of  1984  (ITSA)  or  the  Securities  Enforcement  Remedies 
and  Penny  Stock  Reform  Act  of  1990,  a  five-year  limitations  period  does  apply.  A  five-year  statr 
ute  of  limitations  would  put  private  actions  for  damages  and  Commission  actions  seeking  civil 
penalties  on  a  more  equal  footing. 

23 See,  e.g.,  Testimony  of  Mary  L.  Schapiro,  Commissioner,  Securities  and  Exchange  Commis- 
sion, "Concerning  H.R.  1717,  the  RICO  Amendments  Act  of  1991,"  Before  the  Subcommittee  on 
Intellectual  Property  and  Judiciary  Administration  of  the  House  Judiciary  Committee  (Apr.  25, 
1991). 
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feet  that  tends  to  impede  capital  formation  and  place  inappropriate  financial  bur- 
dens on  commercial  defendants. 

It  should  be  noted  that  the  Supreme  Court's  recent  decision  in  Reves  v.  Ernst  & 
Young24  has  narrowed  substantially  the  exposure  of  accountants  and  other  profes- 
sional advisers  to  RICO  liability.  In  Reves,  the  Court  held  that,  in  order  to  be  sub- 
ject to  liability  under  the  most  frequently  used  section  of  RICO,  a  defendant  must 
participate  in  the  operation  or  management  of  the  enterprise  itself.  An  accounting 
firm  that  does  nothing  more  than  audit  and  issue  a  report  on  an  issuer's  financial 
statements  generally  will  not  meet  this  test. 

Although  the  Reves  decision  may  diminish  the  exposure  of  professional  advisers 
to  liability  under  RICO,  it  is  not  likely  to  affect  cases  against  issuers  and  broker- 
dealers.  Accordingly,  legislation  to  eliminate  the  application  of  RICO's  civil  liability 
provisions  in  private  securities  law  actions  continues  to  be  appropriate. 

3.  Class  Action  Reform 

During  the  102nd  Congress,  the  Commission  expressed  general  support  for  certain 
measures  designed  to  curb  abuses  in  private  securities  cases  brought  as  class  ac- 
tions under  the  Federal  Rules  of  Civil  Procedure.  These  included  measures  that 
would  prohibit  the  payment  of  additional  compensation  to  a  class  representative,  the 
payment  of  referral  fees  by  class  counsel,  and  service  as  class  counsel  by  an  attorney 
who  has  a  beneficial  interest  in  the  securities  that  are  the  subject  of  the  litigation. 
The  Commission  also  supported  a  prohibition  against  the  payment  of  attorneys  fees 
from  funds  disgorged  in  a  Commission  action. 

While  these  measures,  if  enacted,  would  not  adversely  affect  the  prosecution  of 
meritorious  fraud  claims,  it  is  unclear  whether  they  would  significantly  diminish  the 
amount  of  baseless  litigation.  As  several  commentators  have  suggested,  a  class-ac- 
tion counsel  tends  to  operate  in  an  entrepreneurial  capacity  rather  than  as  a  fidu- 
ciary operating  at  the  direction  of  a  client.25  It  is  likely  that  plaintiffs  will  be  found, 
and  that  cases  will  continue  to  be  filed,  so  long  as  the  prospects  of  recovery  are  suf- 
ficient to  warrant  the  cost  of  litigation. 

4.  Fee-Shifting  Proposals 

One  other  potential  reform  that  has  been  suggested  would  provide  that  losing  par- 
ties in  private  actions  must,  in  some  circumstances,  reimburse  a  portion  of  the  pre- 
vailing party's  legal  fees.  Several  of  the  express  causes  of  action  provided  by  the  se- 
curities laws  already  contain  provisions  that  permit  fee  shifting.  In  particular,  Sec- 
tion 11  of  the  Securities  Act  provides  that,  as  to  actions  brought  under  any  provision 
of  that  Act,  a  party  may  be  required  to  pay  costs  and  reasonable  attorneys  fees  "if 
the  court  believes  the  suit  or  the  defense  to  have  been  without  merit.''  The  Sub- 
committee may  wish  to  consider  the  extent  to  which  amending  Section  10(b)  of  the 
Exchange  Act  to  include  a  similar  fee-shifting  provision  would  deter  frivolous  claims 
without  having  a  significant  chilling  effect  on  meritorious  actions. 

Rule  11  of  the  Federal  Rules  of  Civil  Procedure  currently  provides  a  mechanism 
for  limited  fee  shifting  in  abusive  and  meritless  cases.  The  Rule  requires  an  attor- 
ney to  certify  that  each  pleading,  motiofy  or  other  paper  filed  in  Federal  court  is 
"well  grounded  in  fact  and  is  warranted  by  existing  law  or  a  good  faith  argument 
for  the  extension,  modification,  or  reversal  of  existing  law."  Filings  may  not  be  made 
for  any  "improper  purpose,  such  as  to  cause  unnecessary  delay  or  needless  increase 
in  the  cost  of  litigation."  Should  a  court  determine  that  a  filing  was  made  in  con- 
travention of  Rule  11,  it  "shall  impose"  upon  the  attorney,  the  represented  party, 
or  both,  "an  appropriate  sanction,  which  may  include  an  order  to  pay  to  the  other 
party  or  parties  the  amount  of  reasonable  expenses  incurred  because  of  the  [filing], 
including  a  reasonable  attorney's  fee."26 

According  to  a  study  of  Rule  11  practice  by  the  Federal  Judicial  Center  (FJC), 
Rule  11  issues  were  raised  or  could  be  expected  to  be  raised  in  2  percent  to  3  per- 


34  61  U.S.L.W.  4207  (U.S.  Mar.  3   1993). 

28  See,  e.g.,  John  C.  Coffee,  Jr.,  Understanding  the  Plaintiffs  Attorney:  The  Implications  of  Eco- 
nomic Theory  for  Private  Enforcement  of  Law  through  Class  and  Derivative  Actions,  86  Colum. 
L.  Rev.  669,  683-84  (1986). 

36  Recently,  the  Supreme  Court  adopted  significant  substantive  amendments  to  Rule  11. 
Under  the  Rules  Enabling  Act,  these  changes  are  to  take  effect  on  December  1,  1993,  unless 
Congress  intervenes  to  halt  or  modify  the  amendments.  If  the  changes  take  effect,  Rule  11  sanc- 
tions would  be  discretionary  rather  than  mandatory,  and  parties  would  have  a  safe-harbor  of 
2 1  days  following  notice  of  an  alleged  violation  to  withdraw  the  offending  filing  before  a  request 
for  sanctions  could  be  filed. 
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cent  of  Federal  cases.27  A  survey  of  Federal  district  court  judges  conducted  by  the 
FJC,  reflects  that  most  judges  Tbelieve  that  groundless  litigation  presents  only  a 
small  problem  on  their  dockets.28  More  than  80  percent  of  Federal  judges  also  be- 
lieve that  meritless  litigation  is  controlled  most  effectively  by  prompt  rulings  on  mo- 
tions to  dismiss  or  motions  for  summary  judgment.29 

Any  fee-shifting  provision  that  is  added  to  the  Exchange  Act  should  be  limited  in 
application  to  claims  and  defenses  that  are  held  by  a  court  to  be  without  merit.  If 
not  so  limited,  a  fee-shifting  provision  would  inevitably  deter  defrauded  investors 
with  meritorious  claims  from  seeking  compensation  for  their  damages.  In  class-ac- 
tion litigation  in  particular,  individual  plaintiffs  frequently  have  only  a  nominal 
stake  in  the  action  s  outcome.  Such  plaintiffs  could  not  afford  to  risk  liability  for  de- 
fendant's legal  fees  given  their  small  interest  in  the  potential  recovery. 

5.  Proportionate  Liability  and  Contribution 

Under  current  law,  defendants  in  a  securities  fraud  action  are  jointly  and  sever- 
ally liable,  which  means  that  each  defendant  is  responsible  for  the  entire  amount 
of  damages  if  the  other  defendants  are  unable  to  pay  their  share.  There  are  propos- 
als to  replace  joint  and  several  liability  with  a  rule  of  proportionate  liability,  under 
which  the  judge  or  a  jury  would  specify  what  percentage  of  damages  each  defendant 
is  responsible  for  paying.  The  proponents  of  proportionate  liability  argue  that  the 
current  system  is  inequitable  because  it  forces  parties  with  relatively  little  culpabil- 
ity to  bear  more  than  their  share  of  the  damages.  An  accounting  firm  that  fails  to 
detect  a  fraud,  for  example,  potentially  can  be  responsible  for  all  of  the  damages 
if  the  issuer  that  perpetrated  the  fraud  is  insolvent.  The  proponents  also  argue  that 
joint  and  several  liability  provides  plaintiffs  with  an  incentive  to  join  as  many  "deep 
pocket"  defendants  as  possible,  ana  encourages  defendants  to  settle  weak  claims  in 
order  to  avoid  disproportionate  liability.30 

Although  joint  and  several  liability  may  cause  accountants,  attorneys,  and  other 
professional  advisers  to  bear  more  than  their  proportional  share  of  liability,  it  is  im- 
portant to  recognize  that  the  current  system  is  itself  based  on  equitable  principles 
that  operate  to  protect  innocent  investors.  Simply  stated,  as  between  innocent  inves- 
tors who  have  been  defrauded  and  professional  advisers  who  have  access  to  informa- 
tion within  the  company  and  have  knowingly  or  recklessly  assisted  the  fraud  by  fail- 
ing to  meet  professional  standards,  the  risk  of  financial  loss  under  the  current  sys- 
tem falls  on  the  latter.  In  other  words,  our  system  does  not  deny  defrauded  investor 
an  opportunity  to  receive  full  compensation  simply  because  some  defendants  are 
more  culpable  than  others. 

If  the  principle  of  joint  and  several  liability  is  abandoned  in  favor  of  proportionate 
liability,  the  irony  would  be  that  investors  would  feel  the  greatest  impact  in  pre- 
cisely those  cases  involving  the  most  meritorious  claims.  Where  an  issuer  enters 
bankruptcy  after  a  fraud  is  exposed,  for  example,  investors  usually  suffer  something 
close  to  a  total  loss  on  their  investment.  A  rule  of  proportionate  liability  would  make 
it  impossible  for  them  to  obtain  full  compensation  for  those  losses,  even  if  they  liti- 

fate  and  prevail  at  trial.  Thus,  unwitting  investors  who  find  themselves  taken  in 
y  a  sham  company  might  be  told  that  they  could  recover  no  more  than  a  few  cents 
on  the  dollar,  even  if  they  established  that  accountants,  attorneys,  underwriters, 
and  others  had  knowingly  or  recklessly  assisted  the  fraud. 

Because  proportionate  liability  legislation  would  often  foreclose  the  possibility  of 
complete  recovery  even  in  meritorious  cases,  legislation  of  this  type  might  well  affect 
investor  confidence.  As  a  result,  some  investors  might  decide  not  to  participate  in 
certain  segments  of  the  markets.  Unless  a  compelling  case  for  Federal  legislation 
is  established,  the  Commission  believes  it  would  be  more  appropriate  to  focus  on 
measures  more  directly  targeted  at  meritless  litigation  before  considering  any 
changes  in  the  Federal  scheme  of  liability.  This  is  especially  true  given  that,  as  the 
accounting  profession  acknowledges,  most  claims  against  accountants  are  brought 
under  State  law.31 


27FJC  Directions,  No  2.,  Nov.  1991,  at  3.  See  generally  Elizabeth  C.  Wiggins,  Thomas  E. 
Willging  &  Donna  Stienstra,  Rule  11:  Final  Report  to  the  Advisory  Committee  on  Civil  Rules 
of  the  Judicial  Conference  of  the  United  States  (Federal  Judicial  Center  1991). 

28 FJC  Directions,  No  2.,  Nov.  1991,  at  4. 

29  Id.  at  31. 

30  See  Liability  Crisis  Paper,  supra  note  1,  at  2,  which  states  that  the  average  claim  subjecting 
an  accounting  firm  to  joint  and  several  liability  was  $85  million,  but  the  average  settlement  of 
those  claims  was  $2.7  million. 

31  Many  States  are  experimenting  with  various  revisions  to  their  joint  and  several  liability 
provisions  in  order  to  curtail  possible  abuses  while  protecting  investors  and  others  with  meri- 
torious claims.  Over  two-thirds  of  the  States  have  modified  the  common  law  tort  principle  of 
joint  and  several  liability  for  claims  based  on  negligence.  These  States  have  adopted  a  variety 
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As  a  less  problematic  alternative  to  proportionate  liability  legislation,  the  Sub- 
committee may  wish  to  focus  on  issues  related  to  the  equitable  doctrine  of  contribu- 
tion. Under  this  doctrine,  which  is  closely  related  to  the  concept  of  proportionate  li- 
ability, a  defendant  against  whom  judgment  has  been  rendered  may  seek  reimburse- 
ment from  other  persons  who  are  jointly  liable  for  payments  made  in  excess  of  the 
defendant's  share  of  the  liability.  Earlier  this  month,  the  Supreme  Court  held  that 
a  right  of  contribution  is  available  in  private  actions  under  Section  10(b)  and  Rule 
10(bX5).  a  result  urged  by  the  Commission  in  an  amicus  curiae  brief  filed  with  the 
Court.**  The  Court  has  not  resolved,  however,  a  conflict  among  the  circuits  concern- 
ing how  contribution  should  operate,  particularly  where  there  is  a  partial  settlement 
of  a  multiparty  action.  For  example,  if  one  of  several  defendants  settles  a  $10  mil- 
lion action  for  $1  million  and  a  jury  in  the  continuing  litigation  subsequently  allo- 
cates 30  percent  of  the  responsibility  to  the  defendant  who  has  already  settled, 
should  recovery  against  the  remaining  defendants  be  capped  at  $9  million  ($10  mil- 
lion less  the  $1  million  paid  by  the  settling  defendant)  or  $7  million  (their  propor- 
tionate share  as  determined  by  the  Jury)?33 

The  Commission's  brief  in  Mustek  Peeler  expressly  did  not  take  a  position  on 
which  approach  should  be  followed,  and  valid  arguments  can  be  made  on  either  side. 
In  the  previous  hypothetical,  while  plaintiffs  (or  their  attorneys)  argue  that  a  rule 
limiting  recovery  against  the  non-settling  defendants  to  $7  million  would  discourage 
plaintiffs  from  settling  and  also  reduce  deterrence,  defendants  argue  that  they 
should  not  be  saddled  with  more  than  a  proportionate  share  of  liability  simply  be- 
cause the  plaintiff  settles  part  of  the  case  too  cheaply. 

Legislation  in  the  area  of  contribution  would  be  useful  because,  like  the  deter- 
mination of  an  appropriate  statute  of  limitations,  it  involves  striking  the  right  bal- 
ance among  competing  policy  concerns.  Legislation  in  this  area  also  would  eliminate 
the  current  uncertainty  regarding  the  manner  in  which  contribution  rights  should 
be  implemented.  At  the  same  time,  because  such  legislation  would  not  limit  the  abil- 
ity of  investors  to  be  fully  compensated  for  their  losses,  it  would  not  be  as  controver- 
sial as  other  proposals  that  would  have  that  effect. 

6.  Limitations  on  Aiding  and  Abetting  Liability 

In  many  private  securities  fraud  actions,  parties  other  than  the  issuer  are  charged 
with  aiding  and  abetting  liability  under  Section  10(b)  and  Rule  10(bX5).34  Although 
the  precise  formulation  of  the  test  for  aiding  and  abetting  liability  varies  somewhat 
from  circuit  to  circuit,  a  plaintiff  generally  must  prove:  (1)  the  existence  of  a  pri- 
mary violation  by  another;  (2)  scienter  on  the  part  of  the  alleged  aider  and  abettor; 
and  (3)  substantial  assistance  by  the  alleged  aider  and  abettor  in  achieving  the  pri- 
mary violation  35 

Most  of  the  litigation  in  this  area  has  involved  the  second  element  of  the  test. 
Thus  far,  all  of  the  Federal  Courts  of  Appeals  that  have  addressed  the  issue  have 
held  that  recklessness  is  sufficient  to  establish  primary  liability.  These  courts  also 
have  held  that  recklessness  is  sufficient  for  aiding  and  abetting  liability  in  at  least 
some  circumstances.  It  is  important  to  note,  however,  that  the  Supreme  Court  re- 
cently granted  certiorari  in  a  case  involving  the  question  whether  recklessness,  in 
contrast  to  actual  knowledge,  is  sufficient  to  satisfy  the  scienter  element  of  aiding 
and  abetting  liability.36 


of  modifications  to  the  joint  and  several  liability  principle  (e.g.,  proportionate  liability  once  the 
plaintiff  has  collected  50  percent  of  total  damages;  proportionate  liability  if  the  defendant's  rel- 
ative fault  is  less  than  a  stated  threshold-  a  cap  on  liability  based  on  a  multiples  of  relative 
fault  if  relative  fault  is  less  than  a  stated  threshold).  Only  eleven  have  abolished  it  for  substan- 
tial classes  of  case  (e.g.,  negligence  cases),  and  just  two  have  greatly  curtailed  its  availability. 
^Musick,  Peeler  &  Garrett  v.  Employers  Insurance  of  Wausau,  61  U.S.L.W.  4620  (U.S.  June 
1,  1993). 

33  Compare  Franklin  v.  Kaypro  Corp.,  884  F.2d  1222  (9th  Cir.  1989),  cert,  denied,  498  U.S. 
890  (1990)  with  Singer  v.  Olympia  Brewing  Co.,  878  F.2d  596  (2d  Cir.  1989),  cert,  denied,  493 
U.S.  1024  (1990). 

34  Parties  other  than  the  issuer  also  may  be  subject  to  liability  for  primary  violators  of  Rule 
10(bX5).  On  example  of  such  a  case  is  Griffin  v.  Arthur  Young  &  Co.,  [1989  Transfer  Binder] 
Fed.  Sec.  L.  Rep.  (CCH)  %  94  543  (N.D.  Cal.  1989)  at  93,474  ("an  accountant  may  be  liable  for 
a  direct  violation  of  Rule  10(b)(5)  if  its  participation  in  the  alleged  misrepresentations)  is  direct 
and  if  it  knows  or  is  reckless  in  not  knowing  that  the  facts  reported  in  the  prospectus  materially 
misrepresent  the  condition  of  the  issuer."). 

38  See  generally,  Brief  For  the  United  States  As  Amicus  Curiae  at  10,  Central  Bank  v.  First 
Interstate  Bank,  cert  granted,  61  U.S.L.W.  3403  (U.S.  June  7,  1993)  (No.  92-854). 

36  Central  Bank  v.  First  Interstate  Bank,  cert,  granted,  61  U.S.L.W.  3403  (U.S.  June  7,  1993) 
(No.  92-854).  The  Court  also  asked  the  parties  to  brief  the  threshold  question  whether  there 
is  an  implied  private  right  of  action  for  aiding  and  abetting  violations  of  Section  10(b)  and  Rule 

Continued 
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The  Commission  consistently  has  argued  that  recklessness,  which  generally  is  de- 
scribed as  an  extreme  departure  from  the  standards  of  ordinary  care,  is  the  appro- 
Kriate  standard  for  both  aiding  and  abetting  and  primary  violations  of  Rule  10(bX5). 
[oreover,  the  fair  and  efficient  operation  of  our  securities  markets  depends  upon 
the  diligence  of  attorneys,  accountants,  underwriters  and  other  participants.  If  such 
participants  were  exposed  to  liability  only  where  the  plaintiff  could  establish  their 
actual  Knowledge  of  fraud,  as  opposed  to  an  "extreme  departure  from  the  standard 
of  ordinary  care,"  the  deterrent  effect  of  private  actions  would  be  greatly  reduced. 
For  these  reasons,  the  Subcommittee  should  be  wary  of  proposals  that  would  limit 
the  extent  of  aiding  and  abetting  liability.  One  proposal,  for  example,  would  provide 
that  liability  for  aiding  and  abetting  is  available  only  where  a  defendant  acts  with 
deliberate  intent  to  deceive,  manipulate,  or  defraud  for  his  own  direct  "pecuniary 
benefit,"  which  is  defined  to  exclude  ordinary  compensation  for  services  provided. 
This  essentially  would  mean  that  accountants  and  attorneys  would  be  immune  from 

{>rivate  liability  under  Section  10(b)  and  Rule  10(bX5)  unless  the  plaintiff  estab- 
ished  that  these  professionals  joined  a  conspiracy  to  defraud  investors  in  return  for 
a  bribe.  In  short,  no  matter  how  egregiously  accountants  and  attorneys  departed 
from  professional  standards,  they  would  not  be  deemed  to  have  culpably  assisted  the 
fraud.  Such  a  test  would  virtually  eliminate  aiding  and  abetting  liability  by  confin- 
ing it  to  the  types  of  cases  for  which  criminal  sanctions  are  most  appropriate.37 

Conclusion 

Legislative  reform  measures  that  have  the  potential  to  deter  meritless  private  se- 
curities fraud  cases  deserve  serious  consideration.  It  is  important,  however,  to  exam- 
ine carefully  the  nature  and  scope  of  the  alleged  problem,  and  to  weigh  the  con- 
sequences that  each  reform  proposal  might  have  on  the  existing  financial  reporting 
and  disclosure  system.  Before  resorting  to  changes  in  the  standards  for  liability,  or 
other  measures  that  would  affect  meritorious  actions  as  well  as  the  baseless  ones, 
it  would  be  appropriate  to  determine  the  effectiveness  of  measures  more  directly  tar- 
geted at  meritless  litigation.  As  always,  the  Commission  and  its  staff  will  be  pleased 
to  assist  the  Subcommittee  in  this  endeavor. 


10(bX5).  Although  every  court  of  appeals  to  address  this  question  has  held  that  such  an  action 
for  aiding  and  abetting  liability  is  available,  the  Supreme  Court  expressly  reserved  this  question 
in  prior  cases.  See  Herman  &  MacLean  v.  Huddleston,  459  IXS.  375,  379  n.5  (1983);  Ernst  & 
Ernst  v.  Hochfelder,  425  U.S.  185,192  n.7  (1976).  A  holding  by  the  Court  eliminating  the  avail- 
ability of  private  right  of  action  for  aiding  and  abetting  violations  would  eliminate  the  primary 
means  for  compensating  defrauded  investors. 

37  The  Commission  rarely  alleges  that  an  accountant  or  an  attorney  intentionally  furthered 
a  fraud  in  return  for  a  bribe.  One  example  of  such  a  case  is  In  the  Matter  of  Jose  L.  Gomez, 
CPA,  Admin.  Pro.  No.  3-6547,  Exchange  Act  Release  No.  22293;  AAER  No.  68  (Aug.  6,  1985) 
(involving  E.S.M.  Group,  Inc.,  E.S.M.  Government  Securities,  Inc.,  and  E.S.M.  Financial  Group, 
Inc.). 
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STATEMENT  OF  MARK  J.  GRIFFIN 
Director,  Division  of  Securities,  Utah  Department  of  Commerce 

on  behalf  of  the 
North  American  Securities  Administrators  Association 

Mr.  Chairman  and  Members  of  the  Subcommittee:  My  name  is  Mark  Griffin.  I  am 
Director  of  the  Utah  Department  of  Commerce's  Division  of  Securities  and  a  mem- 
ber of  the  board  of  directors  of  the  North  American  Securities  Administrators  Asso- 
ciation (NASAA).  In  the  U.S.,  NASAA  is  the  national  voice  of  the  50  state  securities 
agencies  responsible  for  investor  protection  and  the  efficient  functioning  of  the  cap- 
ital markets  at  the  grassroots  level.  On  behalf  of  NASAA,  I  appreciate  the  oppor- 
tunity to  appear  before  you  today  to  discuss  the  important  issues  that  have  been 
raised  in  connection  with  private  litigation  under  the  Federal  securities  laws. 

Overview  and  Executive  Summary 

Mr.  Chairman  and  Members  of  the  Subcommittee,  it  was  less  than  two  years  ago 
that  I  appeared  before  the  House  Telecommunications  and  Finance  Subcommittee 
to  express  the  support  of  NASAA  and  its  members  for  legislation  which,  in  the  wake 
of  the  Supreme  Court's  unfortunate  decision  in  Lampf"  would  have  put  in  place  a 
fair  and  reasonable  statute  of  limitations  for  securities  fraud  cases  and  reversed  the 
retroactive  application  of  the  Court's  holding.  We  were  pleased  to  work  at  that  time 
with  Senator  Bryan  and  other  Members  of  this  Subcommittee  to  pass  legislation 
modifying  the  result  of  the  Lampf  decision,  at  least  with  respect  to  its  retroactive 
application. 

Despite  the  diligent  pursuit  by  many  Members  of  Congress,  including  Members 
of  this  Subcommittee,  to  pass  remedial  legislation  to  restore  and  protect  investor 
rights  by  modifying  the  prospective  application  of  the  shortened  statute  of  limita- 
tions under  Lampf  some  special  interests  seeking  to  immunize  themselves  from  le- 
gitimate lawsuits  have  stymied  such  efforts.  This  has  been  accomplished  by  holding 
hostage  the  rather  straightforward  proposal  to  lengthen  the  statute  of  limitations 
to  demands  that  it  be  linked  to  a  whole  host  of  unrelated  and  contentious  litigation 
"reform"  issues.  Regrettably,  these  special  interests  have  prevailed  and  defrauded 
investors  today  are  left  with  severely  restricted  means  of  redress. 

We  also  would  point  out  that  the  Lampf  decision  is  only  the  latest  in  an  unfortu- 
nate chain  of  U.S.  Supreme  Court  decisions  that  have  worked  to  systematically  de- 
prive investors  of  their  rights  and  remedies  under  securities  laws  by  restricting 
their  access  to  the  Federal  court  system.  This  trend  may  be  traced  back  through 
such  cases  as  the  1987  decision  in  Shearson I American  Express,  Inc.  v.  McMahon2 
and  the  1989  decision  in  Rodriguez  v.  Shearson  /American  Express,  Inc.,3  both  of 
which  reversed  longstanding  interpretations  prohibiting  the  use  of  mandatory 
predispute  arbitration  clauses  to  deprive  investors  of  access  to  the  courts  in  cases 
arising  under  the  1933  and  1934  securities  laws.  NASAA  believes  that  this  judicial 
trend  is  contrary  to  the  intent  of  Congress  and  in  direct  opposition  to  the  best  inter- 
ests of  securities  investors  and  the  capital  markets. 

Mr.  Chairman  and  Members  of  the  Subcommittee,  where  risk  is  an  ever-present 
and  vital  factor  in  the  investment  world,  fraud  most  definitely  is  not  deserving  of 
equal  recognition  as  an  unavoidable  fact  of  life  for  investors.  Curbs  on  private  ac- 
tions brought  by  victimized  small  investors — as  a  result  of  either  unrealistically 
short  statutes  of  limitation  or  procedural  restrictions — sends  the  devastating  mes- 
sage that  fraud  no  longer  will  be  discouraged  and  penalized  as  it  has  been  in  the 
f>ast.  Such  a  message  could  not  come  at  a  worse  time  and  could  well  erode  con- 
idence  in  the  capital  markets,  reduce  investment,  and  increase  the  cost  of  raising 
capital  for  U.S.  businesses. 

Although  the  vast  majority  of  those  who  work  in  the  financial  services  industries 
are  honest,  hard-working  individuals  who  take  seriously  their  responsibilities  as 


1lll  S.  Ct.  2773  (1991).  In  this  decision,  a  divided  Supreme  Court  held  that  any  private  civil 
litigation  instituted  pursuant  to  Section  10(d)  of  the  Securities  Exchange  Act  of  1934  and  Rule 
10(bX5)  thereunder  must  be  initiated  within  one  year  after  the  discovery  of  the  facts  constituting 
the  violation  and  within  three  years  after  such  violation  has  occurred.  Prior  to  this  ruling,  and 
because  no  express  statute  of  limitations  existed  for  a  Federal  cause  of  action  (as  is  true  with 
implied  rights),  the  courts  "borrowed"  or  "absorbed"  the  local  time  limitation  from  the  most  anal- 
ogous state  law.  In  rejecting  that  practice,  the  Court  in  Lampf  applied  the  dramatically  shorter 
one-and-three-year  alternative  of  the  express  causes  of  action  contained  in  the  Federal  securities 
laws  adopted  by  Congress  more  than  50  years  ago. 

2 482  U.S.  220. 

3  490  U.S.  477. 
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stewards  of  the  public  trust,  the  damage  inflicted  by  those  who  are  prepared  to  de- 
fraud the  market  can  be  tremendous.  The  excesses  of  the  1980's  and  early  1990's 
in  the  financial  services  arena  have  left  investors  with  a  deep — and  all  too  well  jus- 
tified— sense  of  concern.  During  the  last  decade,  we  witnessed  financial  frauds  and 
scandals  of  historic  proportions:  The  Salomon  Brothers  fraud  in  the  government  se- 
curities marketplace;  Steven  Wymer;  BCCI  and  BNL;  Charles  Keating  and  Lincoln 
Savings:  taxpayer  bailouts  for  the  saving's  and  loan  debacle;  the  FBI  sting  operation 
at  the  Chicago  commodities  markets;  and  the  so-called  "Den  of  Thieves"  ring  of  junk 
bond  king  Michael  Milken,  Ivan  Boesky,  Dennis  Levine  and  Marty  Siegel.  And, 
every  day  small  investors  are  victimized  in  less  notorious — but  equally  devastat- 
ing— cases  of  fraud  and  abuse. 

It  is  against  this  backdrop  that  the  broader  and  more  complex  issues  raised  by 
proponents  of  litigation  "reform"  must  be  considered.  Mr.  Chairman,  your  outline  of 
discussion  points  for  this  hearing  zeroed  in  on  what  is  perhaps  the  core  issue  of  the 
current  debate:  Is  it  possible  to  aiscourage  frivolous  litigation  and  still  preserve  rem- 
edies for  legitimate  claims?  NASAA  would  agree  with  those  who  answer  "yes"  to  this 
question.  It  is  possible  to  discourage  frivolous  litigation  and  still  preserve  remedies 
for  legitimate  claims.  Where  we  may  disagree  is  on  the  appropriate  approach  for 
achieving  this  objective.  La  fact,  it  is  NASAA's  view  that  the  courts  currently  have 
the  tools  necessary  to  deter  frivolous  or  baseless  suits  without  sacrificing  important 
investor  rights.  The  Federal  Rules  of  Civil  Procedure  contain  ample  legal  safeguards 
for  the  prevention  and  suppression  of  unwarranted  or  abusive  securities  suits. 
Emerging  anecdotal  evidence  suggests  that  these  rules,  and  in  particular  Rule  11, 
now  are  being  invoked  on  a  more  frequent  basis.  There  may  be  some  value  in  a  sys- 
tematic and  comprehensive  Congressional  inquiry  into  the  workings  of  these  Rules 
of  Civil  Procedure.  (If  such  a  probe  were  to  take  place,  NASAA  respectfully  would 
recommend  that  representatives  of  the  judiciary  be  involved  in  the  process  so  that 
a  clear  understanding  of  how  the  courts  employ  these  rules  may  emerge.) 

Mr.  Chairman  and  Members  of  the  Subcommittee,  NASAA  is  not  in  favor  of  en- 
couraging baseless  and  frivolous  litigation.  However,  in  a  rush  to  respond  to  the 
pleas  of  the  self-interested  parties  who  are  seeking  to  shield  themselves  from  legiti- 
mate lawsuits,  let  us  not  lose  sight  of  the  primary  mission  of  our  securities  laws — 
investor  protection.  The  prescriptions  we  have  been  offered  (in  the  form  of  various 
legislative  proposals)  to  cure  the  perceived  ills  of  the  litigation  process — including, 
changes  in  how  liability  is  determined,  shifting  of  attorneys'  fees  and  costs,  new 
definitions  for  the  burden  of  proof,  and  changes  in  the  rules  governing  class-action 
proceedings — may  unintentionally  give  free  rein  to  financial  swindlers  and  other 
sharp  operators.  While  such  changes  in  the  rules  for  bringing  private  actions  under 
the  securities  laws  may  have  the  effect  of  eliminating  a  handful  of  dubious  securi- 
ties fraud  lawsuits,  it  will  eke  out  this  minuscule  benefit  only  by  inflicting  a  massive 
harm — an  indiscriminate  curb  on  access  to  the  courts  for  all  victims  of  financial 
swindles.  NASAA  fails  to  see  the  economic  plus  in  unleashing  future  "entre- 
preneurs" of  the  Milken,  Boesky  or  Wymer  ilk  from  the  fear  of  private  actions 
brought  by  their  victims. 

Fair  access  to  redress  grievances  before  an  impartial  tribunal  lies  at  the  heart  of 
the  American  political  and  constitutional  fabric.  Our  Federal  and  state  constitu- 
tions, laws  and  court  decisions  place  great  emphasis  on  an  individual's  prerogatives 
and  ability  to  seek  justice  in  the  courts.  Today,  that  system  is  under  attack.  There 
is  a  sense  that  our  legal  system  has  gone  haywire  and  that  our  economy  is  sagging 
under  the  weight  of  a  litigation  explosion."  Proponents  of  securities  litigation  "re- 
form" have  seized  upon  this  popular  notion  that  civil  litigation  in  the  United  States 
is  both  expensive  and  excessive  in  order  to  advance  their  own  agenda  of  further  nar- 
rowing the  rights  of  investors. 

If  a  probe  into  the  true  facts  surrounding  civil  litigation  in  this  country  is  war- 
ranted, should  not  the  entire  system  go  under  the  microscope?  What  public  policy 
purpose  is  served  by  singling  out  defrauded  investors  for  experimentation  with  new 
rules  and  procedures,  such  as  "loser  pays?"  Given  that  securities  litigation  ac- 
counted for  less  than  one  percent  of  all  cases  filed  in  Federal  courts  in  fiscal  1991,4 
we  do  not  see  how  dramatically  limiting  access  to  the  courts  for  defrauded  investors 
will  result  in  any  significant  decrease  in  the  overall  civil  litigation  caseload.  Fur- 
ther, NASAA  questions  why  it  is,  when  there  has  been  a  deliberate  movement  in 
the  direction  of  making  more  uniform  the  procedural  rules  used  by  the  Federal 
courts  in  civil  cases,  we  now  would  fragment  those  rules  for  such  a  tiny  percentage 
of  all  civil  litigants.  For  these  reasons,  it  is  NASAA's  view  that  any  examination  into 


4 Statement  of  Richard  C.  Breeden,  Chairman,  Securities  and  Exchange  Commission,  before 
the  Subcommittee  on  Telecommunications  and  Finance,  Committee  on  Energy  and  Commerce, 
U.S.  House  of  Representatives,  November  21,  1991,  p.  15. 
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the  current  level  of  litigation  in  the  United  States  must  be  comprehensive  in  nature 
and  look  at  all  types  of  litigation,  not  just  one  segment  of  all  cases.  Certainly,  any 
such  review  would  benefit  greatly  from  the  input  of  the  judges  who  deal  daily  with 
civil  litigation  and  may  have  views  on  how  best  to  deter  meritless  lawsuits  and 
abuses  by  lawyers.  NASAA  would  welcome  the  opportunity  to  work  with  Members 
of  this  Subcommittee,  your  staffs  and  any  other  interested  parties  if  such  an  effort 
is  undertaken. 

The  Role  of  Private  Actions  in  Securities  Law  Enforcement 

The  fundamental  purpose  of  the  Securities  Act  of  1933  and  the  Securities  Ex- 
change Act  of  1934  is  to  ensure  full  disclosure  to  investors  and  to  punish  those  who 
violate  the  law.  Within  this  framework,  Section  10(b)  of  the  Exchange  Act  was  de- 
signed as  a  "catchall"  anti-fraud  provision  to  enable  the  Securities  and  Exchange 
Commission  (SEC)  to  handle  novel  and  unforeseen  types  of  securities  fraud.  In- 
tended as  a  comprehensive  anti-fraud  provision  operating  even  when  more  specific 
laws  have  no  application,  Section  10(b)  makes  it  unlawful  to  employ  in  connection 
with  the  purchase  or  sale  of  any  security  "any  manipulative  or  deceptive  device  or 
contrivance"5  in  violation  of  the  Commission's  rules. 

The  courts  implied  a  private  right  of  action  under  Section  10(b)  to  encourage  pri- 
vate enforcement  of  this  overarching  anti-fraud  provision  of  the  Federal  securities 
laws.  In  fact,  it  may  be  argued  that  Section  10(b)  of  the  Exchange  Act  and 
Rule  10(b)(5)  thereunder  represent  the  core  provisions  of  the  Federal  securi- 
ties laws  that  prohibit  deliberate  fraud  against  investors.  As  to  the  impor- 
tance of  Section  10(b)  and  Rule  10(bX5)  in  fighting  investment  fraud,  the  SEC  has 
stated: 

As  the  law  has  developed,  Rule  10(bX5)  is  vastly  more  important  in  combating 
fraud  than  are  the  express  remedies  provided  in  the  1933  and  1934  Acts  .  .  .  Sec- 
tion 10(b)  and  Rule  10(bX5)  have  come  to  embrace  adversity  of  claims  which  could 
not  have  been  envisioned  in  1934.6 

In  more  general  terms,  private  actions  have  become  increasingly  important  as  an 
enforcement  tool  in  light  of  the  dramatic  growth  of  fraud  and  corruption  in  the  Na- 
tion's capital  markets  and  financial  institutions.  The  number,  size  and  scope  of  in- 
vestment frauds  detected  in  just  the  last  several  years  are  both  well  documented 
and  staggering.  At  the  same  time,  prosecutorial  ana  regulatory  resources  remain  se- 
verely limited,  with  little  realistic  hope  of  material  improvement.  In  fact,  officials 
at  the  SEC  recently  were  quoted  as  saying  that  "complex  investigations  of  Wall 
Street  wrongdoing  may  take  longer  and  some  smaller  ones  may  never  begin  because 
of  budgetary  constraints."7  This  admission  came  in  the  document  outlining  Presi- 
dent Clinton's  fiscal  year  1994  budget  proposal,  which  would  require  eliminating  42 
positions  from  the  Commission's  staff  of  2,677.  The  proposed  staff  cutbacks  "may 
cause  some  investigations  to  take  longer  to  complete.  Cases  most  likely  to  be  af- 
fected by  these  delays  include  those  involving  complex  frauds,  such  as  market  ma- 
nipulation schemes,  or  cases  raising  difficult  accounting  and  auditing  issues,"  the 
Commission  said  in  the  budget  estimate  documents.8 

Given  the  demands  on  our  criminal  justice  system,  it  is  unreasonable  to  expect 
that  criminal  prosecution  in  the  white  collar  area  will  reach  more  than  just  a  frac- 
tion of  those  who  engage  in  fraudulent  or  abusive  conduct.  Such  resource  restric- 
tions at  the  state  and  Federal  levels  argue  in  favor  of  broader  private  remedies,  not 
the  opposite,  as  would  be  the  case  if  certain  of  the  so-called  litigation  "reform"  meas- 
ures are  put  in  place.  As  my  colleague  from  Missouri,  John  Perkins,  testified  before 
this  body  two  years  ago,  no  one — save  those  who  commit  the  fraud  in  the  first 
place — benefits  from  a  wholesale  assault  on  private  rights  of  action.  Tragically,  the 
real  price  is  paid  by  the  small  investor  victims  of  fraud,  not  the  increasingly  clever 
and  resourceful  purveyors  of  the  same. 

In  short,  private  actions  under  the  Federal  securities  laws  are  essential  to  deter 
prospective  criminals,  compensate  the  victims  of  fraud,  and  maintain  public  con- 
fidence in  the  marketplace.  Accordingly,  private  securities  litigation  is  critical  to  an 
effective  enforcement  program  and  is  necessary  to  maintain  investor  confidence  in 
the  integrity,  fairness  and  efficiency  of  our  securities  markets. 


8 15  U.S.C.  Section  78j. 

"Brief  of  the  Securities  and  Exchange  Commission  as  Amicus  Curiae  at  p.  23,  Lampf  v. 
Gilbertson,  90-333  (June  20,  1991). 

7  John  Doyle,  "SEC  Staffing  Cuts  May  Limit  Investigations,"  Associated  Press  (Executive  news 
service). 

•Doyle. 
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Recommendation:  Lengthen  the  Statute  of  Limitations 

As  noted  earlier,  in  the  1991  Lampf  decision,  the  Supreme  Court  adopted  a  uni- 
form limitations  period  for  private  actions  under  Section  10(b)  of  the  Exchange  Act 
and  Rule  10(bXo)  thereunder.  The  limitations  period  requires  investors  to  bring 
such  actions  within  one  year  of  discovery  of  the  facts  constituting  the  fraud,  but  not 
later  than  three  years  after  the  fraud  occurs.  As  a  practical  matter,  this  unduly 
short  leash  for  securities  fraud  private  actions  eviscerates  the  rights  of  investors  to 
seek  recovery  from  those  who  participate  in  knowing  and  deliberate  fraudulent  ac- 
tivity. As  a  result,  NASAA  respectfully  recommends  that  Congress  modify  the 
result  in  Lampf  by  adopting  a  longer  statute  of  limitations  for  implied  pri- 
vate actions  under  the  Securities  Exchange  Act  of  1934.  The  guiding  principle  here 
should  be  to  adopt  a  statute  of  limitations  that  ensures  that  fraud  victims  have  a  reasonable  opportunity 
to  have  their  case  heard  in  court.  Further,  NASAA  supports  a  statute  of  limitations  tied 
to  the  ACTUAL  discovery  of  fraud  rather  than  to  the  point  in  time  when  a 
plaintiff  "SHOULD  HAVE"  discovered  the  fraud.  Specific  comments  follow. 

The  Self-Concealing  Nature  of  Fraud 

It  is  our  experience  that  victims  of  investment  fraud  often  have  no  way  of  know- 
ing, nor  reason  to  suspect  for  what  may  be  many  years,  the  truth  about  the  mis- 
handling or  abuse  of  their  investments.  Even  once  a  suspicion  of  wrongdoing  does 
arise,  bringing  out  sufficient  facts  to  merit  filing  a  lawsuit  may  take  additional  and 
substantial  periods  of  time.  Most  investors  do  not  enter  into  a  financial  relationship 
with  the  expectation  that  they  will  be  defrauded,  particularly  when  the  stockbroker 
or  other  financial  professional  with  whom  they  are  doing  business  has  a  fiduciary 
obligation  of  full  disclosure.  If  these  investors  later  receive  financial  statements  and 
other  official  documents  showing  assets  or  growth  earnings,  they  will  be  even  less 
likely  to  suspect  that  they  are  being  defrauded. 

The  increasing  complexity  of  the  securities  markets  facilitates  the  act  of  conceal- 
ment that  is  inherent  in  most  securities  fraud  cases.  As  a  result,  more  and  more 
investment  vehicles  are  tailor-made  to  outlast  the  three-year  period  of  repose  re- 
cmired  under  the  Court's  Lampf  ruling.  For  example,  Ponzi  schemes  can  maintain 
the  illusion  of  a  profit-making  enterprise  for  years,  as  money  from  new  investors 
is  used  to  pay  oft  existing  investors.  It  may  be  many  years  before  such  a  scheme 
collapses  under  its  own  weight. 

When  sentencing  financier  Michael  Milken,  U.S.  District  Judge  Kimba  Wood  un- 
derscored the  ease  with  which  securities  fraud  may  be  concealed  and  the  damage 
inflicted  by  such  behavior  on  both  the  capital  markets  and  investors: 

[there  is]  a  legitimate  public  concern  .  .  .  that  our  financial  markets  in  which 
so  many  people  who  are  not  rich  invest  their  savings  be  free  of  secret  manipula- 
tion. .  .  .  [YJou  may  have  committed  only  subtle  crimes  not  because  you  were  not 
disposed  to  any  criminal  behavior  but  because  you  were  willing  to  commit  only 
crimes  that  were  unlikely  to  be  detected.  We  see  often  in  this  court  individuals 
who  would  be  unwilling  to  rob  a  bank,  but  who  readily  cash  Social  Security  checks 
that  are  not  theirs  when  checks  come  to  them  in  the  mail  because  they  are  not 
likely  to  be  caught  doing  so.  .  .  .  You  also  committed  crimes  that  are  hard  to  de- 
tect, and  crimes  that  are  hard  to  detect  warrant  greater  punishment  in  order  to 
be  effective  in  deterring  others  from  committing  them.9 

Consider  also  the  fact  that  some  types  of  investment  instruments  involve  an  ex- 

Eected  life  which  extends  well  beyond  the  three-year  cut-off  period  established  by 
ampf.  For  example,  limited  partnership  investments — in  which  investors  have 
poured  more  than  $150  billion  since  1980 — often  run  for  as  many  as  seven  to  10 
years.  Until  very  recently,  customer  account  statements  for  limited  partnerships — 
a  primary  means  of  detecting  fraud  or  misconduct — reflected  only  the  original  pur- 
chase price  of  the  partnership,  not  the  current  market  value.  Therefore,  for  the  vast 
majority  of  limited  partners,  it  was  only  upon  the  expiration  of  the  partnership  that 
an  investor  uncovered  misconduct  or  wrongdoing.  Under  the  standard  articulated  in 
Lampf,  that  investor  would  be  precluded  from  seeking  redress  in  the  courts,  for  no 
reason  other  than  the  decision  to  purchase  a  long-term  investment.  Holders  of  zero 
coupon  bonds  will  face  similar  difficulties  in  uncovering  fraud  in  the  short  period 
of  time  allowed  under  Lampf.  At  the  very  time  when  U.S.  policymakers  are  seeking 
to  encourage  long-term  investing  as  a  means  of  stimulating  capital  formation, 
NASAA  would  suggest  that  it  is  unwise  to  simultaneously  send  the  signal  that  long- 
term  investments  are  made  at  a  significant  risk  to  the  buyer  because  of  restrictions 
on  avenues  of  redress  should  fraud  occur. 


'Comments  by  U.S.  District  Judge  Kimba  Wood,  as  excerpted  by  the  Vfashinaton  Post,  No- 
vember 23,  1990,  p.  B12. 


126 

Finally,  fraud  arising  in  connection  with  Section  10(b)  may  be  delayed  in  surfac- 
ing because  such  claims  often  involve  fraud  in  relation  to  unregistered  and  exempt 
securities,  such  as  municipal  bonds  and  venture  capital  deals.  Thus,  investors  often 
have  no  access  to  any  organized  and  regulated  method  of  ongoing  reporting  and  are 
provided  information  only  at  the  whim  of  the  promoter. 

Even  when  securities  fraud  is  detected,  it  is  the  experience  of  state  securities  reg- 
ulators that  many — if  not  most— cases  involving  investment  fraud  take  more  than 
one  year  from  the  onset  of  an  inquiry— or  "discovery" — to  carry  out  the  investigation 
and  commence  litigation.  In  fact,  the  SEC  has  acknowledged  that  the  Commission, 
even  with  all  of  its  investigative  resources  and  statutory  powers,  including  compul- 
sory investigative  processes,  does  not  complete  its  investigations,  on  average,  in  less 
than  2.26  years.10  Therefore,  the  Lampf  decision  would  have  the  effect  of  frustrating 
even  the  most  organized  and  targeted  investigations  of  fraud. 

An  Appropriate  Statute  of  Limitations 

A  review  of  state  statutes  of  limitations  is  instructive  in  determining  what  may 
be  an  appropriate  Federal  standard  for  Section  10(b)  claims.  In  at  least  nine 
states,  the  civil  litigation  statute  of  limitations  for  violation  of  anti-fraud 
sections  of  state  securities  laws  runs  only  from  the  time  of  discovery  "  with 
no  mmrimum  period  of  repose.11 

Thus,  several  states  have  recognized  the  self-concealing  nature  of  securities  fraud. 
Further,  the  trend  at  the  state  level  has  been  to  extend  the  statute  of  limitations 
for  securities  fraud  actions.  Consider  just  a  few  recent  examples:  Arkansas  extended 
its  statute  from  two  years  to  five  years  from  sale;  Hawaii  adopted  a  rule  of  "two 
years  from  discovery,  but  not  more  than  seven  years  from  sale";  Massachusetts  went 
from  two  years  from  date  of  sale  to  four  years  after  the  discovery  of  the  fraud;  and 
Oregon  extended  its  statute  of  limitations  from  "three  years  after  the  sale"  to  "two 
years  from  discovery  or  three  years  from  sale,  whichever  is  longer."  u 

The  most  recent  comment  by  NASAA  on  the  question  of  appropriate  statutes  of 
limitations  came  in  the  context  of  the  Association  s  critique  of  the  proposed  1985  re- 
visions to  the  Uniform  Securities  Act.14  In  April  1991,  the  Association  s  Uniform  Se- 
curities Act  Committee  recommended  that  the  appropriate  statute  of  limitations  for 
private  civil  actions  under  the  anti-fraud  provisions  of  state  securities  laws  should 
be  the  lesser  of  two  years  after  the  discovery  of  the  violation  or  five  years  after  the 
transaction  constituting  an  alleged  violation/5 

Based  on  experience,  NASAA  members  know  that  many  potential  plaintiffs  in 
cases  involving  fraudulent  schemes  are  unaware  of  their  cause  of  action  or  cannot 
move  to  proceed  with  a  cause  of  action  during  the  first  year  after  a  violation  occurs. 
The  limitation  on  actions  imposed  by  Lampf  will  result  in  a  great  loss  to  investors 
simply  because  the  perpetrators  of  a  fraudulent  scheme  may  be  clever  enough  to 
mask  detection  for  a  period  of  time.  Consider  the  case  of  fraudulent  bond  offerings, 
which  by  the  long  term  nature  of  the  investment  easily  can  defeat  the  three  year 
statute  of  repose.  In  addition,  even  relatively  simple  stock  manipulation  schemes 
may  involve  transactions  that  never  could  be  unraveled  and  organized  into  intelligi- 
ble pleadings  and  proof  in  the  one  year  time  allotted  after  investors  become  sus- 
picious that  something  may  be  amiss  and  arguably  are  put  on  notice  that  they 
should  have  known  of  the  violation. 

NASAA's  position  is  that  it  is  reasonable  to  impose  a  statute  which  limits 
actions  to  within  three  years  after  one  knew  of  the  facts  constituting  the  vio- 
lation on  which  recovery  is  sought.  However,  if  Congress  feels  that  an  outer 
limit  is  necessary  to  add  certainly  to  commercial  dealings,  the  Association 
would  suggest  a  five  year  limitation  period.16 


10  Brief  of  the  Securities  and  Exchange  Commission  as  Amicus  Curiae  at  p.  24,  Lampf  v. 
Gilbertson,  90-333  (June  20,  1991). 

11  By  "discovery"  in  this  context,  we  mean  two  years  after  actual  discovery  or  two  years  after 
discovery  should  have  been  made  in  the  exercise  of  reasonable  diligence. 

12 The  nine  states  are  Alabama,  Arizona,  Indiana,  Maine,  Mississippi,  Montana,  New  Jersey, 
Oklahoma,  and  Washington. 

"Brief  For  Respondents,  at  p.  20,  Lampf  v.  Gilbertson,  90-333  (June  20,  1991). 

14  The  securities  laws  of  most  states  are  based  upon  the  Uniform  Securities  Act,  which  was 
approved  in  1956  by  the  National  Conference  of  Commissioners  on  Uniform  State  Law 
(NCCUSL).  The  states  have  periodically  amended  the  Act  since  that  time.  The  1985  revision 
has  been  opposed  by  NASAA  and  has  not  been  widely  adopted  by  states. 

"NASAA  Uniform  Securities  Act  Committee  Report,  ANALYSIS  AND  CRITIQUE  OF  THE  UNI- 
FORM Securities  Act  of  1985  (April  1991). 

ieThe  use  of  a  five  year  period  in  the  Insider  Trading  and  Securities  Fraud  Enforcement  Act 
of  1988  is  indicative  of  a  recent  legislative  trend  to  recognize  that  longer  statutes  are  required 
for  complex  securities  litigation. 
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NASAA's  members  are  aware  that  balanced  against  the  investor  protection  policy 
of  anti-fraud  statutes  and  the  inherently  difficult  and  time-consuming  nature  of  dis- 
covering fraud  is  the  basic  rationale  behind  all  statutes  of  limitation:  To  provide  cer- 
tainty as  to  rights  and  liabilities.  In  securities  transactions  and  financial  reporting 
this  certainty  is  undeniably  important.  Publicly-held  companies  registered  under  the 
Exchange  Act  must  comply  with  auditing  ana  reporting  obligations,  and  in  prepar- 
ing financial  reports  auditors  need  some  certainty  as  to  when  any  contingent  liabil- 
ity for  a  transaction  may  end.  Accordingly,  impositions  of  an  outside  time  limit  for 
filing  suits  regarding  a  transaction  may  be  necessary  to  satisfy  legitimate  commer- 
cial needs  for  those  who  must  conduct  their  business  subject  to  the  Exchange  Act. 
However,  NASAA  would  recommend  that  the  courts  be  given  the  explicit  discretion 
to  invoke  the  doctrine  of  equitable  tolling  in  those  cases  where  the  very  nature  of 
the  investment  instrument  (such  as  is  the  case  with  limited  partnerships)  makes  it 
virtually  impossible  for  an  investor  to  discover  fraud  within  the  statute  of  limita- 
tions. In  such  cases,  the  running  of  the  limitations  period  would  be  suspended  until 
the  fraud  has  been  discovered. 

Our  final  point  here  concerns  the  general  issue  of  when  it  is  that  the  statute  of 
limitations  kicks  in — either  when  the  violation  actually  was  discovered  or  when  the 
violation  should  have  been  discovered.  NASAA  supports  a  statute  of  limitations  tied 
to  the  actual  discovery  of  fraud  rather  than  to  the  time  when  a  plaintiff  "should 
have"  discovered  the  fraud.  In  this  respect,  NASAA  is  in  agreement  with  former 
SEC  Chairman  Richard  Breeden  who  said, 

A  'reasonable  diligence'  standard  is  unfair  to  fraud  victims  because  almost  every 
defendant  can  allege  that  a  plaintiff  'should  have'  discovered  a  fraud  earlier. 
Thus,  this  requirement  would  prompt  a  considerable  amount  of  needless  litigation 
to  resolve  subtle  shadings  of  what  an  investor  could  or  might  have  done.  It  would 
be  ironic  and  unfortunate  if  a  bill  that  is  intended  to  reduce  litigation  included 
a  provision  that  would  significantly  increase  the  cost  of  litigation  in  an  unneces- 
sary manner.17 

A  "reasonable  diligence"  stand  imputes  to  a  plaintiff  the  knowledge  that  could 
have  been  learned  about  a  fraud  if  all  the  facts  at  the  plaintiffs  disposal  had  been 
investigated  with  reasonable  diligence.  In  financial  markets,  these  signals  may  often 
be  ambiguous.  An  absence  of  a  duty  of  inquiry  does  not  entitle  investors  to  ignore 
clear  evidence  of  fraud. 

Private  Actions  and  Frivolous  Suits 

Section  10(b)  and  Rule  10(bX5)  have  come  under  increasing  attack  as  facilitating 
frivolous  or  baseless  lawsuits  against  innocent  market  professionals.  While  there 
certainly  may  have  been  meritless  or  Questionable  cases  brought  in  the  past  under 
this  rule,  existing  case  law  clearly  spells  out  when  recovery  under  Rule  10(bX5)  is 
available.  Plaintiffs  seeking  damages  under  Section  10(b)  and  Rule  10(bX5)  must 
prove  that: 

•  The  plaintiff  was  a  purchaser  or  seller  of  securities; 

•  The  defendant  engaged  in  a  fraud,  manipulation  or  deception; 

•  The  fraud,  manipulation  or  deception  was  in  connection  with  the  purchase  or  sale 
of  the  securities; 

•  The  defendant  acted  with  scienter  (an  intent  to  deceive  or  a  reckless  disregard 
for  the  truth  or  falsity  of  statement; 

•  The  defendant's  misstatement  or  nondisclosure  was  material; 

•  The     plaintiff    reasonably     relied     upon     the     defendant's     misstatement     or 
nondisclosure; 

•  The  plaintiff  was  damaged;  and 

•  The  defendant's  conduct  caused  the  plaintiffs  damages. 

It  should  go  without  saying  that  satisfying  this  burden  of  proof  requires  consider- 
able evidence  of  wrongdoing.  Unlike  most  of  the  express  private  actions  to  which 
Congress  originally  appliea  the  one  year/three  year  statute  of  limitations,  Rule 
10(bX5)  liability  is  based  upon  deliberate  and  intentional  fraud  and  not  merely  neg- 
ligent violations. 

While  the  debate  surrounding  the  allegations  of  an  explosion  in  frivolous  securi- 
ties lawsuits  is  far  from  settled,     let  us  assume  for  a  moment  that  financial  services 


17  Letter  from  Securities  and  Exchange  Commission  Chairman  Richard  Breeden  to  Senator 
Terry  Sanford,  August  12,  1992. 

18  A  recent  article  in  The  Economist  observed  that:  "Ambulance  chasers  have  no  monopoly  on 
frivolous  litigation.  Businesses  are  equally  guilty.  One  top  American  M&A  [mergers  and  acquisi- 

Con  tinned 
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firms  have  in  fact  been  unfairly  targeted  by  unscrupulous  plaintiffs'  attorneys  seek- 
ing to  enrich  themselves  at  the  expense  of  these  honest  companies.  What  procedural 
tools  are  available  to  address  such  abuses? 

There  is  emerging  evidence  which  suggests  that  the  Federal  Rules  of  Civil  Proce- 
dure are  playing  an  increasingly  important  role  in  weedingout  frivolous  or  meritless 
securities  lawsuits.  In  particular,  Federal  Rules  of  Civil  Procedure  9  and  11  place 
a  substantial  burden  on  victims  to  plead  their  cases  with  particularity  and  to  make 
a  reasonable  investigation  before  filing  their  cases.  Rule  23  (governing  class-action 
proceedings)  and  Rule  26  (discovery)  also  may  play  a  role  in  deterring  unwarranted 
suits.  In  addition,  the  Civil  Justice  Reform  Act  of  1990  may  serve  as  the  basis  for 
even  further  streamlining  of  the  litigation  process.  These  issues  are  discussed  in 
brief  below. 
Rule  9.  Federal  Rule  of  Civil  Procedure  9(b)  requires  that  securities  fraud  claims 
be  pleaded  with  particularity  and  that  each  defendant's  role  in  the  illegal  fraud 
be  set  forth  in  detail.  Under  this  rule,  the  matter  would  be  dismissed  unless  a 
prima  facie  case  of  fraud  was  established  against  a  defendant.  Because  this  often 
is  the  first  motion  filed  in  a  case,  it  can  serve  as  a  powerful  tool  in  limiting  litiga- 
tion costs. 

Rule  11.  This  rule  permits  a  U.S.  district  court  judge  to  impose  sanctions,  includ- 
ing requiring  plaintiffs'  lawyers  to  pay  the  defendants'  legal  fees,  for  any  com- 
plaint filed  without  adequate  investigation  and  factual  basis.  It  is  our  understand- 
ing that  millions  of  dollars  in  Rule  11  sanctions  have  been  imposed  since  the  rule 
was  strengthened  a  few  years  ago.  Revisions  to  Rule  11  recently  approved  by  the 
Judicial  Conference  of  the  United  States  would  require  that  a  party  be  notified 
in  writing  that  he  or  she  may  have  violated  Rule  11  Defore  opposing  counsel  could 
move  for  sanctions.  The  party  then  could  respond  or  forego  the  suit  to  avoid  a  pen- 
alty. Judges  also  would  be  free  to  impose  any  monetary  or  non-monetary  penalty 
sufficient  to  deter  violations. 
Judges  have  not  been  hesitant  to  use  Rule  11  sanctions  where  deemed  appro- 
priate, including  cases  involving  plaintiff  lawyers  abuses,19  unfounded  plead- 
ings,2" and  misstatements  made  to  the  court.2f  In  1989  alone,  Rule  11  was  in- 
voked some  6,500  times  in  Federal  courts.22 

A  comprehensive  review  of  Rule  ll's  applications  and  effects  recently  was  con- 
ducted by  the  American  Judicature  Society.23  To  get  a  broad,  national  perspective, 
the  surveyors  chose  to  examine  Rule  11  activity  in  three  Federal  judicial  circuits: 
the  Fifth,  Seventh,  and  Ninth.  These  three  circuits  were  chosen  because  they  pro- 
vided both  significant  geographic  diversity  (south,  midwest  and  west)  and  variability 
in  the  perceived  incidence  of  Rule  11  motions  and  sanctions.  A  random  sample  of 
cases  was  drawn  from  the  1989-90  civil  dockets  and  the  lead  attorney  from  each 
side  was  included  in  the  sample.  Among  the  findings  of  the  survey:  (1)  the  frequency 
of  formal  Rule  11  activity  is  significant  but  not  necessarily  large;  (2)  frivolous  suits 
or  claims  was  the  most  frequent  response  to  the  question  asked  about  the  basis  for 
Rule  11  motions  and  sanctions;  and  (3)  when  asked,  "What  is  the  biggest  impact, 
if  any,  of  the  sanctioning  provisions  of  Rule  11  on  your  practice?,"  the  most  fre- 
quently cited  impact  was  "more  factual  investigation.    It  would  appear  that  Rule  11 


tions]  lawyer  says  that  a  target  company's  first  response  to  a  hostile  takeover  should  be  to  sue 
the  bidder — whether  or  not  it  has  done  anything  wrong.  When  employees  of  a  high  tech  firm 
leave  to  start  a  new  company,  they  often  are  hit  with  a  trade  secret  suit  before  they  have  even 
opened  their  new  offices.  Businessmen  do  not  call  such  litigation  'frivolous';  they  call  it  'strate- 

fic'  Indeed,  it  is  business  litigation  that  is  growing  fastest.  Corporate  litigators,  who  are  paid 
y  the  hour,  have  as  much  incentive  as  contingency  fee  lawyers  to  drag  cases  out."  ( ,  "Order 

in  the  tort,"  The  Economist,  July  18,  1992,  pp.  10-13.) 

19  Pennsylvania  Judge  Louis  C.  Bechtle  recently  ordered  sanctions  against  three  shareholders' 
lawyers.  The  judge  chided  the  lawyers  for  allegedly  drumming  up  litigation  by  enlisting  share- 
holders to  file  lawsuits  against  companies  facing  adversity.  In  addition  to  dismissing  two  of  the 
three  lawsuits  brought  by  the  plaintiffs'  attorneys,  Judge  Bechtle  ordered  the  plaintiffs'  lawyers 
to  pay  the  defendant's  legal  fees  and  referred  the  case  to  the  Pennsylvania  state  disciplinary 
body  to  see  if  additional  punishment  was  warranted.  For  additional  information,  see,  Jonathan 
Moses,  Three  Shareholder  Lawyers  Sanctioned,"  Wall  Street  Journal,  February  5,  1993,  p.  B7. 

20  For  example,  in  Brandt  v.  Schal  Associates,  Inc.,  the  U.S.  Court  of  Appeals  for  the  Seventh 
Circuit  imposed  a  $351,664.96  fine  against  attorneys  and  their  clients  who  filed  unfounded 
pleadings. 

21  For  example,  in  Navarro-Ayala  v.  Nunez,  the  U.S.  Court  of  Appeals  for  the  First  Circuit 
imposed  a  personal  fine  of  $6,000  against  the  assistant  secretary  of  mental  health  for  Puerto 
Rico  who  made  statements  to  the  court  that  had  no  factual  basis. 

22  David  Frum,  "Shoot  the  Hostages,"  Forbes,  December  21,  1992,  p.  138. 

23  See,  Herbert  Kritzer,  Lawrence  Marshall,  and  Frances  Kahn  Zemans,  "Rule  11:  moving  be- 
yond the  cosmic  anecdote,"  Judicature,  Volume  75,  Number  5,  February-March  1992,  pp.  269- 
272. 
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has  tremendous  potential  for  deterring  the  frivolous  cases  of  concern  to  this  Sub- 
committee and  others. 

Rule  23(a).  This  rule  requires  that  plaintiffs  who  are  seeking  class  certification 
demonstrate  that:  (1)  the  class  is  so  numerous  that  joinder  of  all  members  is  im- 
practicable; (2)  questions  of  law  or  fact  are  common  to  the  entire  class;  (3)  the 
claims  and  defenses  of  plaintiffs  are  typical;  and  (4)  plaintiffs  will  adequately  pro- 
tect the  interests  of  the  class. 

Rule  26.  Rule  26  of  the  Federal  Rules  of  Civil  Procedure  deals  with  the  issue  of 
discovery.  Currently  under  discussion,  proposed  revisions  to  the  rule  would  at- 
tempt to  reduce  the  costs  and  time  consuming  aspect  of  civil  discovery  by  impos- 
ing on  the  parties  to  a  suit  a  duty  to  disclose  basic  and  detailed  information  with- 
out waiting  for  a  formal  discovery  request. 

Civil  Justice  Reform  Act  (CJRA)  Passed  in  1990,  the  Nation's  Federal  district 
courts  now  are  implementing  the  CJRA.  Under  this  Act,  each  district  court  must 
draw  up  a  plan  where  each  civil  case  will  be  evaluated  early  on  and  assigned  to 
fast,  very  fast  or  complex  tracks.  The  plans  are  being  crafted  with  guidance  from 
local  advisory  panels  of  lawyers,  judges,  academics  and  other  persons.  Although 
congressional  focus  in  CJRA  was  concentrated  primarily  in  the  areas  of  civil  dis- 
covery and  alternative  dispute  resolution,  the  procedural  changes  being  effected 
by  the  district  courts  may  cover  broader  areas  of  civil  litigation.  The  first  batch 
of  plans  involving  34  district  courts  was  sent  to  Congress  in  June  of  last  year. 
The  remaining  60  districts  must  complete  their  plans  by  December  of  this  year.24 

General  Comments  on  Proposals  to  "Reform"  Securities  Litigation 

Mr.  Chairman  and  Members  of  the  Subcommittee,  NASAA  respectfully  urges  you 
to  reject  the  legislative  initiatives  now  being  promoted  as  litigation  "reform"  by  the 
very  same  parties  who  brought  us  mandatory  securities  arbitration  and  dramati- 
cally scaled  back  statutes  of  limitation  for  securities  fraud  lawsuits.  Although  these 
proposals  have  been  dressed  up  in  "anti-lawyer"  rhetoric,  they  more  accurately  may 
be  seen  as  being  anti-investor  in  nature.  Just  as  the  efforts  to  force  arbitration  on 
investors  and  to  shorten  the  statute  of  limitations  for  securities  fraud  suits  trampled 
on  the  rights  of  defrauded  small  investors,  these  new  initiatives  to  hamstring  the 
securities  plaintiff  bar  would  go  even  further  to  shrink  the  redress  opportunities  to 
investors  and,  in  practical  terms,  would  "immunize"  the  securities  industry  and 
other  special  interests  from  lawsuits.  For  these  reasons,  NASAA  generally  opposes 
the  following  proposals: 

Limitations  on  joint  and  several  liability.  The  concept  of  proportionate  liability 
has  now  been  suggested  for  securities  fraud  actions,  as  has  a  new  and  untested 
standard  of  "knowing  securities  fraud"  which  would  be  required  to  be  met  in  order 
to  retain  the  current  joint  and  several  liability  standard.  Otherwise,  even  where 
the  defendant  was  engaged  in  reckless  or  grossly  negligent  conduct,  liability 
would  be  measured  in  terms  of  the  nature  ofthe  conduct  and  the  extent  of  the 
causal  relationship  between  that  conduct  and  the  damage  suffered  by  the  plaintiff. 
To  meet  the  definition  of  "knowing  securities  fraud"  the  defendant  would  have  to 
make  a  material  misrepresentation  or  omission  with  actual  knowledge  that  the 
representation  is  false  or  that  as  a  result  of  the  omission,  a  material  misrepresen- 
tation made  is  false  and  would  have  to  know  that  other  persons  are  likely  to  rely 
on  the  misrepresentation  or  omission. 

Fee  shifting.  Borrowing  from  the  so-called  "English  Rule,"  it  has  been  suggested 
that  Federal  courts  be  granted  the  authority  to  award  attorneys  fees  and  reason- 
able expenses  to  the  prevailing  party  unless  the  court  determines  that  the  position 
of  the  losing  party  was  substantially  justified.  The  determination  whether  the  po- 
sition of  the  losing  party  was  substantially  justified  would  be  made  on  the  basis 
of  the  record  which  is  made  in  the  civil  action  for  which  fees  and  other  expenses 


34  For  example,  in  1991,  the  U.S.  District  Court  for  the  Eastern  District  of  Pennsylvania 
unanimously  adopted  the  first  plan  under  CJRA.  The  Plan  includes  self-executing  discovery 
rules  that  require  parties  to  disclose  important  information  within  30  days  after  service  of  an 
answer.  For  most  cases,  the  Court  must  set  an  early  and  firm  trial  date  within  one  year  of  the 
filing  of  the  complaint.  For  complex  cases  Involving  a  number  of  parties,  claims,  defenses,  or 
need  for  extensive  discovery,  the  trial  date  may  be  extended  to  18  months  from  date  of  filing 
the  complaint.  The  early  trial  date  requirement  recognizes  that  most  civil  cases  settle  in  the 
face  of  a  looming  trial  date  and  lawyers  often  expand  their  work  to  fill  time  available.  The  Plan 
also  requires  arbitration  within  four  months  from  filing  an  answer  for  virtually  all  cases  where 
damages  Bought  are  less  than  $100,000.  For  cases  not  subject  to  arbitration,  the  Plan  requires 
an  early  mediation  conference  with  a  court-approved  mediator  for  the  purpose  of  defining  the 
issues  and  exploring  settlement.  For  more  information,  see  G.  Bennett  Picker,  "Philadelphia 
Plan  Designed  to  Cut  Federal  Court  Costs,"  Corporate  Legal  Times,  December  1992. 
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are  sought.  Allocation  of  the  award  and  the  size  of  the  award  lie  in  the  judge's 
discretion.  In  addition,  it  has  been  suggested  that  awards  of  attorneys  fees  and 
expenses  be  provided  to  the  prevailing  party  in  an  adjudication  of  any  motion  for 
an  order  compelling  discovery  or  protective  order  unless  the  court  finds  that  spe- 
cial circumstances  make  an  award  unjust.  This  proposal  may  very  well  have  the 
effect  of  sparing  off  middle  class  Americans  from  Dringing  bona  fide  securities 
fraud  claims  for  fear  of  being  liable,  upon  a  judge's  ruling,  for  ruinous  litigation 
costs. 
Abusive  practices.  Lumped  under  this  proposal  is  the  introduction  of  several  re- 
strictions on  class-action  securities  fraud  suits. 

♦  First,  it  would  be  required  that  the  share  of  any  final  judgment  or  settlement 
be  awarded  equally  to  all  plaintiffs,  including  the  representative  plaintiff. 

♦  Second,  no  attorney  who  directly  or  indirectly  owns  or  otherwise  has  a  bene- 
ficial interest  in  the  securities  that  are  the  subject  of  litigation  or  an  attorney 
affiliated  with  such  attorney  would  be  allowed  to  represent  a  plaintiff  class-ac- 
tion case. 

♦  Third,  no  attorney  would  be  permitted  to  represent  a  class  action  where  he  or 
she  has  paid  or  is  obligated  to  pay  a  fee  to  a  third  party  who  assisted  him  or 
her  in  obtaining  the  representation  of  the  party  to  the  action. 

♦  Fourth,  funds  that  have  been  disgorged  could  not  be  distributed  as  payment 
for  attorney  fees  or  expenses  incurred  Dy  private  parties  seeking  distribution  of 
the  disgorged  funds  and  any  judgment  awarded  against  any  person  shall  be  di- 
minished by  the  amount  of  any  disgorged  funds. 

Burden  of  Proof.  In  any  implied  cause  of  action  arising  under  the  1934  Act  in 
which  the  plaintiff  may  recover  money  damages  only  if  it  proves  that  the  defend- 
ant acted  with  scienter,  the  plaintiff  would  have  to  establish  that  element  of  his 
claim  by  clear  and  convincing  evidence. 

Pleading  requirement.  Under  this  proposal,  in  those  cases  where  proof  of  scienter 
is  required  for  recovery  of  monetary  damages,  the  plaintiff  must  allege  in  its  com- 
plaint facts  suggesting  that  the  defendant  acted  with  that  state  of  mind. 
Aiding  and  Abetting.  For  recovery  of  monetary  damages  where  proof  of  scienter  is 
required,  it  would  be  required  that  for  a  defendant  to  be  an  aider  and  abetter, 
the  plaintiff  must  prove  that  the  defendant  knew  that  another  party  had  violated 
a  provision  of  the  1934  Act  and  the  defendant,  acting  with  deliberate  intent  to 
deceive,  manipulate  or  defraud  for  the  defendant's  own  pecuniary  benefit,  pro- 
vided substantial  assistance  to  the  other  party's  violation.  Direct  pecuniary  bene- 
fit would  not  include  ordinary  compensation  for  services  provided. 
Mr.  Chairman  and  Members  of  the  Subcommittee,  while  NASAA  urges  you  to  re- 
ject these  proposals,  we  nonetheless  share  your  concern  that  frivolous  lawsuits  be 
dealt  with  swiftly  and  firmly.  Toward  that  end,  we  would  recommend  a  thorough 
examination  of  the  application  of  the  Federal  Rules  of  Civil  Procedure.  If  there  is 
a  concern  that  they  are  not  being  applied  often  or  rigorously  enough,  let  us  find  out 
why.  NASAA  believes  that  it  be  would  unwise,  in  the  name  of  "reform,"  to  further 
restrict  the  ability  of  defrauded  investors  to  be  made  whole.  Rather,  NASAA  would 
recommend  a  deliberate,  thorough  and  objective  examination  of  the  rules  and  proce- 
dures of  civil  litigation  to  see  where  improvements  and  further  streamlining  may 
be  warranted.  We  would  offer  our  support  and  assistance  in  any  such  effort. 

Finally,  Mr.  Chairman  and  Members  of  the  Subcommittee,  I  want  to  thank  you 
for  the  opportunity  to  appear  before  you  today.  I  also  want  to  take  this  opportunity 
to  commend  you  and  your  staffs  for  your  efforts  to  advance  the  rights  and  interests 
of  small  investors.  We  are  hopeful  that  the  limited  partnership  roll-up  reform  legis- 
lation soon  will  become  a  reality,  and  that  improvements  to  the  Federal  scheme  of 
investment  advisor  oversight  soon  will  be  put  in  place.  We  look  forward  to  working 
with  you  and  your  staffs  on  these  critically  important  issues  affecting  small  inves- 
tors. 


TESTIMONY  OF  JOEL  SELIGMAN 

My  name  is  Joel  Seligman.  I  am  a  professor  of  law  at  The  University  of  Michigan 
Law  School  and  coauthor  with  Professor  Louis  Loss  of  Harvard  Law  School  of  an 
11  volume  treatise  on  Securities  Regulation. 

I  would  like  to  offer  five  observations  for  your  consideration. 

First:  There  is  little  objective  data  at  this  time  that  suggests  there  is  a  need  for 
significant  reform  of  the  Federal  securities  laws,  either  to  benefit  plaintiffs  or  de- 
fendants. The  SEC  in  its  1992  Annual  Report  at  52,  for  example,  reported: 
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Despite  general  economic  conditions,  the  total  dollar  amount  of  securities  filed 
for  registration  with  the  SEC  during  1992  reached  a  record  of  over  $700  billion, 
a  40  percent  increase  from  the  approximately  $500  billion  registered  last  year. 
The  number  of  issuers  accessing  the  public  markets  for  the  first  time  soared,  with 
initial  public  offering  (D?0)  filings  of  equity  or  debt  reaching  $66.5  billion,  an  in- 
crease of  about  53  percent  from  the  $43.6  billion  filed  in  1991. 
According  to  the  New  York  Stock  Exchange,  in  1990  over  51  million  United  States 
citizens  directly  owned  corporate  stock,  N.Y.  Stock  Exch.,  Fact  Book  70  (1992),  with 
tens  of  million  more  owning  stock  indirectly  through  institutional  investors  which 
in  aggregate  held  over  $2  trillion  in  equity  securities  in  1992.  Id.  at  28. 

Second:  One  reason  that  the  United  States  has  achieved  its  current  success  in 
capital  formation  and  breadth  of  securities  ownership  is  the  Federal  securities  laws' 
mandatory  disclosure  system,  as  enforced  by  Government  and  private  litigation.  It 
is  significant,  I  believe,  that  the  United  States  both  has  the  broadest  stock  owner- 
ship and  the  most  demanding  disclosure  system.  See  2  L.  Loss  &  J.  Seligman,  Secu- 
rities Regulation  792-801  (1989  &  1992  Ann.  Supp.).  The  mandatory  disclosure  sys- 
tem has  performed  a  significant  role  in  maintaining  investor  confidence  in  the  secu- 
rities markets  and  deterring  securities  fraud.  1  id.  171-225. 

Third:  Private  litigation  performs  a  significant  role  in  enforcement  of  the  manda- 
tory disclosure  system.  Former  SEC  Chairman  David  Ruder  noted  in  1989  that  in 
recent  years  less  than  10  percent  of  cases  involving  securities  or  commodities  have 
been  brought  by  the  Government.  Ruder,  The  Development  of  Legal  Doctrine 
through  Amicus  Participation:  The  SEC  Experience,  1989  Wis.  L.  Rev.  1167,  1168. 
T6  be  sure,  the  private  litigation  system  is  not  perfect.  But  I  want  to  highlight 
that  the  judiciary  has  been  effective  in  addressing  perceived  problems.  In  1991,  for 
example,  the  Supreme  Court  adopted  an  one  year  after  discovery  and  three  years 
after  violation  statute  of  limitation  for  Rule  10(bX5)  litigation  that  typically  short- 
ened the  applicable  limitations  period.  Lampf,  Plevy,  Lipkind,  Prupis  &  Petigrow  v. 
Gilbertson,  111  S.  Ct.  2773  (1993).  In  the  last  few  years  lower  Federal  courts  appear 
also  to  have  increased  the  number  of  Federal  securities  law  claims  dismissed  for 
failure  to  plead  fraud  with  sufficient  particularity,  see  10  L.  Loss  &  J.  Seligman, 
Securities  Regulation  4525-4530  (1993);  increased  their  willingness  to  sanction 
plaintiffs'  attorneys  for  frivolous  litigation  under  §ll(e)  of  the  Securities  Act,  Rule 
11  of  the  Federal  Rules  of  Civil  Procedure,  and  kindred  standards,  see  id.  at  4644- 
4654;  and  in  certain  circuits  reduced  the  exposure  of  accountants  and  attorneys  to 
aiding  and  abetting  liability.  See  9  id.  at  4479-4488. 
A  long  articulated  critique  of  corporate  and  securities  private  litigation  is  that  the 

filaintiffs'  attorneys,  not  the  plaintiffs,  largely  benefit.  I  submit  to  you  this  critique 
ails  adequately  to  take  into  account  that  the  primary  purpose  of  both  Governmental 
and  private  securities  litigation  is  the  deterrence  of  securities  fraud. 

Fourth:  There  is  no  secret  that  a  major  proponent  of  recent  proposals  to  "reform" 
private  securities  litigation  has  been  elements  of  the  accounting  industry. 

I  think  it  is  worth  highlighting  that  some  of  the  litigation  Crisis"  that  they  seek 
to  correct  can  be  attributed  to  fauures  in  auditing  and  accounting  practices.  Leaving 
private  litigation  for  the  moment  aside,  since  1970,  for  example,  there  have  been 
over  120  Rule  2(e)  proceedings  brought  against  accountants.  See  10  L.  Loss  &  J. 
Seligman,  Securities  Regulation  4804^1806  n.62  1993);  of  the  60  §15(cX4)  proceed- 
ings brought  against  issuers  between  1975  and  June  1985,  46  were  said  to  have  con- 
cerned accounting  and  financial  disclosures.  McLucas  &  Romanowich,  SEC  Enforce- 
ment Proceedings  under  Section  15(cX4)  of  the  Securities  Exchange  Act  of  1934,  41 
Bus.  Law.  145,  152  (1985).  Similar  totals  have  begun  to  develop  for  accounting  viola- 
tions of  the  Commission's  cease  and  desist  powers  which  were  only  adopted  in  1990. 
10  L.  Loss  &  J.  Seligman,  Securities  Regulation  4911-4914  (1993). 

Fifth:  Given  this  background  certain  recent  proposals  appear  to  be  little  more 
than  the  equivalent  of  special  pleading  by  a  profession  which  has  recently  often 
been  successfully  sued.  Turning  to  the  more  significant  of  these  proposals,  adoption 
of  the  English  rule  for  attorneys  and  related  costs  would,  in  effect,  prevent  most 
class-action  plaintiffs  from  initiating  litigation,  including  meritorious  litigation. 
Similarly  repeal  of  the  joint  and  several  habiUty  concept  potentially  could  signifi- 
cantly reduce  the  deterrent  force  of  private  securities  litigation. 

At  the  same  time,  let  me  emphasize  there  are  problems  in  securities  litigation 
that  justify  thoughtful  consideration.  In  my  view  the  most  significant  has  been  the 
apparent  substantial  increase  in  discovery  costs  in  recent  years.  I  am  skeptical  that 
this  is  an  area  where  it  would  be  appropriate  for  different  disclosure  rules  to  apply 
to  securities  claims  than  for  other  forms  of  private  litigation.  Nonetheless  my  recent 
experience  as  a  court-appointed  disinterested  person  in  a  shareholder  derivative  ac- 
tion suggests  to  me  that  this  may  be  the  most  promising  area  in  which  the  trans- 
action costs  of  private  securities  litigation  might  be  reduced  without  jeopardizing 
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the  ability  of  plaintiffs  to  litigate  meritorious  claims.  See  Seligman,  The  Disin- 
terested Person:  An  Alternative  Approach  to  Shareholder  Derivative  Litigation,  55 
Law  &  Contemp.  Probs.  357  (1992). 


PREPARED  STATEMENT  OF  PATRICIA  REILLY 

I  want  to  thank  Chairman  Dodd  and  the  other  Members  of  the  Securities  Sub- 
committee for  giving  me  the  opportunity  to  relate  my  experiences  as  a  stockholder 
in  some  securities  class-action  lawsuits. 

I  have  been  a  shareholder,  and  part  of  the  plaintiffs  class  of  investors,  in  2  dif- 
ferent securities  class-action  lawsuits.  One  was  against  Pace  Membership  Ware- 
house, its  officers  and  directors,  its  investment  bankers,  and  its  accountant.  The 
other  was  against  Tucson  Electric  Power,  its  officers  and  directors,  its  attorneys,  its 
investment  bankers,  and  its  accountants. 

It  is  my  understanding  that  securities  class-action  lawsuits  were  created  (1)  to 
provide  a  means  for  investors  to  recover  their  losses  which  were  caused  by  the  fraud 
and  misrepresentations  of  a  company's  officers  and  directors,  and  (2)  to  hold  these 
officers  and  directors  accountable  by  making  them  personally  liable  for  the  losses 
caused  by  their  fraud  and  misrepresentations. 

As  a  result  of  my  experience,  I  have  come  to  realize  that  securities  class-action 
lawsuits  exist  for  the  benefit  of  the  stockholders'  lawyers.  The  stockholders,  the  vic- 
tims of  the  fraud  committed  by  a  company's  officers/directors,  recover  virtually  none 
of  their  losses.  In  the  vast  majority  of  the  cases,  the  stockholders  recover  less  than 
$.10  on  the  dollar  of  their  losses.  Ninety-six  percent  of  the  securities  class-action 
lawsuits  settle.  The  cases  normally  settle  for  the  amount  of  directors'  and  officers' 
liability  insurance  and  nothing  more.  Usually  the  directors  and  officers  who  commit- 
ted the  fraud  do  not  pay  a  dime.  Meanwhile  the  stockholders'  lawyers  make  mil- 
lions. As  a  stockholder,  I  feel  that  the  lawyers  use  the  stockholders,  preying  on  their 
misfortune,  as  a  means  to  file  a  lawsuit  that  will  inevitably  settle  in  which  the  law- 
yers will  reap  millions  in  fees,  while  their  clients  will  recover  pennies  on  the  dollar 
of  their  losses. 
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HOW  THE  SECURITIES  CLASS  ACTION  LAWSUITS  APPEAR  TO  ME 


WHAT  IS  SUPPOSED  TO  HAPPEN 

Offense 
FRAUD  -  MISREPRESENTATION 


$$$$$$ 

Victim  < Offender 

STOCKHOLDER  OFFICERS  &  DIRECTORS 

Compensated  for  Personally  Liable 

Losses  caused  by  for  Losses  caused  to 

Officers'  and  Shareholders  for 

Directors '  Fraud  their  Fraud 


WHAT  ACTUALLY  HAPPENS 


$$$$$$ 

LAWYERS  < INSURANCE  COMPANY 

Insurance  premiums  passed  on 
to  company's  clients  and/or 
stockholders 


STOCKHOLDER  OFFICERS  &  DIRECTORS 

Usually  receive  Usually  pay  nothing 

6%  of  their  losses 
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MY  EXPERIENCE 

I.  Pace  Membership  Warehouse 

I  am,  and  have  been  for  the  past  12  years,  a  stockbroker  with  major,  national  bro- 
kerage firms.  In  addition,  I  am  an  arbitrator  with  the  National  Association  of  Secu- 
rities Dealers  (NASD)  and  the  American  Arbitration  Association. 

A  little  under  3  years  ago,  I  received  notice  of  a  settlement  offer  and  a  request 
for  legal  fees  in  a  securities  class-action  lawsuit  against  Pace  Membership  Ware- 
house (PACE),  its  officers  and  directors  individually,  its  underwriters  and  its  ac- 
countant. I  received  the  notice  because  I  was  a  stockholder  during  the  class  period, 
but  I  had  a  special  interest  in  the  case  aside  from  being  a  stockholder.  As  a  stock- 
broker, I  had  42  accounts  that  owned  the  stock  during  the  class  period. 

Pace  Membership  Warehouse  was  one  of  those  companies  that  sold  brand  name 
products  at  low  prices  in  a  warehouse  style  setting.  My  clients  and  I  bought  the 
stock  because  it  was  highly  recommended  by  a  number  of  Wall  Street  analysts  who 
projected  rapid  earnings  growth.  Quarter  after  quarter,  the  management  kept  mak- 
ing statements  that  in  the  next  quarter  the  company  would  have  earnings.  The 
earnings  never  came.  From  the  time  Pace  went  public  to  approximately  IVi  years 
later  the  stock  continued  to  drop  in  value.  Eventually,  management  was  kicked  out. 
New  management  came  in,  turned  the  company  around,  and  the  company  was 
bought  outby  K-Mart. 

A  securities  class-action  lawsuit  was  filed  covering  part  of  the  time  that  the  stock 
dropped  in  value.  The  lawsuit  alleged  fraud  and  misrepresentation  by  Pace's  officers 
and  directors  as  the  basis  for  why  the  stock  had  dropped  in  value. 

There  was  a  settlement  offer  reached  in  the  case  for  $9,125,000.  The  settlement 
money  was  to  come  from  insurance  proceeds.  The  shareholders'  lawyers  were  re- 
questing 40  percent  of  the  settlement  fund  in  legal  fees.  In  addition  to  40  percent, 
the  shareholders'  lawyers  wanted  $600,000  for  out-of-pocket  expenses.  No  where  in 
the  notice  of  the  proposed  settlement  were  the  shareholders  told  what  percent  of 
their  losses  would  he  recovered  in  the  settlement,  only  that  the  total  settlement  was 
$9,125,000. 

If  the  lawsuit  was  right — that  there  was  fraud  committed  by  the  officers  and  di- 
rectors— then  as  investors,  I  felt  that  we  had  been  duped  by  the  company.  Then, 
along  came  the  lawyers  who  said  they  wanted  to  help  the  stockholders  recover  their 
losses,  and  they  wanted  $4,250,000  out  of  a  $9,125,000  settlement.  I  thought  it  was 
outrageous. 

There  was  a  date  set  for  a  hearing  on  the  settlement  offer  and  the  requested  legal 
fees.  As  a  stockholder,  I  had  the  right  to  attend.  I  sent  a  letter  to  the  Settlement 
Judge  and  copies  to  each  of  the  law  firms.  I  stated  my  objection  to  the  legal  fees 
and  my  intention  to  attend  the  hearing.  I  took  a  day  off  of  work,  without  pay,  and 
flew,  at  my  own  expense,  to  the  settlement  hearing  in  Denver.  Although  the  stock- 
holders' lawyers  had  received  notice  of  my  opposition  to  the  legal  fees  and  my  plan- 
ning to  attend  the  hearing,  they  failed  to  provide  me  with  copies  of  their  hourly  fees 
ana  expenses.  The  Judge  felt  I  should  have  an  opportunity  to  review  the  lawyers' 
billable  hours  and  out-of-pocket  fees;  however,  because  the  court  calendar  was 
booked  for  that  day,  the  matter  was  continued  for  a  month.  This  meant  another  day 
off  of  work,  and  a  second  trip  to  Denver. 

By  the  way,  I,  like  so  many  of  the  shareholders  in  these  class-action  suits,  had 
a  small  number  of  shares.  I  had  200  shares.  My  investment  in  Pace  was  $3,167.51. 
My  recognized  loss  for  purposes  of  the  claim  was  $1,751.51.  Not  much  money.  In 
fact,  I  was  the  type  of  person  for  whom  these  class-action  lawsuits  were  created — 
the  shareholder  who  had  too  little  at  stake  to  individually  sue  a  company  for  fraud. 

The  Court  at  the  first  hearing  had  also  expressed  some  concern  with  the  legal 
fees,  but  the  Court  recognized  that  it  did  not  have  the  ability  to  investigate  the  ac- 
curacy of  the  legal  fees.  So  the  Court  asked  me  if  I  would  determine  what  the  going 
hourly  rate  was  in  my  locale  for  this  type  of  work.  The  Court  also  authorized  me 
to  go  over  to  the  attorneys'  office  to  go  through  their  billings  to  verify  their  charges. 
In  other  words,  because  the  system  is  set  up  so  that  the  courts  do  not  have  the  abil- 
ity to  determine  if  the  fees  are  excessive,  it  places  the  burden  on  someone  like  my- 
self, who  ultimately  recovered  $250.31,  to  investigate  the  lawyers'  request  for 
$4,250,000  in  legal  fees.  I  am  not  a  bookkeeper  nor  an  accountant. 

The  courts  do  not  have  the  ability,  and  the  shareholders  are  too  small,  and  nor- 
mally do  not  have  the  capability,  to  monitor  the  lawyers  and  their  legal  fees.  There 
are  no  checks  and  balances  on  the  lawyers  and  their  fees.  It  is  a  perfect  opportunity 
for  abuse  by  the  shareholders'  lawyers. 

Between  the  first  and  second  hearing,  "my"  lawyers  buried  me  with  legal  papers, 
cases,  affidavits,  etc.  I  spent  60  hours  of  my  time  on  this  issue  of  legal  fees.  I  did 
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discover,  though,  some  interesting  things  about  their  request  for  fees  of  $4,250,000. 
(1)  The  stockholders  had  5  law  firms  with  35  attorneys  representing  them  on  this 
case.  (2)  The  shareholders  lawyers  spent  8,935  hours  on  this  case.  To  make  a  com- 
parison, if  someone  worked  a  40  hour  a  week  job,  50  weeks  a  year,  this  would  be 
over  4  years  of  full  employment.  (3)  There  was  over  $95,000  spent  on  xeroxing.  (4) 
The  highest  paid  attorney  for  the  shareholders  was  William  Lerach  at  $450  an  hour. 
(5)  The  total  nourly  fees  for  the  shareholders'  attorneys  were:  $2,090,438. 

As  the  judge  directed  me,  I  did  go  over  to  one  of  the  stockholders  lawyer's  office, 
the  local  office  of  Milberg,  Weiss,  Lerach  et  al.,  to  have  them  show  me  the  records 
that  justified  their  fees.  To  justify  8,935  hours,  they  brought  out  a  folder  that  was 
an  Vs  of  an  inch  thick.  This  supposedly  contained  all  their  billings.  Keith  Parks  of 
the  firm  said  that  the  reason  they  had  agreed  to  let  me  come  over  to  their  office 
was  to  see  if  they  could  talk  me  out  of  going  back  to  the  second  hearing. 

On  August  20,  1990,  the  Court  approved  the  settlement  and  reduced  the  legal  fees 
to  roughly  $3,300,000.  At  that  hearing,  an  attorney  for  Milberg,  Weiss,  et  al.,  in- 
formed the  Court  that  they  wanted  to  wrap  up  the  case  so  that  everyone,  especially 
the  shareholders,  could  be  paid  before  the  end  of  1990.  Stockholders'  lawyers  were 
paid  their  fees  before  the  end  of  1990.  The  stockholders  were  paid  their  settlement 
money  on  July  7,  1992,  approximately  2  years  after  the  settlement  hearing  and  long 
alter  the  stockholders'  attorneys  were  paid. 

Now  what  did  the  shareholders  eventually  get  for  paying  their  lawyers  a  little 
more  than  $3,300,000  in  legal  fees? 

At  the  time  of  the  distribution  of  funds  on  July  7,  1992,  there  was  approximately 
$5,800,000  left  in  the  settlement  fund  after  paying  the  attorneys'  fees.  The  approved 
claims  by  the  stockholders  amounted  to  approximately  $35,000,000.  Basically,  the 
stockholders  recovered  17  percent  of  their  losses.  Of  my  $1,751.51  loss,  I  recovered 
$250.51.  According  to  the  accountants  at  Heffler  &  Co.,  the  company  who  processed 
this  claim  and  whose  business  it  is  to  process  securities  class-action  claims,  this  was 
a  large  recovery.  The  accountants  said  that  in  the  vast  majority  of  settlement  recov- 
eries, the  stockholders  get  less  than  10  percent  of  their  losses. 

Was  there  fraud  in  Pace?  I  do  not  know.  All  I  have  to  go  on  is  the  Settlement 
Notice  that  was  sent  to  the  stockholders.  The  shareholders  lawyers  say  there  was. 
The  defendants  say  there  was  not. 

If  there  was  fraud,  these  defrauding  officers  and  directors  should  have  been  held 
accountable.  Instead,  no  one  paid  any  money  except  the  insurance  companies.  These 
costs  ultimately  get  passed  along  in  the  form  of  higher  insurance  premiums  to  ei- 
ther the  shareholders  or  to  the  company's  customers.  But  in  any  event,  the  defraud- 
ing parties  did  not  pay. 

If  there  was  not  a  fraud,  I  am  not  interested  in  being  part  of  legalized  extortion 
of  innocent  companies  who  pay  just  to  get  rid  of  the  lawsuit.  If  there  was  not  fraud, 
I  resent  being  used  by  the  attorneys  as  their  shill  so  that  they  can  coerce  millions 
in  legal  fees  from  companies  who  have  not  violated  the  law. 

II.  Tucson  Electric  Power 

In  January,  1992,  I  received  notice  of  a  settlement  in  a  securities  class-action  case 
involving  Tucson  Electric  Power.  During  the  class  period,  I  had  bought  and  sold  300 
shares  oi  Tucson  Electric  Power,  and  had  a  loss  of  $5,595.56.  Once  again,  I  was  the 
typical  claimant  that  the  law  was  designed  to  help.  The  Tucson  Electric  settlement 
was  for  $30,000,000,  and  the  stockholders'  lawyers  were  asking  for  30  percent.  As 
to  be  expected,  I  flew,  at  my  own  expense,  to  the  settlement  hearing  in  Phoenix  to 
object  to  the  legal  fees  and  the  settlement. 

On  February  20,  1992,  the  Judge  approved  the  settlement  and  awarded  legal  fees 
of  approximately  $7,845,000.  The  actual  hourly  costs  of  the  shareholders'  attorneys 
were  a  bit  under  $3,000,000.00.  There  were  177  lawyers  and  77  paralegals/law 
clerks  from  35  law  firms  representing  the  stockholders.  There  were  10,741  hours 
spent  on  this  case  by  the  shareholders'  attorneys.  (This  was  only  the  shareholders 
side  of  the  case.)  The  highest  hourly  rate  was  $500.  It  was  charged  by  Melvyn 
Weiss,  of  Milberg,  Weiss,  et  al.  14  other  lawyers  charged  between  $400-$500  an 
hour,  and  51  lawyers  charged  between  $300-$400  an  hour.  However,  the  Court  did 
not  award  the  lawyers  just  their  hourly  fees  of  roughly  $3,000,000,  but  awarded — 
them  $7,845,000,  or  a  bonus  of  approximately  $4,845,000  above  their  hourly  fees. 
(I  am  presently  appealing  the  settlement  and  the  award  of  legal  fees  with  the  U.S. 
Court  of  Appeals,  again,  at  my  own  expense.) 

All  the  monies  for  the  Tucson  Electric  settlement  will  come  from  insurance  compa- 
nies. The  defrauding  officers  &  directors  are  long  gone  from  the  company.  They  will 
not  be  putting  any  money  into  the  settlement  fund.  Prior  to  the  settlement  hearing, 
a  number  of  shareholders  had  filed  written  statements  to  the  Judge  asking  why  the 
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corporate  officers  and  directors  were  not  held  responsible.  To  this,  the  Judge  said 
this  was  not  a  criminal  prosecution,  and  that  was  the  end  of  their  accountability. 

For  all  this  time  and  money,  the  shareholders'  lawyers  must  be  pretty  good.  So 
what  can  the  shareholders  expect  to  get  from  this  settlement?  According  to  the  no- 
tice sent  to  the  shareholders  by  their  attorneys,  the  attorneys  said  the  $30,000,000 
settlement  would  "confer  substantial  benefits  to  the  Settlement  Class  and  each  of 
its  members."  After  subtracting  the  legal  fees,  the  settlement  fund  is  approximately 
$22,000,000.  At  first  blush,  this  might  seem  luce  a  lot  of  money  for  the  stockholders: 
however,  the  shareholders  suffered  losses  of  between  $200,000,000  and 
$400,000,000.  The  shareholders'  attorney,  Gary  Cantor,  told  me  that  the  sharehold- 
ers should  expect  to  recover  $.04-$.05  for  every  dollar  of  loss.  Of  my  $5,595.56  loss, 
I  should  recover  $279.78.  Another  great  victory  for  the  shareholders.  Mr.  Cantor  had 
told  me  it  would  not  be  the  biggest  check  I  had  ever  gotten.  I  guess  he  was  right. 

You  tell  me,  for  whose  benefit  are  these  lawsuits  brought  and  then  settled?  Pace 
shareholders  recovered  $.17  of  every  dollar  of  loss,  the  stockholders'  lawyers  get 
roughly  $3,300,000.  Tucson  Electric  Power— shareholders  get  $.04-$.05  for  every 
dollar  of  loss,  the  shareholders'  lawyers  get  approximately  $7,850,000.  The  share- 
holders might  get  more  if  the  lawsuits  went  to  trial,  but  it  only  stands  to  reason 
that  96  percent  of  the  cases  settle.  It  is  in  the  best  interests  of  the  lawyers  to  settle. 
If  a  case  goes  to  trial  and  the  shareholders  lose,  not  only  do  the  stockholders  not 
get  anything,  but  the  shareholders'  lawyers  do  not  get  anything.  Of  course,  if  the 
case  settles,  the  shareholders  still  get  virtually  nothing,  but  at  least  their  lawyers 
make  millions.  Now  if  the  case  went  to  trial,  the  stockholders  might  just  win  their 
case  and  get  their  money  back,  but  why  should  the  lawyers  take  that  chance  when 
they  can  get  so  much  in  legal  fees  without  going  to  trial. 

If  Congress  thinks  this  law  is  helping  the  stockholders— it  isn't.  The  stockholders 
recover  little. 

If  Congress  thinks  this  law  is  punishing  and  detering  defrauding  officers  and  di- 
rectors— it  isn't.  Insurance  is  paying  the  settlement  amounts,  which  will  then  get 
passed  along  to  consumers  and  stockholders.  The  defrauders  don't  pay  anything. 
Plus  innocent  companies  are  swept  up  in  these  suits.  They  settle  at  6  percent  of 
the  stock  losses  just  to  get  rid  of  them,  even  if  they  are  not  liable. 

The  only  ones  who  benefit  are  the  attorneys,  and  the  way  the  system  is  3et  up 
it  only  encourages  them.  Why  do  you  think  the  number  of  shareholders  suits  has 
been  rising?  Because  officers  and  directors  are  more  fraudulent  today  than  last 
year?  If  that  were  the  case,  then  certainly  these  cases  are  not  a  deterrent. 

The  reason  these  cases  are  on  the  rise  is  because  it  is  big  money  for  the  attorneys, 
and  there  is  no  opposition.  Some  small  stockholders  think  they  will  get  their  losses 
back,  so  they  don't  oppose  the  settlement.  For  the  small  stockholders  who  do  know 
how  little  they  will  get  back,  it  is  not  worth  their  time  and  money  to  oppose  the 
settlement.  For  the  big  stockholders,  like  mutual  funds  and  pension  plans,  the 
money  managers  do  not  want  to  oppose  the  settlement  and  advertise  that  the  man- 
agers made  losing  investments.  The  judge  is  too  far  removed  to  know  what  is  best 
for  the  stockholders.  The  judge  gets  all  of  his  information  on  what  is  good  for  the 
stockholders  from  the  stockholders'  attorney.  That's  like  the  farmer  asking  the  fox 
who's  guarding  the  chicken  coop,  how  the  chickens  are  doing.  The  defendants  want 
to  settle  the  case  as  it  amounts  to  only  6  percent  of  the  potential  liability,  and  the 
amount  is  normally  paid  by  insurance.  The  insurance  companies  are  also  looking 
at  only  6  percent  of  the  potential  liability,  and  they  pass  these  costs  along  in  rising 
insurance  premiums.  Its  a  pretty  neat  scheme  for  the  stockholders'  attorneys. 

Possible  Solutions 

Something  needs  to  be  done  to  the  structure  regarding  the  payment  of  legal  fees. 
As  the  system  currently  exists,  it  encourages  the  filing  of  suits  whether  or  not  there 
was  fraud.  Further,  it  encourages  settlements  which  give  virtually  nothing  to  the 
shareholders  and  do  not  penalize  the  defrauders. 

I  propose  that  the  shareholders'  lawyers  receive  as  fees  the  same  percentage  of 
the  settlement  fund  that  the  stockholders  recover  of  their  losses.  If  the  shareholders 
recover  50  percent  of  their  losses,  the  lawyers  get  50  percent  of  the  settlement  fund. 
But  if  the  stockholders  only  get  reimbursed  5  percent  of  their  losses,  then  the  law- 
yers only  get  5  percent  of  the  settlement  fund. 

The  lawyers  expect  to  make  25  percent  of  a  settlement  in  legal  fees,  even  if  their 
clients  only  get  5  percent.  But  let  s  suppose  the  rule  is  that  the  shareholders'  law- 
yers get  the  same  percent  of  fees  of  the  settlement  as  the  stockholders  recover  of 
their  losses.  If  the  lawyers  want  to  continue  with  their  25  percent  fees  of  the  settle- 
ment, then  the  stockholders  would  have  to  recover  25  percent.  So  the  stockholders' 
lawyers  now  go  to  the  defendants  and  say  they  will  settle,  but  it  must  be  for  50 
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percent  of  the  shareholders'  losses.  (25  percent  goes  to  the  lawyers,  25  percent  goes 
to  the  stockholders.)  Well,  now  the  defendants  are  not  as  willing  to  settle.  IT  the 
defendants  could  buy  off  the  lawsuit,  whether  or  not  there  was  merit,  for  6  percent 
of  the  potential  liability;  it  was  worth  it  to  settle.  But  if  the  settlement  is  for  50 
percent  of  the  losses,  then  they  might  not  want  to  settle  and  instead  will  take  there 
chances  at  a  trial.  At  this  point,  the  shareholders'  attorneys  better  have  filed  a  case 
that  is  strong  enough  to  prove  fraud  at  a  trial,  because  they  probably  will  have  to 
go  to  trial.  With  the  potential  of  an  actual  trial,  they  would,  or  should,  have  made 
a  determination  when  they  filed  their  lawsuit  that  they  had  a  strong  case  of  fraud 
that  they  could  prove  at  a  trial.  This  formula  for  the  payment  of  legal  fees  should 
result  in  the  truly  fraudulent  cases  being  filed,  and  cut  down  on  the  meritless  or 
worthless  cases  being  filed.  This  should  help  unclog  the  courts. 

In  Tucson  Electric  Power,  the  lawyers  claim  that  because  of  the  financial  condi- 
tion of  Tucson  Electric  Power,  they  could  only  recover  5  percent  for  the  sharehold- 
ers. I  wonder  at  what  point  in  the  10,741  hours  that  the  177  lawyers  and  77  para- 
legals put  into  this  case,  that  they  discovered  this?  How  many  hours  at  $500  an 
hour  were  spent  after  this  was  discovered?  For  every  additional  $10,000,000  the 
lawyers  recovered  in  this  settlement,  the  lawyers  got  $2,500,000  more  in  fees,  while 
I  recovered  another  $93.45.  Do  we  really  want  to  encourage  these  suits  if  that's  all 
there  is  for  the  stockholders?  In  Tucson  Electric  Power,  if  the  lawyers  had  only  got 
5  percent  of  the  settlement  as  fees,  like  the  stockholders  expect  to  recover  of  their 
losses,  maybe  the  lawyers  would  not  have  brought  the  suit.  Well,  maybe  they 
shouldn't  have  brought  the  suit.  Maybe  this  is  a  matter  for  the  SEC  to  handle. 
Could  not  the  SEC  achieve  results  at  least  as  bad  as  this  for  less  than  $7,500,000? 
I  think  some  of  the  stockholders  would  rather  have  seen  the  actual  individual  de- 
fendants held  accountable.  One  of  the  defendants  was  making  a  million  dollars  a 
year  in  salary  at  the  time  of  the  fraud. 

I  also  propose  that  the  notice  that  is  sent  to  the  stockholders  regarding  a  settle- 
ment offer  should  specify  what  percent  of  their  losses  the  stockholders  can  expect 
to  recover.  The  notices  as  they  are  currently  written  only  give  the  total  amount  in 
the  Settlement  Fund.  That  figure  is  irrelevant  to  the  stockholders  and  is  actually 
misleading.  The  only  thing  a  shareholder  cares  about  is  how  much  of  his  or  her 
losses  are  recovered,  not  how  much  is  in  the  total  settlement  fund.  In  Tucson  Elec- 
tric Power,  the  notice  that  was  sent  to  the  stockholders  deceived  them  into  thinking 
that  they  would  recover  a  large  portion  of  their  losses.  The  notice  stated  there  was 
$30,000,000  in  a  settlement  fund,  and  that  this  settlement  would  "confer  substantial 
benefits  to  the  Settlement  Class  and  each  of  its  members."  Since  when  is  recovering 
5  percent  of  one's  losses  a  substantial  benefit.  If  recovering  5  percent  of  losses  is 
substantial,  then  paying  the  lawyers  5  percent  of  the  settlement  as  fees  should  also 
be  substantial. 

Some  of  the  items  I  think  should  be  contained  in  a  settlement  notice  are: 

1.  A  statement  of  the  amount  of  the  total  losses  or  damages  suffered  by  the  stock- 
holders (The  shareholders  lawyers  must  know  what  the  losses  are  in  order  to  rec- 
ommend to  the  court  that  the  settlement  offer  is  reasonable,  fair  and  adequate.), 

2.  An  example  of  how  the  total  losses  compare  with  the  amount  in  the  settlement, 

3.  An  example  of  what  percent  of  losses  the  stockholder  can  expect  to  recover  of 
his  or  her  losses, 

4.  A  statement  of  what  the  average  percentage  of  losses  are  recovered  in  securities 
class-action  cases, 

5.  A  statement  emphasizing  the  fact  that  the  shareholders  do  not  have  to  settle, 
and  that  they  can  proceed  to  trial  and  could  recover  more, 

6.  A  statement  of  the  conflict  of  interest  by  the  shareholders'  attorneys  that  it 
vastly  benefits  the  attorneys  more  than  the  stockholders  to  settle  versus  proceeding 
to  trial,  and  an  explanation  of  this  conflict  of  interest, 

7.  A  breakdown  of  the  attorneys'  fees,  i.e.  the  total  billable  hours  they  spent  on 
the  case;  the  number  of  law  firms,  attorneys,  and  law  clerks/  paralegals  represent- 
ing the  stockholders;  the  hourly  billing  rates  and  the  number  of  lawyers  charging 
the  various  hourly  billing  rates. 

The  stockholders  have  the  right  to  opt-out  of  the  settlement,  or  to  approve  or  dis- 
approve the  settlement  and  legal  fees.  Once  the  settlement  is  accepted,  the  stock- 
holders are  barred  forever  from  suing  on  this  cause  of  action.  I  believe  due  process 
of  the  law  requires  that  the  stockholders  be  informed  of  these  material  facts  in  order 
to  make  a  decision. 

I  also  propose  that  the  lawyers  get  paid  their  fees  the  same  time  the  stockholders 
get  their  distributions.  Currently,  the  lawyers  get  paid  shortly  after  the  approval 
of  the  settlement  hearing.  For  the  stockholders,  though,  it  often  takes  years  after 
the  settlement  hearing  for  the  stockholders  to  be  paid.  If  the  lawyers  did  not  get 


138 

paid  until  the  stockholders  did,  you  would  probably  see  the  shareholders  get  paid 
much  sooner. 

Finally,  the  officers  and  directors  should  be  truly  held  accountable  if  they  commit- 
ted fraud  (and  certainly  not  if  they  did  not).  Although  the  officers  and  directors 
would  never  be  able  to  reimburse  the  stockholders  for  the  massive  losses  that  nor- 
mally occur  in  these  cases,  the  stockholders  would  feel  that,  at  least  if  they  do  not 
get  their  money  back,  the  guilty  people  were  held  accountable.  As  the  system  is 
presently  set  up,  the  victims,  the  stockholders  who  lost  their  money  through  fraud 
are  not  compensated,  and  the  offenders  who  caused  the  losses  are  not  held  account- 
able. The  suits  are  really  brought  so  that  the  shareholders  lawyers  can  suck  money 
out  of  insurance  companies. 

My  thanks  to  Senator  Dodd  and  the  other  Members  of  this  Subcommittee  who 
gave  me  an  opportunity  to  speak. 


PREPARED  STATEMENT  OF  VINCENT  E.  O'BRIEN 

My  name  is  Vincent  E.  O'Brien.  I  hold  a  Bachelor  of  Science  degree  in  Electrical 
Engineering  with  High  Honors  from  the  University  of  Illinois,  and  Master  and  Doc- 
torate degrees  in  Business  Administration  from  Harvard  University.  For  the  last  fif- 
teen years,  I  have  specialized  in  providing  economic  and  financial  analysis  for  attor- 
neys involved  in  complex  litigation.  I  have  worked  for  both  plaintiffs  and  defendants 
and  have  testified  in  Securities  Class  Action  cases. 

This  experience  has  led  me  to  believe  that  private  enforcement  of  public  policy 
under  10(dX5)  indeed  serves  a  useful  propose.  That,  however,  is  not  the  question 
before  this  committee  nor  should  it  be.  Instead,  the  appropriate  question  is  whether 
the  current  law  is  working  effectively  to  achieve  it  goals  and  whether  it  is  doing 
so  efficiently.  To  answer  these  questions,  I  have  reviewed  the  various  studies  of 
10(bX5)  litigation  and  conducted  one  of  my  own.  These  studies,  I  believe,  reveal  that 
the  current  situation  provides  little  in  the  way  of  deterrence,  fails  to  protect  harmed 
shareholders,  and  imposes  significant  costs  on  relatively  innocent  defendants.  In 
short,  the  studies  are  unanimous  in  saying  that  we  have  a  serious  problem  that 
needs  to  be  fixed. 

The  most  comprehensive  study  of  10(bX5)  actions  is  my  study  which  was  first 
completed  in  1991  and  recently  updated.1  The  views  expressed  here  are  strictly 
mine  and  are  not  necessarily  those  held  by  others  at  my  current  firm,  the  Law  & 
Economics  Consulting  Group,  Inc.  located  in  Emeryville,  Ca. 

This  study  focused  on  securities  class-action  cases  in  Federal  courts  involving  pub- 
licly traded  corporate  stock.  Actions  involving  non-profit  institutions,  municipalities 
or  partnerships  were  omitted  as  were  actions  involving  just  bonds  or  those  only  be- 
fore state  courts.  I  also  limited  my  selection  of  cases  to  those  involving  the  material 
misrepresentation  or  omission  of  information. 

My  source  for  identifying  these  cases  was  a  newsletter  called  THE  SECURITIES 
Class  ACTION  Alert  published  by  the  Investors  Research  Bureau  of  Cresskill,  N.J. 
It  reports  on  the  filing  and  progress  of  these  cases  and  was  first  published  in  April 
of  1988.  From  that  source,  I  was  able  to  identify  533  securities  class  actions  re- 
ported during  the  five-year  period  beginning  in  April  of  1988  and  ending  in  March 
of  1993.  Additional  data  were  then  collected  from  a  variety  of  public  sources. 

The  study  revealed  at  least  six  general  conclusions  of  interest  to  this  committee. 
First,  it  is  very  common  for  corporations  to  be  sued  under  this  law.  In  just  the  five 
years  covered  by  my  study,  one  out  of  every  eight  companies  traded  on  the  New 
York  Stock  Exchange  was  sued.  On  the  American  Stock  Exchange,  one  in  eighteen 
was  sued.  On  the  NASDAQ,  which  lists  over  4,000  stocks,  one  in  twenty  was  sued. 
Altogether,  342  companies  paid  $2.5  billion  in  settlements  over  this  period. 

Second,  a  disproportionate  share  of  the  cases  were  against  young,  medium-sized 
high  technology  firms.  One  third  of  the  cases  involved  companies  less  than  ten  years 
old.  Likewise,  almost  a  third  of  the  suits  involved  companies  with  sales  under  $100 
million  and  61  percent  involved  companies  with  sales  under  $500  million.  The  high 
technology  industries — consisting  of  electronics,  computers,  instruments  and  medical 
devices — accounted  for  one  out  of  every  four  suits. 

Third,  even  though  certain  types  of  companies  are  prone  to  this  litigation,  almost 
any  corporation  is  a  possible  target.  Every  industry,  from  entertainment  to  manu- 
facturing, had  companies  that  were  sued.  Likewise,  being  a  mature  company  didn't 
protect  one  from  these  suits  as  fully  two-thirds  of  the  sued  companies  were  more 


X©KA  Study  of  Class  Action  Securities  Fraud  Cases  1988-1993,"  by  Vincent  E.  O'Brien  and 
Richard  W.  Hodges. 
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than  ten  years  old.  Companies  with  over  $10  billion  in  revenues  were  sued  as  fre- 
quently as  their  $10  million  brethren. 

The  one  thing  all  of  these  companies  had,  though,  was  a  drop  in  the  price  of  their 
stock.  While  the  average  drop  was  51  percent,  companies  with  drops  of  less  than 
10  percent  were  sued.  Most  disturbingly,  companies  who  had  a  history  of  wide  price 
swings,  i.e.,  companies  known  to  be  risky  investments,  were  much  more  likely  to 
be  sued.  Because  there  is  no  reason  to  believe  that  fraud  is  significantly  more  preva- 
lent at  such  companies,  this  would  suggest  that  these  suits  are  being  used  as  insur- 
ance for  normal  investment  risk  rather  than  to  recover  for  injury  due  to  fraud. 

The  fourth  major  conclusion  revealed  by  the  study  is  that  virtually  all  of  these 
litigations  are  resolved  through  settlement.  Out  of  365  cases  resolved  to  date,  only 
five  reached  a  jury  verdict  and  21  were  dismissed  or  withdrawn.  All  in  all,  93  per- 
cent of  the  securities  class-action  cases  in  my  sample  were  settled  out  of  court.  This 
is  an  extremely  high  settlement  rate  as  the  norm  for  most  other  civil  cases  is  60 
percent  to  70  percent.  Over  30  percent  of  the  cases  are  dismissed  or  dropped.  In  this 
way,  cases  that  are  weak  or  without  merit  are  weeded  out.  This  is  not  happening 
in  securities  class  actions.  Instead,  we  have  a  situation  where  it  is  common  lor  vir- 
tually every  firm  that  is  sued  to  be  compelled  to  pay  a  settlement. 

The  fifth  conclusion  revealed  by  the  study  is  that  individual  investors  get  little 
direct  benefit  from  the  class-action  suits  brought  on  their  behalf.  Most  of  the  share- 
holder losses  are  suffered  by  large  institutional  investors,  and  it  is  they  who  receive 
the  bulk  of  the  settlement  fund.  In  the  most  extreme  case  I  examined,  five  claimants 
out  of  302  received  36  percent  of  the  settlements.  In  another,  52  percent  of  the  set- 
tlements went  to  1  percent  of  the  claimants;  not  one  was  an  individual.  While  insti- 
tutional investors  are  entitled  to  equal  protection  under  the  law,  it  is  important  to 
note  that  the  allegations  of  misrepresentation  in  these  cases  often  involved  informa- 
tion readily  accessible  by  other  means  to  these  large,  sophisticated  investors. 

The  sixth  conclusion,  and  perhaps  the  most  disturbing  one,  is  that  the  settlement 
amounts  in  these  cases  are  relatively  low  when  compared  to  the  losses.  On  average, 
the  cash  amount  of  the  settlement  was  6  percent  of  the  total  trading  losses  for  pur- 
chasers of  common  stock  during  the  relevant  period.  This  is  before  their  attorneys' 
fees,  which  can  be  a  third  of  the  recovery,  are  deducted. 

Not  only  are  the  plaintiffs  not  receiving  much  compensation,  it  is  doubtful  that 
these  settlements  are  providing  an  efficient  deterrence  to  fraud.  Fully  40  percent  of 
the  settlements  were  for  less  than  $2.5  million.  This  is  less  than  the  defendants' 
cost  of  taking  one  of  these  cases  to  trial.  Settlement  for  less  than  the  defendant's 
litigation  costs  is  a  indication  that  the  case  was  weak  or  without  merit  as  the  plain- 
tiff is  choosing  to  avoid  a  test  of  its  merits  in  court.  The  bringing  of  weak  or 
meritless  cases  almost  by  definition  would  have  minimal  deterrence  effect. 

Another  43  percent  of  the  settlements  were  between  $2.5  and  $10  million  and  an- 
other 13  percent  were  between  $10  and  $20  million.  According  to  insurance  industry 
data,  the  average  corporate  policy  that  covers  this  type  of  claim  is  between  $10  and 
$20  million.  I  have  also  been  told  by  practitioners  in  the  field  that  these  amounts 
are  typical  of  payouts  under  Director  and  Officer  liability  policies.  Settlements  lim- 
ited to  insurance  coverage  would  offer  little  deterrence  as  the  parties  at  fault  rarely 
bear  the  burden  of  increased  premiums.  Thus,  it  would  appear  that  in  fully  94  per- 
cent of  these  cases,  there  is  no  chance  that  any  deterrence  has  been  achieved. 

There  are  three  other  studies  that  address  securities  fraud  litigation  and  they  are 
all  consistent  vrith  the  results  of  my  study.  The  first  one  was  done  by  Janet  Cooper 
Alexander  at  the  Stanford  University  School  of  Law.2  Professor  Cooper  Alexander 
examined  litigation  arising  out  of  seventeen  initial  public  offerings  (IPOs)  of  stock 
by  similar  computer  firms  in  the  first  half  of  1983.  Professor  Cooper  Alexander 
found  that  9  of  the  17  companies  that  made  IPOs  in  this  period  were  sued  (includ- 
ing the  6  largest  offerings  with  the  largest  declines  in  value).  Every  company  that 
suffered  a  market  loss  of  at  least  $20  million  was  sued.  Since  all  other  factors  were 
essentially  the  same  for  these  offerings,  and  since  some  proportion  of  IPOs  can  be 
expected  to  do  poorly,  Professor  Cooper  Alexander  concluded  that  the  suits  likely 
varied  on  the  strength  of  their  claims  of  fraud.  She  then  found  that  8  of  the  9  suits 
settled  before  trial  and  the  ninth  was  expected  to  settle  rather  than  proceed  to  trial. 
Importantly,  not  one  of  these  cases  was  resolved  on  the  merits  by  summary  judg- 
ment or  dismissal.  Virtually  all  of  the  settlements  fell  within  the  same  range  when 
expressed  as  a  percentage  of  the  stakes  (market  losses  suffered).  When  she  found 
that  the  settlements  were  similar  in  nearly  every  case — 24.5  percent  to  27.5  percent 


2 Do  the  Merits  Matter?  A  Study  of  Securities  Class  Actions,"  Janet  Cooper  Alexander;  Stan- 
ford Law  Review;  Vol.  43,  No.3,  February  1991. 
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of  the  computed  losses  to  shareholders — she  concluded  that  the  cases  had  settled 
without  regard  to  their  merits. 

When  Professor  Cooper  Alexander's  conclusion  was  released  it  met  with  a  hail- 
storm of  criticism.  This  came  almost  entirely  from  practitioners  in  the  field,  includ- 
ing both  plaintiff  and  defendant  counsel.  Much  of  this  criticism  doesn't  merit  repeat- 
ing but  one  point  does.  By  constructing  a  homogeneous  sample,  the  study  runs  into 
sample  size  problems.  The  critics  argue  that  there  are  just  too  few  cases  from  which 
to  draw  the  conclusion  that  the  merits  don't  matter.  This  misses  the  point:  the  study 
failed  to  prove  that  the  merits  do  matter.3  Since  the  merits  obviously  should  matter, 
this  failure  to  uncover  any  indication  that  the  system  takes  account  of  the  strength 
of  a  claim  should  alarm  everyone  concerned  with  securities  law. 

Another  study  was  done  by  an  economist,  Frederick  C.  Dunbar.4  It  extended  my 
initial  study  to  the  two  year  period  ending  in  June  of  1992  with  many  of  the  same 
results.  Dunbar  did,  however,  find  that  Both  the  number  and  size  of  settlements 
were  increasing.  He  also  found  that  settlements  amounted  to  approximately  3  per- 
cent of  shareholder  losses. 

A  third  unreleased  study  has  been  prepared  by  Zoe-Vonna  Palmrose,  an  Associate 
Professor  at  the  University  of  Southern  California.5  In  it  she  examines  460  securi- 
ties actions  filed  against  auditors  from  1960  to  1992.  Her  study  shows  that  in  65 
percent  of  these  matters,  the  auditors  paid  less  than  $1  million.  Given  an  average 
defense  cost  of  $3.5  million,  she  concludes  that  the  plaintiffs'  cases  were  weak. 

I  believe  that  the  conclusions  that  one  should  draw  from  these  studies  are  clear. 
First,  there  is  way  too  much  of  this  type  of  litigation.  With  one  out  of  every  eight 
NYSE  firms  having  been  sued  in  the  last  five  years  alone  and  virtually  all  of  them 
paying  a  settlement  fee,  one  has  to  be  concerned.  It  seems  most  unlikely  that  Amer- 
ican companies  are  engaging  in  fraud  on  such  a  massive  scale  (and  that  plaintiffs 
are  able  to  pick  their  targets  with  such  pinpoint  accuracy).  Rather,  something  is 
forcing  innocent  defendants  to  settle  rather  than  fight  meritless  changes.  Second, 
with  such  indiscriminate  filing  and  settlement,  the  current  law  is  providing  little 
deterrence.  A  remedy  that  can  be  invoked  with  essentially  the  same  level  of  success 
in  virtually  every  case,  regardless  of  the  true  merit  of  the  claim,  does  not  single  out 
malefactors  and  force  them  to  bear  an  especially  heavy  burden — either  in  economic 
terms  or  in  terms  of  the  public  opprobrium  that  would  accompany  an  adverse  judg- 
ment or  large  settlement  under  a  more  discriminating  system.  It  therefore  provides 
much  less  of  a  deterrent  to  wrongful  conduct.  Third,  with  shareholders  recovering 
only  a  few  cents  on  the  dollar,  the  law  is  not  providing  any  significant  compensa- 
tion. 

I  believe  that  these  problems  are  peculiar  to  10(bX5)  type  of  actions.  In  civil  cases, 
thirty  to  forty  percent  of  all  actions  are  terminated  without  trial  or  settlement. 
Weak  cases  are  fought  by  defendants  and  weeded-out  through  the  normal  judicial 
process  by  dismissal  (voluntary  or  involuntary)  and  summary  judgment.  As  the  93 
percent  settlement  rate  shows,  that  does  not  happen  in  securities  class  actions. 
What  is  needed  are  remedies  that  would  change  the  system  to  encourage  plaintiffs, 
to  press  only  meritorious  claims  and  encourage  defendants  to  resist  non-meritorious 
ones. 

One  remedy,  proportional  liability,  has  been  proposed.  I  believe  that  proportional 
liability  would  help  by  discouraging  suits  against  peripherally  involved  parties  and 
by  encouraging  those  parties  not  to  settle.  Currently,  the  threat  of  joint  and  several 
liability  is  a  strong  inducement  for  innocent  defendants  to  settle,  since  even  those 
with  minimal  involvement  in  a  transaction  can  be  forced  to  pay  the  full  amount  of 
damages  (this  is  a  particular  problem  in  cases  where  more  substantially  involved 
defendants  are  no  longer  solvent).  Ensuring  that  liability  is  apportioned  according 
to  relative  culpability  among  defendants  would  allow  those  defendants  to  resist  the 
pressure  to  settle;  a  credible  prospect  of  trial  on  the  merits  should  restore  some  vi- 
tality to  merits-based  litigation  and  settlement  strategies.  However,  I  do  not  believe 
that  this  proposal  by  itself  would  be  enough  to  correct  the  current  situation. 

I  believe  that  the  committee  should  carefully  examine  the  premise  and  purpose 
of  the  existing  law  to  insure  that  only  behavior  likely  to  injure  shareholders  or 
interfere    with    markets    is    proscribed.    Under    the    current    law,    almost    any 


3  Professor  Cooper  was  trying  to  test  the  null  hypothesis  that  the  merits  do  not  matter.  Since 
she  couldn't  reject  this  hypothesis,  considerable  doubt  is  placed  on  the  alternative  hypothesis 
that  they  do.  This  is  an  important  finding. 

4  "Recent  Trends  In  Securities  Class  Action  Suits,"  Frederick  C.  Dunbar;  National  Economic 
Research  Associates,  Inc.;  August,  1992. 

6 The  Joint  and  Several  Versus  Proportionate  Debate:  An  Empirical  Investigation  of  Total 
Resolutions  on  Audit-Related  Litigation,"  Zoe-Vonna  Palmrose,  working  paper,  University  of 
Southern  California;  January,  1983. 
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misstatement  or  omission  by  a  firm's  management  can  lead  to  a  suit  being  filed  and 
a  settlement  being  paid.  However,  management  is  only  one  source  of  information 
to  investors.  Large,  sophisticated  investors  expend  a  great  amount  of  time  develop- 
ing their  own  facts  and  assessments  about  a  firm.  It  is  through  this  process  that 
the  markets  are  compelled  to  accurately  reflect  all  available  information. 

Since  other  shareholders  are  actively  gathering  their  own  information  and  making 
their  own  assessments,  the  law  does  not  need  to  protect  shareholders  from  every 
statement  made  by  management.  It  need  only  concern  itself  with  information  that 
is  not  reasonably  available  outside  the  firm.  Thus,  statements  about  customers,  sup- 
pliers, existing  products,  etc.  need  not  concern  us.  The  financial  markets  can  and 
will  gather  accurate  information  from  their  own  sources  on  these  issues. 

Likewise,  statements  about  the  future  should  normally  not  concern  us.  These  are 
known  to  be  inherently  speculative  and  investors  are  usually  in  as  good  a  position 
to  make  a  forecast  as  management.  By  limiting  actions  to  misstatements  and  omis- 
sions that  are  likely  to  cause  injury,  this  committee  could  greatly  reduce  the  number 
of  firms  being  sued  and  focus  the  law  on  cases  of  real  fraud. 


TESTIMONY  OF  WILLIAM  S.  LERACK 
Milberg  Weiss  Bershad  Hynes  &  Lerach 

Chairman  Dodd  and  Members  of  the  Subcommittee.  My  name  is  Bill  Lerach,  and 
I  am  a  partner  in  the  law  firm  of  Milberg  Weiss  Bershad  Hynes  &  Lerach,  resident 
in  our  San  Diego  office.  I  am  also  the  Immediate  Past  President  of  the  National  As- 
sociation of  Securities  and  Commercial  Law  Attorneys  ("NASCAT"),  a  trade  associa- 
tion and  public  policy  voice  of  approximately  90  law  firms  and  several  hundred  law- 
yers committed  to  a  strong  system  of  Federal  and  state  legal  protections  for  inves- 
tors and  consumers. 

For  the  past  22  years,  I  have  practiced  commercial  litigation.  For  the  past  17 
years,  I  have  been  involved  almost  exclusively  in  plaintiffs  class  action  and  stock- 
holder derivative  litigation.  I  or  my  partners  have  served  or  am  serving  as  co-lead 
counsel  in  a  number  of  nationally  prominent  cases,  including  those  on  behalf  of  the 
victims  of  the  scandals  involving  many  publicly-owned  savings  and  loans,  Executive 
Life  Insurance,  Drexel  Burnham  Lambert,  and  the  Bank  of  Credit  and  Commerce 
International.  Over  this  period  of  time,  I  have  also  written  and  taught  extensively 
in  the  areas  of  securities  law  and  class-action  litigation. 

I  appreciate  your  extending  me  the  opportunity  to  testify  this  morning.  The  issues 

Sou  are  considering  are  vitally  important  because  they  affect  the  interests  of  the 
undreds  of  thousands  of  victims  of  financial  fraud  in  every  state  who  will  be  left 
without  any  means  of  recovering  their  losses  if  Congress  guts  private  enforcement 
of  our  securities  laws. 

At  the  outset,  let  me  be  direct:  The  proposals  this  Subcommittee  will  be  asked 
to  consider  to  change  the  rules  for  securities  fraud  litigation — as  embodied  in 
H.R.417  this  year  and  S.3181  in  the  last  Congress — are  unfair,  unwise,  and  totally 
unnecessary. 

These  proposals  are  unfair  because  they  would  effectively  end  all  securities  class 
actions  brought  by  victims  of  fraud.  Tens  of  thousands  of  people,  many  of  them  re- 
tirees living  on  fixed  incomes,  are  swindled  each  year  by  the  likes  of  Ivan  Boesky 
and  other  financial  crooks.  The  proposals  you  are  considering  today  would  slam  the 
courthouse  door  in  the  faces  of  these  victims,  while  letting  financial  predators  and 
their  professional  accomplices  off  the  hook.  Ivan  Boesky,  David  Paul,  Fred  Carr  and 
many  savings  and  loan  executives  and  their  accountants,  lawyers,  and  investment 
bankers  would  love  these  proposals.  Their  victims  would  not. 

These  proposals  are  unwise  because,  by  shielding  wrongdoers  from  accountability, 
they  would  weaken  deterrence  of  financial  fraud  at  a  time  when  we  need  to  be 
strengthening  law  enforcement  efforts.  There  is  more  financial  wrongdoing  today 
than  at  any  time  in  this  century.  Adopting  these  proposals  would  lead  to  even  more 
fraud,  raise  costs  to  American  taxpayers  and  reduce  public  confidence  in  the  finan- 
cial marketplace,  thus  impairing  capital  formation. 

Finally,  these  proposals  are  unnecessary  because  there  is  no  evidence  to  support 
the  claim  of  an  epidemic  of  frivolous  lawsuits.  I  realize  it  would  be  unseemly  for 
proponents  to  come  here  honestly  and  say  they  would  like  special  legislation  to  pro- 
tect them  from  the  people  they  have  defrauded.  But  it  would  surely  he  more  honest 
than  using  the  spurious  claim  of  frivolous  suits  as  their  rationale  for  this  legislation. 

Let  us  be  frank:  The  principal  proponents  of  these  proposals  are  business  wrong- 
doers and  defendants  in  fraud  cases  who  simply  do  not  like  the  concept  of  legal  and 
financial  accountability.  Earlier  this  year,  the  Wall  Street  Journal  reported  that  the 
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Big  Six  accounting  firms  had  each  contributed  $2  million  to  lobby  for  limits  on  suits 
by  victims  of  fraud.  All  of  these  firms  are  and  have  been  defendants  in  major  fraud 
cases,  and  five  of  them  were  banned  by  the  RTC  from  thrift  reorganization  work 
in  1990  for  failing  to  perform  their  audits  of  S&Ls  in  a  professional  manner.  Accord- 
ing to  court  documents,  one  of  these  firms  alone — Ernst  &  Young  (or  its  prede- 
cessors)— audited  approximately  one-third  of  the  690  financial  institutions  that  have 
failed.  No  wonder  they  want  fewer  lawsuits. 

The  Evidence  Does  Not  Support  Calls  for  Change 

The  facts  are  that  class-action  securities  suits  are  not  exploding  in  number,  nor 
are  these  suits  abusive.  Several  procedural  rules  exist  to  promptly  dismiss  meritless 
suits,  to  eliminate  weak  cases  via  summary  judgment  and  to  impose  sanctions  on 
lawyers  who  file  frivolous  suits.  The  interests  of  the  class  members — the  victims  of 
securities  fraud — are  also  scrupulously  protected  by  the  courts  in  class  litigation. 
Further,  securities  fraud  suits  do  not  harm  the  economy  or  restrict  capital  forma- 
tion; in  fact,  the  opposite  is  true. 

Let  me  address  each  of  these  points  in  more  detail. 

Suits  Are  Not  Exploding  in  Number 

The  evidence  simply  does  not  support  the  contention  that  securities  suits  are  ex- 
loding  in  number.  Although  the  number  of  securities  class  actions  increased  in 
990,  this  was  hardly  remarkable  given  the  enormous  upsurge  in  public  offerings 
and  securities  trading  in  the  late  1980s.  However,  there  were  still  fewer  securities 
class  actions  filed  in  1991  (256)  and  1992  (268)  than  in  1974  (305).  Furthermore, 
even  counting  all  class-action  suits  (and  in  1992  securities  class  actions  comprised 
less  than  25  percent  of  those),  such  actions  accounted  for  less  than  0.5  percent  of 
all  new  Federal  court  filings  over  the  past  10  years.  And  there  were  about  the  same 
number  of  securities  class  actions  pending  in  Federal  court  in  1992  (642)  as  in  1973 
(631), 

It  is  worth  remembering  that  many  of  the  largest  suits  against  accounting  firms 
in  recent  years  were  brought  by  the  U.S.  Government  and  arose  out  of  the  collapse 
of  savings  and  loans.  These  were  not  class  actions  under  the  securities  laws  and 
these  suits  will  not  be  affected  in  any  way  by  legislation  this  Subcommittee  may 
consider.  The  accounting  profession  is  trying  to  use  the  statistical  and  monetary  im- 
pact of  these  huge  Government  suits  against  them  to  claim  litigation  is  exploding 
and  threatening  their  industry.  Their  goal  is  to  eliminate  private  suits  by  investors 
for  securities  fraud,  which  have  remained  relatively  constant.  This  is  disingenuous 
in  the  extreme. 

Ample  Legal  Safeguards 

While  I  would  never  assert  that  no  frivolous  securities  fraud  lawsuit  has  ever 
been  filed,  there  are  ample  legal  safeguards  in  place  to  protect  against  unwarranted 
actions: 

•  Pro  forma  complaints  are  not  allowed  in  securities  fraud  suits.  Federal  Rule  of 
Civil  Procedure  9(b)  requires  that  securities  fraud  claims  be  pleaded  with  particu- 
larity and  that  each  defendant's  role  in  the  illegal  fraud  be  set  forth  in  detail. 

•  Federal  Rule  of  Civil  Procedure  11  already  permits  a  court  to  impose  sanctions, 
including  having  plaintiffs'  lawyers  pay  a  defendants  legal  fees,  for  any  complaint 
filed  without  adequate  investigation  and  factual  basis.  Millions  of  dollars  in  Rule 
11  sanctions  have  been  imposed  since  the  rule  was  strengthened  in  1984.  This  in- 
cludes sanctions  even  against  Government  attorneys;  in  the  National  Bank  of 
Washington  case,  the  FDlC  was  recently  ordered  to  pay  the  defendants'  legal  fees. 
Many  respected  voices  believe  Rule  11  is  so  restrictive  that  it  chills  innovative, 
as  well  as  meritless,  litigation.  In  response,  the  Judicial  Conference  has  proposed 
an  overhaul  of  the  rule  in  order  to  give  more  flexibility  to  judges. 

•  Section  11  of  the  Securities  Act  of  1933  also  allows  a  court  to  levy  sanctions  for 
meritless  suits. 

In  fact,  securities  lawsuits  that  lack  merit  are  promptly  dismissed  or  disposed  of 
by  way  of  summary  judgment,  and  Federal  courts  increasingly  impose  sanctions  on 
attorneys  who  file  such  suits. 

Access  to  justice  for  those  victimized  by  fraud  is  a  cornerstone  of  our  judicial  sys- 
tem and  a  right  provided  by  the  anti-fraud  provisions  of  the  securities  laws.  The 
real  issue  is  how  to  deal  with  meritless  or  frivolous  lawsuits.  Can  meritless  suits 
be  promptly  dismissed?  Are  those  who  file  frivolous  lawsuits  punished?  If  the  an- 
swer to  these  questions  is  yes,  it  would  appear  that  the  current  system  is,  in  fact, 
separating  wheat  from  chaff,  thus  permitting  investors  victimized  by  fraud  who 
state  well  pleaded  claims  to  go  ahead  on  the  merits  while,  at  the  same  time,  protect- 
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ing  defendants  from  having  to  defend  meritless  claims  and  inflicting  appropriate 
punishments  on  those  who  abuse  the  litigation  process  by  filing  frivolous  claims. 

There  is  widespread  agreement  that  in  recent  years  courts  have  been  more  willing 
to  dismiss  securities  fraud  lawsuits  on  the  pleadings.  The  Wall  Street  Journal 
reported  last  year  that  a  number  of  companies  "have  had  unusual  success  in  defend- 
ing charges  they  defrauded  investors,"  by  obtaining  outright  dismissals  and/or  sum- 
mary judgments.  A  recent  study  by  National  Economic  Research  Associates,  Inc. 
concluded  that  ".  .  .  the  percentage  of  cases  dismissed  has  also  increased  signifi- 
cantly," and  Harvey  Pitt,  a  leading  lawyer  for  defendants  in  securities  cases,  has 
written  that  "(F)ederal  courts  have  displayed  a  striking  willingness  to  dismiss  these 
suits." 

The  courts  decide  class-action  cases  on  a  daily  basis  and  are  capable  of  dealing 
with  any  apparent  abuses.  What  is  going  on  here  is  good — judicial  evolution.  As 
SEC  Commissioner  Richard  Roberts  stated  just  a  week  ago: 

While  I  do  believe  that  meritless  securities  litigation  is  a  problem,  I  am  not  a 
supporter  of  the  current  legislative  attempts  to  achieve  securities  litigation  re- 
form. I  prefer  the  reform  that  is  already  taking  place  judicially.  Rule  11  sanctions 
are  now  beginning  to  be  level  led  by  courts  against  both  plaintiffs  and  defendants 
for  taking  meritless  positions.  Further,  if  certain  amendments  to  the  Federal  rules 
of  civil  procedure  are  adopted  as  recommended  by  the  Federal  judiciary,  Rule  11 
will  probably  be  invoked  even  more  frequently.  Moreover,  the  Supreme  Court  re- 
cently has  narrowed  the  application  of  the  civil  liability  provisions  of  RICO  and 
has  affirmed  the  right  of  defendants  to  seek  contribution  from  persons  who  were 
jointly  responsible  with  them  for  securities  law  violations. 

These  reforms,  already  taking  place  within  the  parameters  of  our  existing  litiga- 
tion system,  make  a  lot  more  sense  to  me  than  the  well-intentioned  but  misguided 
legislative  vehicles  currently  being  bounced  around.  I  would  rather  encourage  con- 
tinued progress  on  the  judicial  reforms  underway  than  to  engage  in  the  ill-fated 
legislative  pursuit  of  such  worn  tort  reform  concepts  as  a  loser  pays  rule  or  a  com- 
parative negligence  standard. 

Thus,  I  would  argue  that  no  new  laws  are  necessary  to  curb  "abusive"  suits; 

{'udges  already  have  the  tools  to  address  the  few  situations  in  which  complaints  are 
>rought  without  sufficient  basis.  More  important,  I  believe  that  any  attempt  to  craft 
broad-based  legislation  to  reach  an  extremely  limited  number  of  fact-specific  cases 
of  supposed  "abuse"  is  certain  to  eliminate  meritorious  cases  as  well. 

Class  Members  Are  Scrupulously  Protected 

The  Federal  Rules  protect  the  class  members  as  well  as  the  defendants  in  securi- 
ties fraud  cases.  Indeed,  in  no  area  of  our  legal  system  are  the  interests  of  the  client 
more  scrupulously  protected  than  in  class-action  litigation.  Under  Rule  23(c),  no 
case  may  proceed  as  a  class  action  unless  the  class  is  approved  by  a  court  after  no- 
tice to  class  members.  Also,  any  class  member  has  the  right  to  opt  out  of  the  class 
and  file  an  individual  action  against  the  defendants  if  he  or  she  is  dissatisfied  with 
how  the  case  is  handled.  This  rarely  happens. 

Furthermore,  the  court  can  approve  a  settlement  or  award  attorneys'  fees  only 
after  written  notice  to  the  class  and  a  public  hearing  at  which  class  members  must 
be  afforded  a  full  opportunity  to  voice  any  objections.  And  class  members  can  appeal 
if  they  want  to.  Under  Rule  23(e),  a  class  action  may  not  be  settled,  in  whole  or 
in  part,  without  the  express  approval  of  the  court.  In  fact,  any  award  of  attorneys' 
fees  must  be  made  by  the  court. 

This  system  has,  in  the  main,  worked  well.  It  is  important  to  remember  that  only 
that  portion  of  a  victim's  market  loss  attributable  to  fraud  can  be  collected  as  dam- 
ages under  the  securities  laws.  One  prominent  damage  expert  has  concluded,  based 
on  a  survey  of  20  recent  cases,  that,  on  average,  27.7  percent  of  market  losses  are 
due  to  fraud  and  are  legally  recoverable.  See  Exhibit  1.  When  you  put  that  figure 
together  with  the  statistics  prepared  by  claims  administrators  that  have  been  sub- 
mitted to  the  Subcommittee,  you  can  see  that  claimants  receive  about  60  percent 
of  their  recoverable  damages  after  attorneys'  fees.  See  Exhibit  2.  I  believe  that  this 
is  an  extremely  good  result. 

In  some  cases,  the  recoveries  on  a  percentage  basis  have  been  strikingly  higher. 
We  recently  had  a  savings  and  loan  case  that  involved  multiple  defendants  that  is 
a  notable  example.  Ultimately,  a  number  of  the  defendants  in  the  case  settled;  some 
did  not.  We  won  one  of  the  largest  verdicts  in  history  against  the  remaining  defend- 
ants. Although  the  principal  wrongdoer  and  his  company  are  now  bankrupt,  when 
all  is  said  and  done,  I'm  confident  that  class  members  in  this  case  will  receive  close 
to  100  percent  of  their  losses — even  after  deducting  our  attorneys'  fees  from  the  re- 
covery. Without  the  class-action  suit — and  without  joint  and  several  liability — there 


144 

would  have  been  no  recovery  at  all  for  the  victims  of  one  of  the  worst  financial  psy- 
chopaths of  recent  years. 

It  is  also  important  to  note  that  the  most  comprehensive  survey  of  fee  awards  in 
securities  class  actions  ever  made  demonstrates  that  attorneys'  fees — and  costs — 
have  averaged  only  15.2  percent  of  all  recoveries.  The  survey,  involving  334  securi- 
ties class  actions  filed  between  1974-1990  in  which  over  $4  billion  was  recovered, 
was  conducted  by  the  authoritative  journal  Class  Action  Reports.  See  Exhibit  3. 

Securities  Suits  Help  The  Economy 

Let  me  turn  now  to  the  suggestion  that  securities  fraud  suits  harm  the  economy 
or  restrict  capital  formation.  That  is  patent  nonsense.  Despite  the  adverse  economic 
conditions  of  recent  years,  securities  offerings  by  public  corporations,  Wall  Street 
fees  and  profits  are  at  all  time  highs.  Corporate  executive  salaries  (and  stock  op- 
tions) have  also  reached  record  heights  (with  countless  executives  of  public  compa- 
nies making  over  $1  million  a  year) — levels  many  commentators  and  shareholders 
would  term  grossly  excessive. 

Stock  and  oond  underwriting  reached  a  record  $588.8  billion  in  1991,  and  has  con- 
tinued to  increase.  Stock  offerings  more  than  tripled  from  1990  to  1992  (from  $19.1 
billion  to  $72.8  billion).  Initial  public  offerings  nave  increased  from  $10  billion  in 
1990  to  $39  billion  in  1992,  and  last  Saturday's  New  York  Times  reported  yet  new 
record  levels  of  IPO's  for  1993.  Stock  trading  activity  on  the  New  York  Stock  Ex- 
change and  NASDAQ  has  also  increased  by  50  percent  during  this  time  period.  Tak- 
ing a  longer  term  perspective,  the  statistical  comparisons  are  even  more  dramatic. 
Annual  stock  trading  volume  on  the  New  York  Stock  Exchange  and  NASDAQ  has 
increased  by  over  1400  percent  since  1973.  Proceeds  of  initial  public  offerings  have 
increased  nearly  2700  percent  in  the  same  period.  Proceeds  of  all  common  stock  of- 
ferings have  increased  over  1200  percent  in  the  same  period.  See  Exhibit  4. 

Not  only  is  capital  formation  and  securities  trading  actually  flourishing,  but  Wall 
Street  has  never  been  more  profitable.  Buoyed  by  the  new  stock  offering  boom  and 
trading  explosion,  securities  firms  had  record  pre-tax  profits  of  more  than  $6.7  bil- 
lion in  1992,  an  increase  of  more  than  15  percent  over  the  record  1991  profits  of 
$5.8  billion.  One  U.S.  investment  bank  alone — Goldman  Sachs — earned  a  pre-tax 
profit  of  $1.15  billion  in  1991,  and  reportedly  even  more  in  1992. 

Clearly,  the  economy  and  financial  markets  have  not  suffered  because  of  securi- 
ties fraud  class  actions.  It  is  simply  inconsistent  with  these  macroeconomic  figures 
to  assert  credibly  that  the  250  or  so  new  securities  class  actions  filed  each  year  are 
interfering  in  any  measurable  way  with  a  multi-trillion  dollar  economy. 

Moreover,  class-action  suits  generate  very  significant  tax  revenues  for  the  Federal 
Government.  The  billion-dollar  plus  of  class-action  settlement  funds  generally  in  ex- 
istence at  any  one  time  are  invested  in  U.S.  Treasury  bonds  pending  receipt  and 
processing  of  claims  and  distribution  of  the  funds.  In  addition,  these  funds  earn  in- 
terest and  pay  Federal  income  taxes  on  that  interest.  As  best  we  can  tell,  taxes  paid 
by  class-action  settlement  funds  to  the  Federal  Government  from  1988  to  1992  to- 
taled approximately  $100  million.  If  securities  class  actions  are  wiped  out — the  sure 
result  oi  legislation  like  H.R.417  or  last  year's  S.  3181 — this  ongoing  stream  of  tax 
revenue  will  be  lost  to  the  Federal  Government. 

Finally,  as  a  just-published  article  in  the  Securities  Regulation  Law  Journal  has 
pointed  out,  limitations  on  private  securities  fraud  suits  would  also  have  serious  re- 
percussions for  pension  ana  retirement  plans,  which  typically  receive  35-55  percent 
of  the  distributions  from  our  cases.  In  fact,  according  to  the  authors,  employee-spon- 
sored retirement  plans,  representing  over  half  of  the  U.S.  workforce,  are  perhaps 
the  most  significant  beneficiaries  of  class-action  recoveries. 

Because  these  pension  funds  are  effectively  subsidized  by  the  Federal  tax  laws, 
the  Treasury  has  a  vital  stake  in  these  cases  as  well.  The  authors  of  the  article  note 
that  an  ill-considered  attempt  to  limit  victims'  rights  could  "bring  about  an  economic 
disaster  that  would  surpass  the  savings  and  loan  fiasco."  They  conclude: 

If  there  is  a  loss  of  public  confidence  in  the  Nation's  ability  to  provide  private 
as  well  as  public  enforcement  remedies  as  a  deterrent  against  corporate  mis- 
conduct, pension  fund  plan  managers,  along  with  other  investors,  will  be  reluctant 
to  invest  in  the  stock  of  both  new  and  mature  corporations.  This  would,  in  turn, 
result  in  a  diminution  in  the  ability  of  these  companies  to  raise  the  capital  needed 
for  growth,  expansion,  or  job  creation. 

There  is  also  strong  reason  to  believe  that  class-action  suits  have  actually  helped 
the  economy  by  providing  a  powerful  disincentive  to  fraud  and  assuring  the  integ- 
rity of  the  marketplace,  thus  fostering  capital  formation.  Without  question,  limita- 
tions on  private  fraud  suits  would  erode  confidence  in  the  capital  markets,  reduce 
investment,  and  increase  the  cost  of  capital  for  U.S.  business. 
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Former  SEC  Chairman  Richard  Breeden  has  stated  unequivocally  that  weakening 
the  protections  against  fraud  could  have  serious  consequences  for  the  securities 
marketplace.  Breeden  wrote  last  year  that: 

Private  suits  under  Section  10(b)  of  the  Securities  Exchange  Act  and  Rule 
10(b)(5)  thereunder  .  .  .  are  instrumental  in  recompensing  investors  who  are 
cheated  through  the  issuance  of  false  and  misleading  information  or  by  other 
means.  When  corporate  officers,  accountants,  lawyers  or  others  involved  in  the  op- 
eration of  a  public  company  deceive  investors  for  their  own  benefit,  they  should 
be  held  accountable  for  their  actions.  If  this  were  not  the  case,  investors  would  be 
far  less  willing  to  participate  in  our  securities  markets.  This  would  limit  the  most 
important  source,  and  raise  the  costs,  of  new  capital  for  all  American  businesses. 

The  scandals  involving  Boesky,  BCCI,  Salomon  and  the  Treasury  markets,  and 
the  Nations  S&L's  and  insurance  companies,  among  others,  highlight  the  impor- 
tance of  effectively  policing  the  business  and  financial  communities. 

One  of  the  witnesses  here  this  morning,  SEC  Enforcement  Director  McLucas  stat- 
ed in  March  that  there  is  "still  a  steady  stream  of  insider  trading  cases"  and  that 
instances  of  accounting  financial  fraud  have  actually  increased.  Now  is  obviously  not 
the  time  to  reduce  enforcement  of  the  securities  laws. 

Unfortunately,  the  SEC  and  the  Justice  Department  cannot  do  the  job  on  their 
own.  The  Supreme  Court,  Congress,  the  SEC,  and  the  state  securities  enforcers 
have  all  recognized  that  private  lawsuits  are  an  essential  supplement  to  Govern- 
ment enforcement  of  the  securities  laws,  particularly  in  an  era  of  deregulation  and 
shrinking  budgets.  As  a  Federal  court  recently  stated  in  a  fraud  case  successfully 
brought  against  the  Public  Service  Company  of  New  Mexico: 

The  most  effective  control  and  deterrent  to  over-reaching  and  wrongful  conduct 
in  the  capital  raising  area  is  the  presence  of  private  lawyers  who  are  willing  to 
devote  their  time,  their  energy,  and  their  own  personal  resources  to  vindicate  the 
rights  of  individual  investors  who  have  been  importuned,  misled,  or  who  somehow 
have  been  fraudulently  deprived  of  their  money.  In  re  Public  Service  Co.  of  New 
Mexico,  No.  91-0536M  (S.D.  Cal.  July  28,  1992),  at  8. 

In  the  past  four  years,  Federal  Government  enforcement  efforts  have  been  sub- 
stantially reduced,  in  part  because  of  budget  constraints  and  also  for  political  and 
philosophical  reasons.  Administrative  and  reorganization  problems  at  the  RTC  have 
caused  further  problems  and  have  derailed  a  number  of  cases.  President  Clinton's 
FY  1994  budget  proposes  further  SEC  staff  cuts.  According  to  the  SEC,  these  cuts 
will  mean  that  "complex  investigations  of  Wall  Street  wrongdoing  may  take  longer 
and  some  smaller  ones  may  never  begin.  Cases  most  likely  to  be  affected  by  those 
delays  include  those  involving  complex  frauds,  such  as  market  manipulation 
schemes,  or  cases  raising  difficult  accounting  and  auditing  issues." 

The  North  American  Securities  Administrators  Association  (NASAA) — represent- 
ing the  state  enforcers  of  the  securities  laws — has  also  recognized  the  essential  role 
that  suits  by  victims  of  fraud  play,  pointing  out  that  "resource  restrictions  at  the 
state  and  Federal  levels  argue  in  favor  of  broader  private  remedies,  not  the  oppo- 
site." NASAA's  concern — like  ours — is  that,  by  effectively  eliminating  private  en- 
forcement, bills  like  Hit.  417  or  last  year's  S.  3181  would  open  the  floodgates  to 
rampant  marketplace  fraud.  As  then-NASAA  President  John  Perkins  testified  before 
this  Subcommittee  in  1991:  "No  one — save  those  who  committed  fraud  in  the  first 
place — benefits  from  ...  [a]  wholesale  assault  on  private  rights  action." 

Imposing  The  English  Rule  and  Limiting  Joint  and  Several 
Liability  Would  End  Suits  by  Victims  of  Fraud 

Let  me  now  address  the  major  proposals  that  have  been  put  forward  by  the  pro- 
ponents of  changes  in  our  present  securities  litigation  system — adoption  of  the  so- 
called  "English  Rule"  and  abrogation  of  the  concept  of  joint  and  several  liability. 

In  short,  imposing  the  "English  Rule" — under  which  the  loser  of  a  suit  might  have 
to  pay  the  winner's  legal  fees — would  close  the  courthouse  door  to  almost  all  victims 
of  fraud. 

By  definition,  a  securities  class  action  is  a  suit  brought  by  one  or  a  few  investors 
who  have  lost  a  relatively  small  amount  of  money  ana  who  sue  in  a  representative 
capacity  on  behalf  of  all  victims  who  were  similarly-injured.  The  legal  expenses  for 
such  a  suit  will,  of  necessity,  be  totally  disproportionate  to  the  individual  losses  of 
the  individual  victims  who  sue  as  class  representatives.  No  one  victim  could  stand 
up  and  sue  as  the  champion  of  the  class  tor  his  or  her  small  loss  if  the  risk  was 
paying  millions  in  fees  of  well-heeled  insurance  companies,  public  corporations,  in- 
vestment banking  houses,  accounting  firms  and  law  firms. 

Without  class-action  suits,  large-scale  securities  frauds  cannot  be  remedied.  Many 
modern  securities  frauds  involve  nationwide  activities  with  multiple  wrongdoers. 
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Victims  who  have  lost  even  many  thousands  of  dollars  due  to  the  fraud  cannot  af- 
ford individual  litigation  to  try  to  recover  a  loss  of  that  size.  The  cases  are  too  com- 
plex, too  big  and  too  vigorously  defended  to  be  remedied  other  than  on  a  classwide 
basis.  Thus,  if  any  remedy  for  the  individual  investor  is  to  exist,  the  class  action 
must  be  available. 

Moreover,  there  is  already  a  substantial  economic  risk  on  the  plaintiffs'  side  in 
bringing  a  securities  class  action,  which  helps  screen  out  meritless  or  even  marginal 
cases.  Unlike  defense  lawyers  (who  are  paid,  by  the  hour  regardless  of  the  outcome), 

{ plaintiffs'  counsel  in  securities  class-actions  litigate  entirely  on  a  contingency  basis. 
f  the  plaintiffs  lose  the  case,  their  attorneys  receive  no  fees.  Plaintiffs'  counsel  must 
also  advance  substantial  out-of-pocket  costs  in  order  to  prosecute  the  suits,  which 
are  not  reimbursed  if  the  case  is  lost. 

For  200  years,  the  United  States  has  used  the  American  rule,  with  each  side  gen- 
erally paying  its  own  fees  and  costs.  This  constitutes  a  national  policy  in  favor  of 
access  to  justice,  the  rationale  for  which  was  stated  by  Chief  Justice  Earl  Warren: 

[Ajlthough  some  American  commentators  have  urged  adoption  of  the  English 
practice  in  this  country,  our  courts  have  generally  resisted  any  movement  in  that 
direction  ...  In  support  of  the  American  rule,  it  has  been  argued  that  since  liti- 
gation is  at  best  uncertain  one  should  not  be  penalized  for  merely  defending  or 
prosecuting  a  lawsuit,  and  the  poor  might  be  unjustly  discouraged  from  institut- 
ing actions  to  vindicate  their  rights  if  the  penalty  for  losing  included  the  fees  of 
their  opponents'  counsel.  Fleischmann  Distilling  Corp.  v.  Maier  Brewing  Co.,  386 
U.S.  714,  717-18  (1967). 

It  is  also  worth  noting  several  points  about  the  operation  of  the  English  Rule  in 
England.  Importantly,  the  rule  there  results  in  a  straightforward  cost-shifting  situa- 
tion for  only  a  fraction  of  all  plaintiffs.  A  safety  net — a  Government-funded  legal  aid 
scheme  (accessible  to  more  than  half  of  the  population) — cushions  the  effect  of  the 
rule.  No  one  covered  by  legal  aid,  nor  the  legal  aid  system  itself,  is  required  to  pay 
the  winner's  fees  and  costs.  Moreover,  a  highly  active  trade  union  movement  also 
cushions  the  rule;  in  cases  involving  a  plaintiff  supported  by  a  trade  union,  the 
union  bears  any  costs  involved,  including  any  penalties  for  losing. 

These  safety  nets  in  Britain  effectively  leave  only  middle  income  individuals  sub- 
ject to  the  English  Rule,  and  often  they  cannot  contemplate  suit  even  if  their  claims 
are  valid.  Because  of  that,  there  is  evidence  of  a  retreat  from  the  English  Rule  in 
Britain,  utilizing  flexible  and,  in  some  cases,  contingency  fees.  We  should  not  be  em- 
bracing this  rule  at  the  very  time  England  is  pulling  away  from  it. 

Limiting  joint  and  several  liability  would  mean  less  accountability  for  those  in- 
volved in  complex  commercial  wrongdoing — and  less  justice  for  victims  of  fraud 
seeking  to  recover  what  was  stolen  from  them. 

Under  Rule  10(b)(5)  (the  basic  anti-fraud  provision  promulgated  by  the  SEC  under 
the  Securities  Exchange  Act  of  1934),  each  defendant  who  conspires  to  commit  a  vio- 
lation is  jointly  and  severally  liable  for  all  damages  resulting  from  the  violation. 
This  rule  represents  the  uniform  view  of  the  Federal  courts  and  is  consistent  with 
traditional  tort  law. 

The  reason  for  joint  and  several  liability  is  that  a  conspiracy  cannot  succeed  if 
one  of  the  members  of  the  conspiracy  reveals  its  existence.  To  that  extent,  all  con- 
spirators are  equally  culpable  if  the  conspiracy  achieves  its  aims.  Moreover,  com- 
plicated commercial  crimes  cannot  by  their  nature  succeed  without  the  willing  par- 
ticipation of  professional  "facilitators."  As  Harvard  Law  Professor  Arthur  Miller  has 
testified,  "the  perpetuation  of  a  complex  financial  fraud  is  impossible  without  the 
active  assistance  of  professionals  such  as  investment  bankers,  lawyers,  and  account- 
ants who  must  be  held  accountable." 

Quite  simply,  abrogation  of  joint  and  several  liability  would  unfairly  burden  the 
innocent  plaintiff  when  one  or  more  of  the  defendants  are  incapable  of  paying  their 
allocated  portions. 

Perhaps  the  most  striking  example  of  the  importance  of  joint  and  several  liability 
is  a  recent  major  savings  and  loan  collapse.  Outside  auditors  frequently  gave  the 
savings  and  loan  and  its  parent  company  a  clean  bill  of  health  year  after  year  while 
collecting  huge  fees;  they  allowed  the  principal  perpetrators  to  keep  Federal  regu- 
lators at  bay  while  they  systematically  defrauded  elderly  investors  and  bondholders. 
As  happens  all  too  often,  the  main  villain  and  his  company  are  now  bankrupt.  With- 
out joint  and  several  liability,  these  thousands  of  victims  would  have  had  no  ability 
to  recover  their  losses.  The  operation  of  joint  and  several  liability  allowed  us  to  re- 
cover the  losses  of  23,000  bondholders  who  suffered  a  loss  of  $240  million.  Who 
should  suffer  the  risk  of  loss  in  such  a  situation — the  victims  of  the  fraud  or  the 
conspirators  in  the  wrongdoing?  Surely  the  latter. 
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A  recent  Supreme  Court  decision  further  undermines  the  need  for  Congressional 
changes  in  joint  and  several  liability.  In  Musick,  Peeler  &  Garrett  v.  Employers  In- 
surance of  Wausau,  1993  WL  179262,  decided  on  June  1,  1993,  the  Supreme  Court 
held  that  defendants  who  compensate  victims  in  a  securities  fraud  action  have  a 
right  to  seek  contribution  as  a  matter  of  Federal  law  from  their  co-conspirators,  who 
may  have  paid  nothing  at  all  or  less  than  their  "fair"  share.  Therefore,  accountants 
and  others  who  believe  they  have  been  forced  to  pay  victims  of  fraud  more  than 
their  proportionate  share  can  sue  their  cohorts  who  had  joint  responsibility  for  the 
violation  for  contribution.  There  is  no  reason  that  the  innocent  victims  of  the  fraud 
should  be  penalized  or  even  involved  in  this  effort  to  apportion  blame  among  the 
conspirators. 

More  help  may  be  on  the  way  for  accountants  and  lawyers.  Just  last  week,  the 
Supreme  Court  granted  certiorari  in  Central  Bank  of  Denver,  NA..  v.  First  Interstate 
Bank  of  Denver,  ALA.,  No.  92-854,  to  determine  whether  parties  like  accountants 
and  lawyers  can  be  sued  for  "aiding  and  abetting"  a  securities  fraud.  The  decision 
in  this  case  could  grant  additional  protections  to  professionals  from  being  sued  for 
assisting  their  clients  to  commit  securities  fraud. 

According  to  the  General  Accounting  Office,  when  all  categories  of  professionals 
are  considered,  RTC  attorneys  suspect  wrongdoing  on  the  part  of  one  or  more  pro- 
fessionals affiliated  with  over  80  percent  of  failed  thrift  institutions.  Elimination  of 
joint  and  several  liability  would  essentially  relieve  the  accountants  and  other  profes- 
sionals of  their  responsibility  for  participation  in  the  savings  and  loan  crisis  and 
other  complex  frauds.  Given  their  shocking  record  of  misfeasance,  malfeasance,  and 
outright  thievery  in  recent  years,  there  is  no  public  policy  reason  for  shielding  these 
professional  facilitators  from  liability  for  their  wrongdoing. 

You  need  not  accept  my  view  on  this.  Virtually  every  key  player  involved  in  the 
regulation  of  financial  institutions  has  emphasized  that  commercial  fraud  would  be 
impossible  without  the  complicity  of  the  professional  assistors. 

Former  SEC  Chairman  Breeden  has  written: 

[Securities  fraud  actions  against  accounting  firms  that  participate  in  or  assist 
fraudulent  activity  by  not  properly  performing  their  auditing  functions  are  impor- 
tant to  the  maintenance  of  high  standards  of  quality  and  integrity  among  public 
accounting  firms.  Investors  rely  heavily  on  the  accuracy  of  audited  financial  state- 
ments of  public  companies,  as  do  creditors,  investment  analysts  and  others.  When 
auditors  fail  to  adhere  to  generally  accepted  accounting  principles  or  generally  ac- 
cepted auditing  standards,  many  innocent  parties  may  suffer.  Indeed,  inaccuracies 
in  audited  financial  statements  of  banks  and  savings  and  loans  have  contributed 
to  billions  of  dollars  in  investor  losses  over  the  past  ten  years.  Public  policy  should 
seek  to  maintain  high  expectations  of  integrity  and  accuracy  in  the  performance 
by  auditors  and  accountants  of  their  tasks. 

Federal  District  Judge  Stanley  Sporkin,  in  his  opinion  in  one  savings  and  loan 
case,  wrote: 

Where  were  these  professionals,  a  lumber  of  whom  are  now  asserting  their 
rights  under  the  Fifth  Amendment,  when  these  clearly  improper  transactions 
were  being  consummated?  Why  didn't  any  of  them  speak  up  or  disassociate  them- 
selves from  the  transactions?  Where  also  were  the  outside  accountants  and  attor- 
neys when  these  transactions  were  effectuated? 

Later  in  a  speech,  he  followed  up:  "For  this  kind  of  massive,  very  sophisticated 
fraud  to  have  occurred,  it  required  the  complicity  of  certain  professionals  that  we 
all  know  of— CPAs,  lawyers,  appraisers.  I'm  suggesting  that  perhaps  these  profes- 
sionals did  not  discharge  their  responsibilities  to  the  broader  public  interest." 

In  a  speech  before  the  American  Bar  Association,  Timothy  Ryan,  former  Director 
of  the  Office  of  Thrift  Supervision,  stated: 

The  Federal  agencies  have  uncovered  actionable  abuse  in  a  third  of  the  failed 
thrifts  investigated  to  date.  It  is  clear  that  many  of  the  unlawful  schemes  hatched 
at  those  failed  institutions  could  not  have  proceeded  without  the  active  assistance 
of  professional  service  providers,  especially  lawyers.  They  have  abandoned  their 
ethics  for  expediency,  and  sold  their  good  name  to  satisfy  their  greed. 

Finally,  even  the  oversight  board  for  the  accounting  profession's  trade  association 
admits  that  "the  litigation  problem  cannot  be  considered  apart  from  the  widespread 
feeling  in  many  quarters  that  independent  auditors  as  a  group  have  not  met  either 
their  audit  responsibilities  or  the  expectations  of  investors  and  creditors  as  fully  as 
they  should." 

I  understand  why  the  accounting  profession  and  their  insurers  are  not  happy 
that,  when  their  fellow  fraud  conspirators  go  to  jail,  seek  bankruptcy  protection,  or 
flee  the  country,  they  have  been  required  to  pay  a  substantial  portion  of  the  dam- 
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ages.  But  you  should  not  be  sympathetic.  The  alternative  is  leaving  altogether  inno- 
cent victims  without  compensation.  Our  recent  financial  history  shouts  the  need  for 
a  bigger  club  held  over  the  heads  of  the  auditors,  not  a  wink  and  a  pat  on  the  back. 
I  believe  that  the  existing  system  works  well.  By  and  large,  I  think  it's  very  dan- 
gerous to  tinker  with  a  system  that  has  so  successfully  fostered  economic  growth, 
capital  formation  and  the  orderly  operation  of  securities  markets.  And  I  believe  the 
proposals  I  have  just  discussed  are  manifestly  unwise  and  dangerous. 

Victims  Need  Stronger  Protections 

After  all  that  has  transpired  on  Wall  Street  and  in  the  S&L  industry,  it  is  surpris- 
ing that  Members  of  the  United  States  Senate  are  considering  how  best  to  protect 
accountants,  securities  dealers,  and  business  executives  who  are  being  held  liable 
for  wrongdoing. 

I  had  hoped  instead  that  the  Senate  would  be  looking  for  ways  to  better  protect 
the  wrongdoers'  victims — the  individual  investors  and  the  integrity  of  our  Nation's 
financial  markets. 

When  it  comes  to  financial  fraud,  the  problem  has  not  been  too  much  professional 
accountability,  but  not  enough.  The  problem  has  not  been  too  much  law  enforce- 
ment, but  not  enough.  The  problem  has  not  been  too  much  protection  for  innocent 
victims,  but  not  enough. 

If  Congress  wants  to  act  on  behalf  of  the  public,  it  should  do  so  by  strengthening 
protections  for  victims  of  fraud,  toughening  enforcement  and  deterrence  to  make  fi- 
nancial swindlers  and  their  accountants  and  lawyers  think  twice  and  three  times 
before  defrauding  innocent  people. 

I  would  respectfully  suggest  the  following  changes: 

•  Treble  damages  in  appropriate  cases.  As  the  Committee  is  well  aware,  the  anti- 
trust laws  of  the  United  States  provide  for  automatic  treble  damages,  with  attor- 
neys' fees  and  costs.  Multiple  damages  are,  obviously,  a  powerful  weapon.  In  cases 
in  which  there  is  deliberate  fraud  by  central  participants,  Congress  should  amend 
the  law  so  as  to  provide  a  treble  damage  remedy.  An  appropriate  treble  damage 
remedy  could  further  the  purposes  of  both,  deterrence  ana  compensation. 

•  Non-removable  state  court  jurisdiction.  There  are  complaints  in  some  quarters 
about  the  overburdening  of  Federal  courts.  Although  securities  class  actions  con- 
stitute but  a  small  fraction  of  filings  in  the  Federal  courts,  there  is  no  reason  why 
a  state  court  should  not  exercise  concurrent  jurisdiction.  Non-removable  state 
court  jurisdiction  will  allow  the  simultaneous  pursuit  of  Federal  and  state  claims 
in  state  court  and  would  perhaps  afford  the  victims  a  quicker  remedy. 

•  Increased  discovery  sanctions  for  defendants.  There  has  been  much  talk  about  al- 
leged abuse  by  plaintiffs'  lawyers.  But,  one  often-omitted  fact  of  class-action  litiga- 
tion is  that  the  defendants  seek  to  exhaust  the  plaintiffs  counsel  by  using  motion 
practice  and  discovery  as  weapons  in  a  war  of  attrition.  In  many  cases,  defend- 
ants' lawyers  misuse  the  process  to  delay  and  complicate  the  litigation.  Congress 
should  consider  increasing  discovery  sanctions. 

•  Secrecy  orders.  In  many  cases,  the  defendants  successfully  seek  secrecy  orders  at 
the  outset  of  the  litigation.  For  the  most  part,  there  is  no  genuine  commercial  or 
legitimate  proprietary  interest  in  secrecy.  Rather,  the  defendant  is  seeking  to  pre- 
vent public  disclosure  of  details  of  its  own  misconduct.  This  secrecy  often  runs 
counter  to  the  public  interest.  Congress  should  pass  legislation  to  limit  secrecy  or- 
ders. 

•  Modified  pleading  requirements.  It  is  simply  a  fact  of  life  that  investors  in  the 
public  market  will  never  have  as  much  information  as  management  insiders.  Fre- 
quently, it  is  the  case  that  massive  insider  selling  precedes  a  stock  plunge.  Yet, 
in  most  jurisdictions,  a  plaintiff  cannot  survive  a  motion  to  dismiss  even  if  he  or 
she  shows  that  such  trading  took  place  immediately  before  such  a  stock  drop. 
Congress  should  consider  adopting  a  mandatory  rule  that  would  allow  further  in- 
quiry in  circumstances  in  which  this  type  of  selling  exists. 

•  The  statute  of  limitations.  Clearly,  the  one  year/three  year  statute  of  limitations 
imposed  by  the  Lampf  decision  is  not  sufficient.  In  some  cases,  a  plaintiff  has  no 
reason  to  suspect  fraud  until  years  after  the  fraud  has  occurred.  A  three  year/five 
year  statute  of  limitations  triggered  by  actual  knowledge  that  fraud  has  been  com- 
mitted (as  is  the  case  in  many  states)  would  better  protect  victims  of  fraud  and 
let  fewer  wrongdoers  off  the  hook.  Any  other  standard  (i.e.,  triggered  if  the  plain- 
tiff "had  reason  to  know"  of  the  fraud)  will  only  breed  more  litigation. 

Let  me  finish  with  one  thought.  I  recently  read  that  Senator  Christopher  Bond, 
a  Member  of  this  Subcommittee,  was  allegedly  cheated  out  of  $1  million  and  that 
he  sued  under  the  anti-fraud  provisions  of  the  Federal  securities  laws  to  recover  his 
loss.  I'm  sorry  Senator  Bond  lost  his  money.  But  I  am  happy  he  has  a  remedy  to 
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pursue.  Of  course,  with  a  $1  million  claim  and  his  status  as  a  U.S.  Senator,  he  is 
able  to  take  his  case  to  court  on  his  own.  I  hope  this  Subcommittee  will  not  move 
to  curtail  securities  class-action  suits,  for  they  are  the  only  means  people  more  ordi- 
nary than  U.S.  Senators  have  to  remedy  their  important — albeit  smaller — losses. 
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Exhibit  1 

June  15,  1993 


William  S.  Lerach,  Esq. 

ivlilberg  Weiss  Bershad  Specthrie  &  Lerach 

600  West  Broadway 

1800  One  America  Plaza 

San  Diego,  California  91202-5050 

Dear  Mr.  Lerach: 

You  have  asked  us  to  provide  you  with  an  analysis  of  Damages  suffered  by  class 
members  as  compared  to  their  Total  Market  Losses  in  Federal  class  actions  involving 
violations  of  the  Federal  securities  laws  for  publicly  traded  securities  based  on  those 
litigations  for  which  PVR  has  served  as  damage  experts. 

PVR  obtained  a  representative  sample  of  these  class  action  litigations  as  follows.   First 
we  obtained  a  list  of  securities  law  class  actions  that  have  settled  and  been  reported  in 
Securities  Class  Action  Alert  during  1992  and  1993.  Second,  we  compared  that  list  to 
those  class  actions  where  PVR  were  retained  as  damage  experts.  Third,  we  examined 
our  files  in  Princeton  to  see  for  which  of  those  litigations  damage  analyses  and  backup 
computer  files  were  readily  available.  We  found  twenty  such  litigations. 

For  each  litigation  we  reintroduced  the  files  onto  our  computer  system  and,  using  the 
same  methodology  for  each  litigation,  we  calculated  Total  Market  Losses  for  all  buyers 
and  sellers  of  the  stock  during  the  Class  Period.  These  Market  Losses  were  then 
compared  to  Total  Damages  which  had  been  prepared  earlier  to  be  used  in  testimony  in 
these  litigations. 

Damages  usually  differ  from  losses  in  that  only  that  portion  of  Market  Losses  which  are 
attributable  to  the  alleged  securities  law  violations  are  included  in  Damages.  This  is  why 
a  careful  examination  of  the  allegations  in  any  litigation  in  the  context  of  the  principles 
of  fundamental  security  analysis  is  necessary  in  order  to  determine  Damages.  You 
should  also  note  that  those  litigations  with  long  Class  Periods  tend  to  have  both  larger 
Damages  and  a  smaller  proportion  of  Damages  to  Total  Market  Losses.  This  is  not 
uncommon  as  allegations  of  violations  of  the  securities  laws  can  be  complex  and  vary 
over  time  for  those  litigations  for  which  there  is  a  long  Class  Period.   Damages  tend  to 
increase  as  a  percent  of  losses  as  one  approaches  the  end  of  a  Class  Period  and 
violations  of  securities  laws  become  cumulative. 
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We  conclude  from  this  analysis  that,  on  average,  Damages  in  Securities  litigation  are 
27.7%  of  Market  Losses. 

I  believe  that  this  analysis  is  based  on  a  reasonable  sample  of  securities  law  class  action 
litigations  and  I  am  quite  confident  that  the  Damage  analyses  upon  which  these 
comparisons  to  Market  Losses  were  based  are  sound  -  as  they  were  prepared  for  expert 
testimony  in  the  actual  litigations. 

If  I  can  provide  any  additional  information,  please  do  not  hesitate  to  contact  me. 


Sincerely, 


John  B.  Torkelsen,  CFA 
President 
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PVR  Analysis 

Securities  Law  Class  Actions 

Damages  as  a  Percent  of  Market  Losses 


In  Re: 


Class  Period 


Total 
Losses 


Total 
Damaaes 


Damages  as  % 
Market  Losses 


Shawmut  National 

1 2/08/88  - 

-  01/24/91 

$442,407,875 

$34,91 1 ,880 

7.9% 

Lomas  Financial 

04/20/87  - 

•  08/28/89 

$560,315,741 

$70,771,617 

1 2  6% 

Apple  Computer 

11/29/82  - 

-  09/23/83 

$786,986,000 

$117,000,000 

14.9% 

Intermec  Corporation 

01/23/90- 

-  06/21/90 

$41,749,338 

$12,819,200 

30.7% 

Beverly  Enterprises 

04/10/87  - 

-  01/01/88 

$199,630,879 

$63,447,152 

31.8% 

Meridian  Bancorp 

03/27/90  - 

-  09/26/90 

$32,135,663 

$12,331,038 

38.4% 

Raychem 

01/27/88  - 

-  01/12/89 

$273,260,973 

$115,408,280 

42  2% 

Fairfield  Communities 

02/24/89  - 

-  06/20/90 

$17,387,548 

$7,978,163 

45.9% 

Hercules,  Inc. 

03/06/89  - 

-  1/19/90 

$176,410,188 

$88,840,264 

50.4% 

First  Service  Bank 

1 2/05/86  - 

-  08/1 2/88 

$30,597,400 

$19,701,100 

64.4% 

Vicorp  Restaurants 

12/14/89  - 

-  10/31/90 

$75,334,968 

$49,898,611 

66.2% 

Medical  Imaging  Centersl  0/25/90  - 

-  09/27/91 

$45,100,000 

$30,133,961 

66.8% 

Bell  National 

09/30/82  - 

-  04/25/85 

$44,185,000 

$33,132,000 

75.0% 

OnLme  Software 

08/26/87  - 

-  06/1 5/88 

$12,375,000 

$9,436,000 

76.3% 

Tonka 

09/07/89  - 

-  12/07/89 

$44,548,700 

$35,025,883 

78  6% 

AnnTaylor  Corp. 

08/28/91  - 

-  10/21/91 

$29,861,170 

$23,770,613 

79.6% 

Nicolet 

05/15/91  ■ 

-  12/19/91 

$7,714,000 

$7,450,000 

96.6% 

ASK  Computer 

02/28/85  - 

-  04/03/85 

$13,672,775 

$13,565,095 

99.2% 

Smith  Corona 

07/28/89  - 

-  08/11/89 

$38,426,850 

$38,426,850 

100.0% 

Wolverine  Technoloaies  03/12/88  ■ 

-  05/5/88 

$14622.188 

$14,622  188 

1 00.0% 

Total  Dollar  Losses 

$2,886,722,256 

$798,669,895 

27.7% 
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Returns  to  Victims  in  Securities  Class  Actions       ExillUlt   Z 

The  legal  terminology  of  class  actions  can  be  confusing.  In  order  to  make  a 
mathematical  calculation  concerning  the  returns  to  victims  of  securities  class  actions,  it  is 
essential  to  understand  that,  in  most  cases  where  there  is  fraud,  only  a  portion  of  those  losses 
is  due  to  fraud  and  only  that  portion  of  the  loss  is  recoverable  in  damages.  A  Princeton  Venture 
Research  (PVR)  study  concludes  that  losses  due  to  fraud  (i.e..  recoverable  damages)  in  securities 
class  action  cases,  on  average,  are  27.7%  of  overall  market  losses.  Other  factors,  such  as 
market  conditions,  also  contribute  to  investor  losses.  A  good  example  of  losses  experienced  due 
to  market  conditions  was  the  stock  market  crash  of  October  1987. 

Combining  the  PVR  average  of  27.7%  with  other  recent  studies  of  market  losses  by 
victims  and  payments  to  victims  in  securities  class  actions  reveals  that  victims  ultimately  receive 
59.78%  of  their  legally  recoverable  damages  on  average,  after  payment  of  fees  and  expenses. 


To  determine  the  percentage  of  legally  recoverable  damages  that  class  action  settlements 
pay  out,  you  must: 

(1)  First,  determine  the  percentage  of  overall  market  losses  that  are  due  to  fraud  (i.e.. 
the  legally  recoverable  damages).  These  vary  over  a  wide  range,  but  a  PVR  study  of  20  recent 
settlements  found  an  average  of  27.7%. 

(2)  Second,  determine  the  total  "out-of-pocket"  or  "market  losses"  that  claimants 
experienced. 

The  Heffler  and  Co.  study  of  69  cases  found  market  losses  of:  $  2,851,621,985 

The  Gilardi  and  Co.  study  of  104  cases  found  market  losses  of:  $  7,746,522,800 

The  Total  Claimants'  Market  Losses  for  173  cases  is:  $10,598,144,785 

(3)  Third,  determine  the  total  legally  recoverable  damages 
by  multiplying  the  total  out  of  market  losses 

($10,598,144,785)  by  the  percentage  due  to  fraud  (27.7%)  $2,935,686,104 

(4)  Fourth,  determine  the  total  amounts  paid  to  claimants. 

The  Gilardi  and  Co.  study  found  $1,446,482,548 

The  Heffler  and  Co.  study  found  $   308.438.656 

Total  Funds  Paid  to  Claimants  $1,754,921,204 

(5)  Finally,  determine  the  ratio  of  the  total  of  payments  to 
claimants  to  legally  recoverable  damages,  after  payment  of  fees 
and  expenses 

$1.754.921.204 
divided  by  $2,935,686,104  =  59.78% 
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Exhibit  3 

Percente2e  of  Attorneys  Fees  in  Class  Actions 

A  Study  Prepared  by  Class  Action  Reports 
(Involving  404  Cases  from  1973  -  1990) 


Recovery 
Range 

($ 
millions) 

No.    of 
Cases 

Aggregate 
Class 

Recovery 
($     millions) 

Fees 

* 
Costs  as  % 

Atty 
Hrs. 

Multiplier 

Current 

Hourly 

Rate 

(la    10/90    $) 

ZSSQm 

12(12)* 

2,299  046 

8.2 

336343 

1.78 

463.59 

Antitrust 

11(7) 

1.485.816 

13.0 

464.158 

256 

40961 

S20<S50m 

22(20) 

692.246 

17.8 

266,400 

2.45 

464.76 

Antitrust 

9(6) 

257.250 

14  1 

//6.5>69 

7.74 

279/J 

S10<S20m 

41  (34) 

574.795 

25.9 

364,061 

1.75 

353.95 

Antitrust 

9(7) 

130259 

13.0 

74.654 

1.47 

295.75 

S5<S10m 

49(43) 

335.023 

25.8 

277,230 

1.53 

319.90 

Antitrust 

16(15) 

109364 

222 

101573 

2.01 

306.31 

S3<S5m 

52(48) 

202.682 

28.6 

214,191 

1.55 

303.22 

Antitrust 

9(8) 

35  152 

2J.7 

29824 

7.74 

308.49 

52<S3m 

31(25) 

72.413 

25.2 

65,165 

1.33 

291.60 

Antitrust 

6(5) 

14558 

21.1 

18.930 

1.45 

197.80 

Sl<S2m 

48  (37) 

65.664 

28.3 

83,702 

1.14 

227.60 

Antitrust 

4(3) 

6.863 

2*.S 

;  1.674 

1.11 

171.48 

<Slm 

79  (64) 

39.494 

27.2 

84,550 

0.89 

170.52 

Antitrust 

6(5) 

2.0J2 

34.2 

6^75 

1.12 

174.78 

Securities 

334    (283) 

4,281.362 

15.2 

1,691.642 

1.72 

363.38 

Antitrust 

70    (56) 

2,041.295 

;j.« 

824,000 

2.17 

354.19 

'Numbers  in  parentheses  refer  to  cases  far  which  there  are  hourly  data. 
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PREPARED  STATEMENT  OF  GORDON  AND  ELIZABETH  BILLJPP 

My  name  is  Gordon  Billipp  and  I  live  in  Jaffrey,  New  Hampshire.  I  graduated 
from  Columbia  College  in  1943  with  a  degree  in  business  administration.  Served  as 
naval  officer  in  the  Pacific  in  World  War  II.  After  the  war,  I  corked  for  the  Arm- 
strong Cork  Company  (now  Armstrong  World  Industries)  for  twenty-four  years.  Re- 
signed in  1969  and  moved  to  New  Hampshire  where  I  bought  a  metal  stamping 
business.  Operated  it  to  1982,  sold  it  and  retired. 

My  wife,  Betty,  attended  Wilson  College  in  Chambersburg,  Pennsylvania  on  a  full 
scholarship.  Class  of  1946,  and  majored  m  English. 

After  raising  our  four  sons,  she  worked  in  real  estate  for  twelve  years  until  she 
too  retired.  Has  just  completed  years  of  service  on  the  Board  of  Directors  of  a  retire- 
ment home  and  a  non-profit  community  day  care  center  both  in  Peterborough,  New 
Hampshire. 

I  was  a  Director  of  Vermont-New  Hampshire  Blue  Cross/Blue  Shield  and  am  serv- 
ing my  twenty-second  year  on  the  Board  of  Directors  of  the  Granite  Bank  of  Keene 
and  its  predecessor. 

Our  educational  and  work  backgrounds  have  been  listed  because  we  have  worked 
hard  for  ourselves,  our  family  and  our  community.  We  are  here  today  because  we 
believe  that,  while  our  legal  system  may  not  be  perfect,  it  has  worked  to  provide 
us  with  some  recovery  of  losses  caused  by  civil  crimes  committed  against  us  and 
many  others. 

In  1985,  we  purchased  bonds  in  a  retirement  home  venture  that  we  felt  was  a 
good  investment,  both  for  ourselves  and  for  an  industry  that  serves  the  largest  cat- 
egory of  citizens  in  the  United  States,  the  elderly. 

In  all,  $16  million  of  Spartanburg,  South  Carolina  revenue  bonds  were  sold  to  con- 
struct and  operate  a  privately-operated  retirement  center  there.  We  bought  $20,000 
of  the  Bonds. 

However,  due  to  the  fraudulent  activities  of  the  promoters  and  the  so-called  legal, 
accounting  and  broker  professionals  involved,  our  investment  became  worthless 
within  months  of  the  opening  of  the  center. 

After  looking  into  the  cause  of  the  failure  we  learned  for  the  first  time  that  the 
developer,  Mr.  C.D.  Stone,  was  a  convicted  felon  and  that  he  and  the  accounting 
firm  had  worked  together  on  other  retirement  home  bond  deals,  almost  all  of  which 
had  failed. 

We  also  learned  that  the  underwriter,  Bob  Buchanan  of  Buchanan  and  Company 
of  Jackson,  Mississippi,  had  sold  most  of  the  bonds  by  sponsoring  free  lunches  in 
retirement  homes  in  Arizona  and  Florida  and  by  falsely  representing  to  the  resi- 
dents of  those  homes  that  the  bonds  were  ninety-nine  percent  safe — and  as  safe  as 
U.S.  Treasury  bonds.  I  have  attached  a  copy  of  a  Forbes  magazine  article  describing 
Mr.  Buchanan's  unscrupulous  sales  tactics. 

Litigation  was  our  only  hope  of  recovering  any  portion  of  our  money.  We  filed  a 
class-action  lawsuit  on  behalf  of  ourselves  and  almost  2,000  others  to  recover  the 
bondholders'  lost  investment.  The  litigation  was  slowed  down  only  by  obstacles  engi- 
neered by  the  defendants,  most  of  whom  were  represented  by  insurance  companies. 

The  insurance  companies  hired  lawyers  who  seemed  to  subscribe  to  a  theory  that 
they  best  way  to  represent  a  client  is  not  to  address  the  merits  of  the  litigation, 
but  to  overload  the  plaintiffs'  attorneys  with  extraneous  briefs  and  motions,  Dy  de- 
manding our  tax  returns,  requesting  particulars  on  our  income  and  our  investment 
history  and  practices.  Their  purpose  was,  I  am  sure,  to  either  dissuade  us  from  con- 
tinuing with  the  lawsuit  or  to  find  something  that  said  that  we  were  "sophisticated" 
investors  and  should  have  known  that  the  defendants  were  out  to  steal  our  money. 
In  other  words,  that  we  the  victims  were  to  blame  for  our  misfortune. 

Eventually,  most  of  the  insurance  companies'  lawyers  decided  to  settle  the  case. 
A  large  portion  of  the  settlement  funds  came  from  the  accounting  firm  defendants, 
who  started  out  with  a  five  million  dollar  policy  ($5,000,000)  but  could  pay  only 
about  $750,000  to  settle  the  case  because  their  lawyers'  fees  and  prior  settlements 
had  used  up  the  original  coverage. 

When  all  was  said  and  done,  the  bondholders  recovered  about  $10  million  out  of 
the  $16  million  they  had  invested.  Although  we  did  not  recover  all  of  our  invest- 
ment, we  were  also  partly  vindicated  by  the  criminal  convictions  of  Mr.  Stone,  Mr. 
Buchanan  and  two  others  involved  in  the  project.  We  are  glad  that  we  received  some 
remuneration  and  feel  that  our  efforts  may  have  helped  to  end  the  careers  of  a  num- 
ber of  fraudulent  operators. 

Maybe  there  are  things  that  need  to  be  fixed  in  our  legal  system.  But,  as  voters, 
taxpayers,  and  insurance  customers  and  victims  of  fraud  we  ask  that  you  not  make 
it  more  difficult  for  people  like  us  to  initiate  suits  to  recover  losses  caused  by  fraud. 
If  the  law  had  required  Betty  and  me,  other  bondholders  or  our  lawyers  to  pay  the 
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defendants'  exorbitant  legal  fees  if  we  were  to  lose  the  case,  we  never  would  have 
stuck  our  necks  out  to  represent  the  2,000  investors,  many  of  whom  had  invested 
the  savings  of  a  lifetime. 

I  know  that  frivolous  litigation  is  sometimes  filed.  But  I  also  know  that  requiring 
the  plaintiff  in  a  securities  class  action  (whose  personal  investment  may  have  been 
small)  to  assume  the  risk  of  paying  many  times  that  amount  to  the  other  side's  law- 
yers, will  discourage  the  filing  of  as  many  meritorious  suits  as  frivolous  ones. 

Had  we  not  filed  this  suit,  I  believe  the  bondholders  would  have  recovered  very 
little  of  their  investment  and  Messrs.  Stone  and  Buchanan  would  still  be  on  the 
street  selling  more  junk  municipal  bonds,  instead  of  serving  time  in  prison. 

I  am  told  that  there  are  criticisms  leveled  at  the  age-old  principle  of  ioint-and- 
several  liability.  But  if  an  accounting  firm,  lawyer  or  other  professional  willingly  as- 
sociates himself  or  herself  with  an  unscrupulous  developer,  they  should  have  to  pay 
the  full  price  for  the  consequences  of  that  relationship.  No  one  is  forced  to  sell  secu- 
rities to  the  public.  If  they  don't  want  to  assume  the  responsibilities  imposed  by  law 
for  entering  the  public  securities  market,  they  should  borrow  the  money  from  a 
bank  instead  of  selling  bonds  to  individual  investors. 
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Forbes 


Congress  gave  a  tax  break  to  developers  of 
retirement  communities.  Some  break.  It 
leaves  senior  citizens  in  bankrupt  retire- 
ment homes  and  has  cost  bond  buyers 
around  a  half  billion  dollars  in  losses. 

An  expensive 
free  lunch 


By  Matthew  Schifrin 


Retired  Akmy  Colonel  Thomas 
Miller  well  remembers  the  day 
he  attended  a  free-lunch  in- 
vestment seminar  at  Tucson's  OK 
Corral.  After  dining  on  steak  and  po- 
tatoes, the  72-year-old  Miller  and 
about  two  dozen  other  gray-haired  se- 
niors listened  to  a  pitch  on  tax-free 


investing  in  the  retirement  industry. 
The  seminar's  sponsor:  Buchanan  & 
Co.  of  lackson,  Miss. 

"They  were  very  smooth,"  says 
Miller.  'They  told  us  that  municipal 
bonds  were  99%  safe."  Three  years 
and  five  lunches  later,  Miller  has  al- 
ready lost  566,500  of  the  $131,000  he 
invested  in  bonds  secured  by  nonprof- 
it retirement  communities. 


I'mxm  ivtint*.  (jiluiivl  TfoimilS  mill  Mtny  Milhr 
Their/ree  lunches  have  cost  them  $66,500  so  Jar. 


And  not  only  bondholders  .ire  being 
elicited.  One  of  Miller's  delauhcd 
bonds  is  for  the  240-unit  Skvlyn  Hall 
retirement  center  in  Spartanburg,  S.C. 
lust  a  few  days  before  Skylyn's  bank- 
ers foreclosed,  Julia  Manning  paid 
S34.000  for  a  Skylyn  unit.  At  93,  Man- 
ning requires  a  companion  to  help  her 
get  by  from  day  to  day  Adding  to  her 
worries,  Skylyn's  promised  on-prcm- 
iscs  nursing  home  may  never  open. 

Manning  and  Miller  arc  only  two 
among  tens  of  thousands  of  victims  of 
a  billion-dollar  tax-exempt  bond  scan- 
dal. II  you  haven't  heard  of  this  scan- 
dal, it's  because  there's  no  sure  way  of 
tracking  the  issuers  or  the  victims, 
since  these  elderly-housing  issues  are 
exempt  from  SEC  registration.  Con- 
gress accorded  them  that  dubious  ex- 
emption by  allowing  them  to  be  treat- 
ed as  "municipal"  bonds.  This  much 
is  now  clear:  Over  SI  billion  in  de- 
faulted retirement  facility  and  nurs- 
ing home  bonds  have  already  cost  un- 
wary investors  hundreds  of  millions 
of  dollars. 

No  underwriter  has  been  more  ag- 
gressive in  this  game  than  Buchanan 
&.  Co.  of  Jackson.  Over  the  last  five 
years  this  obscure  brokerage  has  un- 
derwritten some  S600  million  worth 
of  tax-exempt  retirement  center  and 
nursing  home  bonds.  Of  the  estimat- 
ed S5  billion  worth  of  such  bonds 
marketed  nationwide  in  the  last  ten 
years,  over  SI  billion  worth,  raised  in 
100  issues,  has  gone  into  default. 
About  half  of  the  100  defaulted  issues 
were  marketed  by  Buchanan  &.  Co. 

Congress  has  closed  the  door  on 
most  other  tax-free  revenue  bonds  lor 
subicctcd  them  to  state-by-statc  ceil- 
mgsl.  With  brokers  thus  gasping  lor 
product  to  peddle,  tax-exempt  financ- 
ing lor  retirement  facilities  has  been 
jitracung  such  big-time  underwriters 
as  Smith  Barney  and  Morgan  Stanley 
Hut  ihcy  have  been  iclaiively  small 
players.  Buchanan  has  been  one  ol  ihc 
biggest  plavcrs,  llooding  the  market 
wuh  lax-exempt  paper  with  little  ic- 
g.ird  to  the  quality  ol  the  pioiccts  se- 
cured by  the  bonds.  During  the  late 
1970s  and  early  l9S0s  Buchanan  did  a 
successful  business  in  underwriting 
tax-exempt  bonds  lor  utility  distuets 
and  nursing  homes  Why  mil  transler 
i  his  success  io  I  be  linancingolfered  in 
retirement  home  pioiccts-  Buchanan 
plowed  ahead. 

[■'hi   Buchanan,   which  already  had 
ollices  set  up  in  Tampa,  Tucson  and 
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iithci  Sunbcli  cmcs,  maikciiiiK  the 
bonds  proved  ;i  snap,  l-<>r  laiKCl  inves- 
tors, i he  lnm  aimed  .u  senior  citizens, 
wlui,  .liter  .ill,  would  naturally  he 
sympathetic  to  the  purpose  ol  the 
proieets  |As  3  rule,  however,  inves- 
tors were  not  also  residents. I  At  the 
lunch  seminars,  bondholders  claim, 
salesmen  would  routinely  suggest 
that  retirement  centers  were  just  like 
nursing  homes  and  that  municipal 
bonds  were  as  good  as  money  in  the 
bank.  Buchanan  advertised  iuicy  tax- 
free  rates— 12%  to  16% — on  (irst 
mortgage  bonds.  To  attract  developers 
and  proieets  to  finance,  Buchanan  ad- 
vertised 100%  financing  in  health  in- 
dustry trade  magazines. 

The  brains  of  the  operation  was — 
and  is — Robert  Buchanan  Jr.,  51,  a 
penny-pinching  onetime  pharmacist 
and  son  of  a  Mississippi  preacher. 
Known  as  a  taskmaster  who,  former 
employees  say,  goes  out  ot  his  way  to 
check  the  return  slots  of  pay  tele- 
phones lor  uncollected  coins,  Buchan- 
an personally  does  much  of  the  dig- 
ging that  turns  up  promotablc  prot- 
ects. He  declined  to  be  interviewed  for 
this  story,  clearly  preferring  to  keep  a 
low  profile. 

What  buyers  of  the  bonds  did  not 
always  realize,  however,  is  that — as 
with  other  private-purpose  revenue 
bonds — the  nominal  issuer,  a  munici- 
pality, is  not  in  fact  the  borrower. 
These  are  not  full  faith  and  credit 


.  titiixuiail  &  Co  •*  KalKri  titidxiiuiii  /r. 
Keeping  a  low  profile  in  Jackson. 

bonds.  The  municipality  simply  lends 
its  tax-exempt  status  to  a  special, 
nonprofit  entity  created  to  own  and 
run  the  project  once  it  is  built.  So 
even  though  bond  prospectuses  bran- 
dish names  like  New  |erscy  Economic 
Development  Authority  and  the 
Mesa,  Ariz.  Industrial  Development 
Authority,  the  entity  backing  the 
bonds  is  actually  the  poorly  capital- 
ized nonprofit  entity. 
No  surprise  that  the  S5.S  million 


retirement  village  in  Bowling  Given. 
Kv  ,  .i  Buchanan  bond  issue  th.u  came 
out  in  19X3,  is  trading  .it  about  10 
(.cms  on  the  dollar  alter  defaulting  in 
lnSJ  Hunt's  Healthcare,  .in  Indiana 
nursing  home  Buchanan  underwrote 
in  IVKS,  is  going  (or  75  cents,  even 
though  it  is  still  paying  interest— out 
of  its  reserve  fund,  however. 

"These  arc  the  penny  stocks  ol  the 
bond  business,"  says  Richard  Lch- 
mann,  whose  Miami-based  Bond  In- 
vestors Association  tracks  defaults  of 
both  muni  and  taxable  bonds.  Most  of 
the  retirement  home  issues  arc  unrat- 
ed by  Moody's  or  S&.P,  and  like  all 
municipals  they  arc  not  registered 
with  any  state  or  federal  regulatory 
agency. 

Thus  unrated  and  unregistered,  the 
bonds  could  not  be  easily  sold  to  well- 
■  intormed  investors.  Which  is  why  Bu- 
chanan went  out  and  beat  the  bushes 
for  relatively  unsophisticated  inves- 
tors tempted  by  high  yields. 

One  reason  so  many  of  Buchanan's 
proieets  flop  is  that  the  sites  arc  hasti- 
ly chosen  and  arc  often  totally  inap- 
propriate locations  for  retirement 
homes.  Take  the  Edwinola  retirement 
center,  a  255-unit,  Buchanan-financed 
project  located  smack  in  the  center  of 
run-down  Dade  City,  Fla.,  30  miles 
north  of  Tampa.  Four  months  alter 
opening  in  late  1983  the  proicct  filed 
for  bankruptcy,  having  attracted  few- 
er than  15  residents. 


The  ten  worst 

Apart  from  the  $2.25  billion  WPPSS  bankruptcy,  the  Si      the  worst  muni  bond  disaster  in  history.  Below,  the  ten 
billion  in  defaulted  retirement  facility  bonds  stands  as      biggest  underwriters  of  these  issues. 

Underwriter 

Defaults 
(Smill 

Nuntber  ol 
projects 

Comment 

Buchanan  &.  Co. 
lackson,  MS 

S3v0t 

31 

Free  lunch  seminars  corralled  some  $600  million  ol  bond  buyers.  Most  feasibility 
studies  Horn  Mav  Znna  c*  Co 

Ilereth,  Orr  tt  Jones* 

Atlanta,  GA 

270t 

10 

After  several  defaults  ul  bonds  it  underwrote,  was  shut  down  late  1983  lur  net  capital 
violations  Feasibility  firms  include  Laventhul  N  Horwath.  Price  Waterltouse 

Swmk  &  Co. 
Utile  Rock,  AR 

I0M*. 

7 

Aiter  retirement  protects  in  4  states  defaulted,  still  very  active  in  >unk  mums 
Feasibility  hrms  include  Lavcnthol,  Mav  Zima 

Henderson  Few  b.  Co. 
Atlanta,  GA 

106* 

A 

Founder  Gerry  Henderson  moved  from  Atlanta  tu  Sarasota,  Fla.  Now  active  in 
retirement  center  workouts. 

Miller  &.  Schroeder 
Minneapolis,  MN 

97t 

a 

Placed  many  of  its  hoods  in  insured  unit  trusts   feasibility  firm    Laventhol 

J.  .Mi lion  Newton  4.  Co 
St.  Petersburg,  ft 

.- 

54 

J 

Founder  I   Milton  Newton  taught  RuOeri  Buchanan  It    the  business   Alier 
(manual  reversals  in  iyH4.  Newton  committed  suicide  in  office. 

(urart  i.  Moody 
St.  Paul,  MN 

36 

■y 

Successful  in  utility  district  bonds,  encountered  prohlcms  in  retirement  centers 

III v € h  Fastnian  PaitteWebher 
New  York.  NY 

lit 

1 

IX-laulted  retirement  home  bonds  settled  in  IVS5  lot  VI  cents  on  the  dollar 

Herbert  |.  Sinuns 
Xrr*  York.  NY 

3Jf 

1 

Only  default  ol  the  dozens  ol  tetifemeot  CCllltn*  it  has  under  win  ten   Pelault  settled 

in  ly>»*i  Iset  lUvih  Eastman) 

|    Merrill  Lvnch 

j   New  York,  NY 

32* 

I 

Failed  Westminster  Village  in  Daphne.  Ala   refinanced  iwkc,  nuwwt% 
uccupied   Meinll  l.vnch  made  eu.id  the  losses  til  iinftmal  bo   dholJcfS 

1     **••>  :■  Mii;cr  iii  ImimiH-v« 

Hull  .Mil 

MMN  Ul-UtMAl  Ul  m- 

llkkTUll 

... 

•!mluoV>  pan*  i|».io.io  io  icIUiik  >miUh.iic  ul  ISJ  ihiIImmi  Knval  Kvyvius  pforeil 

s"""«  /trvit/  fi»tVi«)  AwKkMNM  litiitk  fiiuttvy  lAwkr*  /nw? 
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In  short,  some  piutccts  were  Inn  It 
more  as  nil  excuse  (at  issuing  bonds 
th.in  nn  the  h;isis  ol  sound  studies 

In  some  cases,  construction  costs 
were  allowed  to  escalate  mil  of  con- 
trol. In  one  sued  protect,  the  I'ataskal.i 
Country  Manor  in  Licking  County, 
Ohio,  Buchanan  raised  S2.3  nullum 
through  a  1985  tax-exempt  hond  is- 
sue. But  all  the  money  was  gone  be- 
fore construction  was  completed. 

In  virtually  all  the  cases,  Buchanan 
and  its  partners  routinely  skimmed 
off  so  much  money  in  upfront  under- 
writing and  related  fees  that  there  was 
little  left  to  execute  the  project  itself. 

Take  Buchanan's  Sun  Mesa  Health 
Care  Protect  outside  Phoenix,  Ariz. 
Less  than  S9  million  of  the  original 
SI 5.5  million  bond  issue  in  1984  was 
allotted  for  land  and  construction. 
Most  of  the  rest  was  committed  to 
fees,  including  more  than  SI. 6  mil- 
lion, or  10%,  to  Buchanan  itself.  Ac- 
cording to  the  prospectus,  around 
$500,000  in  fees  was  for  marketing 
the  units.  But  marketing  was  legally 
impossible — since  the  promotors  nev- 
er got  the  necessary  state  permit. 

The  now-defunct  Atlanta  office  of 
May  Zima  fit  Co.,  a  firm  listed  on 
dozens  of  failed  retirement  protects, 
came  up  with  Sun  Mesa's  rosy  feasi- 
bility study.  According  to  May  Zima's 
assumptions.  Sun  Mesa,  which  never 
opened,  would  be  up  to  90%  occupied 
within  three  years  of  the  bond  issue. 
At  the  time,  there  were  3,254  units  in 
other  retirement  homes  already  oper- 
ating in  the  area  and  another  725 
units  under  construction.  All  this  was 
routinely  mentioned  in  the  prospec- 
tus, but  most  of  Buchanan's  bond  buy- 
ers weren't  the  kind  who  read  pro- 
spectuses. 

Not  satisfied  with  fat  fees,  Buchan- 
an &  Co.  has  found  a  way  to  profit 
from  its  failures  by  speculating  in  the 
defaulted  issues.  When  protects  fail, 
Buchanan's  brokers,  as  markct- 
makcrs,  can  buy  back  the  bankrupt 
bonds  at  20  cents  to  40  cents  on  the 
dollar.  At  the  same  tunc  Buchanan 
sometimes  brings  in  a  workout  team 
to  help  revive  the  protect. 

Buchanan  has  had  company  in  re- 
tirement underwriting  Merrill  Lynch 
underwrote  a  S32  million,  292-unit 
Alabama  retirement  center  that  went 
bust  nearly  three  years  alter  the  bonds 
were  issued.  To  its  credit,  Merrill 
Lynch  made  good  the  losses.  Hut  less 
than  I0°«.  (it  the  defaulted  protects 
have  been  underwritten  by  major 
(inns  The  primary  peddlers  <>l  these 
unrated  high-yielding  tax  exempts  are 
regionally  based  muni  dcalcis — like 
Buchanan — clearly  unable  and  un- 
willing to  make  investors  whole. 


Buchanan  ^  Co  is  lacing  at  ...isi 
six  lawsuits  in  lour  stales  A  i.ouil 
victory  lor  investors  could  be  ho.i.iw, 
however.  Last  year  the  linn  lost  >2  S 
million,  according  to  the  Mississippi 
securities  commissioner,   and   as  ol 


in  capital,  lis  a  lesson  thai  investors 
keep  learning  over  again  ilic  liaid  wav. 
Bonds  iii.it  p.iv  way  above  niaike:  in- 
iciest  i.nes  may  be  no  baigain  Ami 
lust  because  .something  has  a  tax  hen- 
cl it    doesn't    mean   that    it's   a   good 


October  IVN7  was  down  in  .>4ls.'XH)      investment    ■ 

Spend  more,  the  U.S.  urges  Japan.  'The  Jap- 
anese are  responding,  but  in  ways  that  do 
the  U.S.  little  good.  They  are  gorging  on 
gold,  diamonds,  jewehy. 

Enjoy!  Enjoy! 


By  Andrew  Tamer 


T|adaiiiko  Fukami  recalls  with 
relish  when  the  Tokyo  stock 
market  tested  new  heights  last 
August.  Waves  of  wealthy  customers 
swarmed  to  his  Yamazaki  Co.  stores, 
where  many  of  them  plopped  down 
million-yen  bundles  of  notes  wrapped 
in  the  paper  of  Japanese  securities 
companies. 

Having  sold  stocks,  what  were  they 
buying?  Cold,  platinum,  diamonds 
and  other  precious  metals  and  jewelry 
pieces.  Annual  sales  at  Fukami's  Ya- 
mazaki have  doubled  (in  yen  terms)  in 


five  years,  to  S230  million.  "People 
have  become  rich  here,"  explains  Fu- 
kami. "But  they  can't  afford  in  buy 
land  or  houses,  so  they're  buying  jew- 
elry instead." 

lapan  is  entering  a  golden  age.  After 
sweating  and  sacrificing  to  rebuild 
their  economy  and  supply  themselves 
with  modern  life's  basics,  middle- 
class  lapancsc  arc  now  beginning  to 
indulge  themselves  in  life's  luxuries, 
from  mink  coats  and  BMWs  to  pre- 
cious metals  and  jewelry. 

To  catch  some  of  the  spending, 
trading  companies  such  as  Sumitomo 
Corp.,  (apan's  biggest  gold  dealer,  arc 
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"The  government  wcu  loo  confident. " 
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PREPARED  STATEMENT  OF  RUSSELL  E.  RAMSER 

I  like  a  good  lawyer  joke  just  like  everybody  else.  But  when  I  see  who  it  is  that 
wants  to  "reform"  our  judicial  system,  I  know  that  something  is  wrong  with  the  pic- 
ture. 

From  1985  through  1989,  I  bought  over  $100,000  worth  of  municipal  bonds  to  fi- 
nance the  operation  of  nursing  homes  in  Terre  Haute,  Indiana,  Sullivan,  Illinois, 
South  Beloit,  Illinois,  Effingham,  Illinois,  Forsyth,  Illinois,  Atlanta,  Illinois,  ana 
Franklin  Grove,  Illinois.  The  issuer  of  all  these  bonds  was  First  Humanics  Corpora- 
tion, which  was  represented  to  be  a  Christian  organization  devoted  to  caring  for  sen- 
ior citizens.  I  bought  the  bonds  because  I  needed  the  regular,  supposedly  safe,  in- 
come for  my  retirement,  and  I  liked  the  fact  that  my  money  would  be  put  to  a  good 
use. 

What  neither  I,  nor  the  4,000  other  bond  investors  knew,  was  that  the  money  we 
were  paying  for  our  bonds  was  not  being  used  to  fix  up  and  operate  the  nursing 
homes  as  had  been  represented  to  us;  it  was  being  used  to  buy  the  developer,  Lee 
Sutliffe,  a  yacht  in  Fort  Meyers,  Florida.  We  didn't  know  and  weren't  told  that  Mr. 
Sutliffe  was  a  con  artist  who  had  been  caught  impersonating  a  bond  lawyer  for  a 
number  of  years.  We  didn't  know  and  weren't  told  that  Mr.  Sutliffe  had  been  con- 
victed of  cheating  on  his  taxes.  We  didn't  know  and  weren't  told  that  the  man  he 
hired  to  run  his  nursing  homes  had  been  run  out  of  the  State  of  Florida  for  provid- 
ing substandard  care  to  his  nursing  home  residents  there.  And  although  we  were 
given  a  long  list  of  other  nursing  home  projects  that  Mr.  Sutliffe  had  developed,  we 
weren't  told  that  every  one  of  those  projects  was  a  failure. 

I  believed  what  I  was  told  in  the  prospectuses  because  they  were  prepared  by  law- 
yers who  were  supposed  to  be  experts  in  the  field,  and  the  feasibility  studies  were 
prepared  by  the  international  public  accounting  firms  of  Deloitte  &  Touche  and 
Price  Waterhouse.  I  never  would  have  imagined  that  these  so-called  professionals 
would  do  business  with  a  man  like  Lee  Sutliffe  had  they  known  of  his  past — but 
they  did. 

In  1989,  all  of  Sutliffe's  nursing  homes  bankrupted  simultaneously.  That  came  as 
a  shock  because  we  had  been  told  in  the  prospectuses  that  each  bond  issue  stood 
on  its  own.  If  one  nursing  home  failed,  it  would  not  affect  the  other  homes  developed 
by  Sutliffe.  The  truth  is  that  the  homes  were  being  operated  by  Sutliffe  as  a  Ponzi 
scheme,  and  the  money  being  raised  in  each  bond  issue  was  being  used  to  pay  his 
personal  debts  and  to  pay  debts  at  other  nursing  homes.  Sutliffe  was  robbing  Peter 
to  pay  Paul. 

A  bondholders'  committee  was  formed  in  the  bankruptcy,  and  I  volunteered  to 
serve.  I  was  surprised  to  find  out  that  the  SEC  has  no  oversight  over  the  municipal 
bond  markets.  People  like  Lee  Sutliffe  do  not  have  to  have  the  SEC's  permission 
to  sell  municipal  bonds.  The  only  recourse  we  had  was  to  file  a  lawsuit. 

When  our  lawyer  filed  the  suit,  the  army  of  defense  lawyers  (who  were  paid  by 
the  hour)  began  to  attack  not  only  our  positions  on  the  merits  of  the  case,  but  my- 
self and  my  family.  They  accused  us  of  filing  frivolous  litigation,  and  tried  to  talk 
the  judge  into  awarding  sanctions  against  us.  They  tried  to  get  the  judge  to  dis- 
qualify our  lawyers  from  representing  us.  Their  investigators  tried  to  dig  up  every 
little  piece  of  dirt  they  could  find  on  the  bondholders  and  on  our  lawyers  in  an  effort 
to  scare  us  into  dropping  the  suit.  It  didn't  work. 

A  few  months  after  we  filed  the  suit,  the  Supreme  Court  handed  down  a  decision 
that  shortened  our  statute  of  limitations.  Relying  on  the  old  limitations  period,  our 
lawyers  had  taken  three  or  four  months  to  carefully  investigate  the  merits  of  the 
case  before  filing  a  lawsuit.  But  as  a  result  of  that  Supreme  Court  decision,  our  case 
was  dismissed.  If  our  lawyers  had  not  been  so  careful,  the  case  would  have  been 
timely.  I  wrote  letters  to  several  Members  of  this  Subcommittee  asking  you  to  sup- 
port legislation  to  overturn  the  retroactive  effect  of  that  Supreme  Court  decision, 
and  thankfully,  you  did  so.  After  that  act  was  passed,  we  asked  the  judge  to  rein- 
state our  case,  but  the  accounting  firms  didn't  care  what  the  Congress  had  said. 
They  argued  that  your  legislation  was  unconstitutional.  The  judge  saw  through 
their  bluster,  and  sent  our  case  to  a  jury. 

In  February  of  last  year,  we  were  allowed  to  try  the  liability  of  Sutliffe  and 
Deloitte  &  Touche  in  a  Cincinnati  Federal  court.  Deloitte  &  Touche  never  offered 
one  cent  to  settle  the  case  before  trial.  But  after  an  eight-week  trial,  a  jury  of  nine 
Ohio  citizens  found  Deloitte  &  Touche  and  Lee  Sutliffe  guilty  of  racketeering,  Fed- 
eral securities  violations  and  fraud.  The  jury  found  that  Deloitte  &  Touche  knew 
about  Sutliffe's  past,  and  knew  that  the  nursing  homes  were  being  operated  as  a 
Ponzi  scheme,  and  conspired  with  Sutliffe  to  hide  those  facts  from  the  public. 
Deloitte  &  Touche  paid  us  $15  million  to  settle  the  case,  and  Price  Waterhouse, 


169 

after  seeing  what  a  jury  of  Ohio  citizens  thought  of  Deloitte  &  Touche,  paid  us  an- 
other $11,800,000.  Sutliffe  eventually  pleaded  guilty  to  securities  fraud. 

All  together,  our  lawyers  recovered  over  $46  million  for  the  bondholders.  Even 
after  paying  attorneys  fees,  the  bondholders  as  a  whole  received  approximately  50 
percent  of  their  losses.  Plus,  our  bondholders'  committee  hired  new  management  to 
run  the  nursing  homes,  and  most  of  the  homes  now  are  able  to  pay  their  bills  and 
are  paying  some  of  the  interest  on  the  bonds. 

I  know  that  it  is  fashionable  in  some  circles  to  criticize  our  judicial  system.  But 
in  my  case,  the  system  worked.  The  judge  saw  through  the  defendants'  attempts  to 
confuse  the  issues,  stopped  most  of  their  attempts  at  harassment,  and  overruled 
their  efforts  to  get  him  to  ignore  your  legislation.  I  understand  that  there  is  a  big 
push  going  on  to  reform  our  litigation  system,  including  a  new  "loser  pays"  rule,  and 
no  more  joint  and  several  liability.  If  either  of  those  "reforms"  had  been  the  law  two 

Sears  ago,  our  case  would  never  have  been  filed,  and  the  bondholders  would  be 
ankrupt  along  with  Mr.  Sutliffe.  My  lawyers  told  me  when  we  filed  the  case  that 
we  probably  would  have  to  take  it  all  the  way  through  trial,  so  I  knew  that  we  were 
gambling  my  time  for  the  next  two  years,  and  a  great  deal  of  expense  money,  on 
what  a  jury  would  say  about  the  accounting  firms'  conduct.  Although  I  was  com- 
fortable in  my  belief  that  the  bondholders  had  been  wronged  by  the  accounting 
firms,  I  would  not  have  filed  the  suit  if,  in  addition  to  devoting  my  time  to  the  case, 
I  would  have  been  required  to  pay  their  millions  of  dollars  of  attorney  fees  in  the 
event  that  the  jury,  or  a  judge,  did  not  agree  with  me. 

Likewise,  without  joint  and  several  li ability,  instead  of  being  made  almost  whole, 
the  bondholders  in  my  case  would  have  received  virtually  nothing.  The  issuer  of  the 
bonds,  First  Humanics  Corporation,  was  described  to  us  as  a  religious  organization 
devoted  to  caring  for  senior  citizens,  but  was  actually  a  shell  corporation  that 
Sutliffe  set  up  as  a  tax-exempt  organization  with  Deloitte  &  Touche's  assistance  so 
that  he  could  sell  municipal  bonds.  It  had  no  assets  and  was  in  bankruptcy.  Swink 
&  Co.,  the  primary  underwriter  of  the  bonds,  was  bankrupt  and  Mr.  Swink  was 
being  investigated  for  another  securities  fraud  (I  am  told  that  he  has  been  con- 
victed). Although  Mr.  Sutliffe  was  living  on  a  yacht  in  Florida,  we  knew  that  he  had 
taken  several  trips  to  the  Bahamas  and  we  doubted  that  we  would  ever  recover  any- 
thing of  any  significance  from  him.  Our  only  hope  of  recovery  was  from  the  account- 
ants and  lawyers,  without  whose  help  Sutliffe  could  never  have  sold  the  bonds. 

I  don't  think  that  accountants  should  be  given  any  special  treatment.  Sutliffe 
could  never  have  sold  his  junk  municipal  bonds  without  the  instant  credibility  of 
having  Deloitte  &  Touche  and  Price  Waterhouse's  names  on  the  cover  of  his 
prospectuses.  They  knew  about  his  problem  past  (and  present),  and  were  fully 
aware  of  their  responsibilities  under  the  securities  laws.  Nevertheless,  they  volun- 
tarily took  a  gamble  on  Sutliffe  and  sold  their  name  for  a  lot  of  money  in  order  to 
give  Sutliffe  the  credibility  he  needed  to  sell  his  bonds.  Nobody  twisted  their  arms 
and  forced  them  to  do  business  with  Lee  Sutliffe. 

Like  I  said,  I  can  bash  lawyers  with  the  best  of  them.  But  I  think  that  much  of 
the  lawyer  bashing  I  hear  is  being  pointed  in  the  wrong  direction.  I  can  tell  you 
from  first-hand  experience  that  the  delays  in  our  case  were  not  caused  by  the  plain- 
tiffs' lawyers,  who  only  get  paid  after  the  case  is  over.  The  delays  were  caused  by 
the  defense-lawyers  who  were  paid  by  the  hour  to  try  to  distract  the  judge  from  the 
merits  of  the  case  and  to  try  to  harass  the  plaintiffs  into  dropping  their  case.  Please 
be  careful  not  to  pass  legislation  in  the  name  of  "reform"  that  really  is  designed  to 
avoid  responsibility  for  actual  wrongs. 

One  more  thing.  Please  do  not  forget  that  securities  fraud  does  not  just  hurt  Wall 
Street  speculators.  Through  my  position  on  the  bondholders'  committee,  I  saw  many 
a  tear  on  the  face  of  retirees  who  lost  their  life  savings  on  what  they  thought  were 
safe  investments — municipal  bonds.  And  please  don't  forget  the  senior  citizens  who 
were  living  in  these  nursing  homes.  Because  Sutliffe  and  the  accountants  raked  off 
so  much  money  in  up-front  fees,  not  only  were  the  nursing  homes  unable  to  pay  the 
interest  on  the  bonds,  they  were  unable  to  take  proper  care  of  the  senior  citizens 
who  were  in  their  care.  At  trial,  I  saw  and  heard  evidence  that  in  some  of  the  Illi- 
nois homes  there  was  so  little  money  available  for  patient  care  that  patients  were 
not  moved  from  their  beds  and  had  bed  sores  so  extensive  that  the  bed  sheets  had 
to  be  cut  away.  One  man  was  found  to  have  gangrene  in  his  foot  so  severe  that 
maggots  could  be  seen  in  the  wounds.  One  elderly  man  was  permitted  to  wander 
off  the  premises  and  died  of  hypothermia. 

Please  don't  forget  these  innocent  senior  citizens,  who  through  no  fault  of  their 
own,  are  neglected  and  abused  because  some  big  accounting  firm  or  Wall  Street  out- 
fit was  more  interested  in  a  quick  buck. 
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Thorn  Apple  Valley 

Thorn  Apple  had  anv  stability.  It 
would  show  earnings  of  S7  million 
one  year  and  lose  $5  million  in  anoth- 
er, depending  on  the  hog  cycle. 

Joel  Dorfman  knew  that  he  would 
never  get  the  kind  of  price  he  wanted 
on  his  stock  so  long  as  the  earnings 
were  so  unpredictable.  The  stock  was 
at  3  in  1987,  versus  its  IPO  price  of  16. 
He  saw  a  way  out:  He  proposed  tight- 
ening management  structure,  design- 
ing a  marketing  plan  and  setting  up  a 
central  distribution  warehouse  in 
Michigan. 

But  dad  said  no.  He  didn't  want  to 
let  go  of  the  company  he  had  found- 
ed. Joel  Dorfman  suggested  taking 
the  company  private  in  a  leveraged 
buyout.  Henry  couldn't  see  taking  on 
die  necessary  debt,  so  he  again  said 
no.  Thorn's  big  compedtor.  Smith- 
field  Foods,  Inc.  (Forbes,  Feb.  3), 
offered  S10  per  share  for  the  compa- 
ny. This  dme  both  Dorfmans  said  no. 

But  Joel  was  getting  fed  up.  Dad 
knew  it.  In  1988  he  reluctandy 
stepped  aside.  Joel  took  over  and 
adopted  a  new  nadonal  sales  and  mar- 
keting plan  that  emphasized  high- 
margin,  premium  branded  products. 
Responding  to  industry  trends  to- 
ward leaner  products,  he  increased 
the  use  of  poultry ,  especially  turkey,  in 
processed  meat,  and  expanded  the 
product  line.  Drawing  on  his  knowl- 
edge of  the  hog  kill,  Dorfman  rede- 
signed Thorn  Apple  Valley's  hog 
slaughtering  faciliucs  in  Detroit  and 
Utah  to  give  each  employee  more 
room  and  time  to  work.  Production 
yields,  the  amount  of  salable  meat 
removed  from  the  hog,  increased 
from  56%  in  1989  to  a  "recent  59%. 
Even'  1%  improvement  in  yield  in- 
creases Thorn  Apple  Valley's  revenues 
by  S6  million. 

Today  old  Henry  Dorfman  doesn't 
regret  stepping  aside.  In  fiscal  1991 
Thorn  Apple  Valley  earned  over  S19 
million  on  revenues  of  S817  mil- 
lion— S4.43  ashare.  In  1992  earnings 
gamed  8%,  although  revenues  fell  9%. 
While  the  stock  is  up  more  than  ten- 
fold in  the  three  years  since  he  took 
over,  it  rankles  Joel  Dorfman  that  his 
r/F  lags  so  far  behind  those  of  com- 
petitors (sec  tabic,  p.  78).  Dad,  howev- 
er, isn't  taking  any  chances.  Last  De- 
cember the  elder  Dorfman  cashed  in 
500,000  Thorn  Apple  Valley  shares  at 
around  S33  a  share  an 


Here's  what  can  happen  to  nice  investors 
who  think  they  are  safe  just  because  a  Big  Six 
accounting  firm  is  involved. 

Reach  for 


the  sky! 


By  Richard  L.  Stern 


Lee  Suthrfe  and  girlfriend  Carol  Zandio 

They're  smiling,  but  the  bondholders  are  not. 


In  1987  the  Illinois  Department  of 
Public  Health  reported  shocking  con- 
ditions at  some  of  the  nursing  homes 
owned  and  operated  by  First  Human- 
ics  Corp.  Among  other  things,  in- 
spectors found  untended  elderly  pa- 
tients tied  to  wheelchairs  for  hours  at 
a  time.  Daily  food  budgets  at  some  of 
the  homes  were  cut  to  as  low  as  S2.1 5 
per  day  per  patient. 

In  the  end.  First  Humanics  didn't 
treat  its  public  investors  anv  better 
StartinginM.iv  1989,  First  Humanics 
stopped  nuking  interest  payments  on 
the  21  tax-exempt  revenue  bonds  it 
had  sold  separately,  many  of  them  io 
unsuspecting  amateurs  looking  for 
high  yield,  from  1984  to  1987." 


First  Humanics  had  used  the  mon- 
ey to  buy  17  nursing  homes  and  a 
retirement  center  in  Illinois  and  3 
nursing  homes  in  Indiana,  Michigan 
and  Pennsylvania.  In  September  1989 
First  Humanics  filed  for  Chapter  1 1 
bankruptcv  protection. 

Badlv  burned  were  about  4,000 
bondholders  who  wish  thev  had  never 
heard  of  Lee  Sutliffe,  the  promoter 
behind  First  Humanics  and  the  nun 
to  whom  (hey  had  entrusted  more 
than  SS2  million. 

Of  the  SS2  million  raised,  Sutiirt'e 
spent  onlv  S54  million  to  purchase 
nursing  homes  What  happened  to 
the  other  S28  million? 

Quite  a  hit  of  it  was  spent  sprucing 


Hirst  Hum  antes 
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up  the  acquired  homes  instead  of 
making  necessary  structural  improve- 
ments. Sutlirie's  girlfriend,  Carol 
Zandlo,  is  an  intcnor  decorator;  she- 
spent  hcavilv  on  drapes  and  furnish- 
ings  for  the  facilities. 

Millions  more  were  paid  in  fees  to 
help  make  First  Humanics'  bonds  sal- 
able. Optimistic  financial  forecasts 
were  prepared  by  r*o  of  the  nation's 
largest  accounting  firms — Touche 
Ross  &  Co.  (now  known  as  Deloitte 
&  Touche)  and  Pncc  Waterhousc — 
and  reviewed  by  investment  bankers. 

Sutliffc  and  Zandlo  also  pocketed 


hirst  Humanics' paper. 

In  the  laic  Seventies  Sutliffc 
worked  as  a  lawyer  in  Colorado  for  a 
nursing  home  operator.  That  job 
ended  when  his  emplovcr  learned 
Sutliffc  wasn't  a  lawyer. 

In  1985  the  state  of  Missouri  issued 
a  cease-and-desist  order  against  Sut- 
liffe  for  securities  registration  viola- 
tions and  false  filings  in  connection 
with  oil  and  gas  deals. 

Why  did  investors  put  their  money 
in  First  Humanics?  Virruaily  nothing 
was  revealed  about  Sutliffe's  history 
or  the  fact  diat  seven  of  his  prior  bond 


Bondholder  committee  chairman  and  ex-lighter  pilot  William  Ayers 
He  s  successfully  put  First  Humanics  in  his  sights. 


nearly  S2  million  in  development  and 
decorating  fees  Court  papers  alleee 
that  Sutliffc  took  at  least  one  kickback 
from  a  real  estate  agent  and  got  a 
S250,000  personal  loan  from  the  sell 
cr  of  a  nursing  home  Sutliffc  took  in 
•  an  estimated  S2.5  million  more  buv- 
ing  some  of  the  homes  himself,  and 
then  selling  them  to  First  Humanics. 
In  1975  Sutlilfc  pleaded  no  contest  to 
an  Internal  Revenue  Service  charcc  of 
criminal  failure  to  file  income  tax 
returns.  Sutlitl'e  allegedly  paid  pan  of 
the  overdue  ta\  with  monev  from  one 
of  the  bond  offerings. 

Is  Sutlilfc  in  jail:  .-Mas,  no.  A  tan  64- 
year-old  fellow  .  he  currently  lives  with 
Zaiulloon  a\aclu  in  Florida.  Had  the 
unrortunaic  bond  buvers  known 
about  Sutliffe's  background,  they 
might  have  been  less  tempted  to  bus- 


deals  were  going  bad,  or  that  the 
earlier  First  Humanics  deals  were  al 
ready  failing.  If  tax-exempt  securities 
were  subject  to  the  scrutiny  the  Secu 
nties  &c  Exchange  Commission  gives 
corporate  issues,  at  least  some  of  this 
would  probablv  have  been  disclosed 
But  in  the  unregulated  tax-exempt 
market,  due  diligence  and  disclosure 
too  often  arc  minimal. 

To  the  extent  that  investors  were 
reassured  by  the  high  quality  of  the 
firms  doing  forecasts  lor  First  Hu 
manics,  they  were  badlv  let  down. 

Sutliffc  and  Zandlo  might  have 
vachtcd  into  the  sunset  but  lor  one  ot 
their  shafted  bondholders:  William 
Avers,  a  5  1  year  old  retired  Air  Force 
tighter  pilot  who  owned  S2  million 
worth  ot  Sutlitfe's  paper.  In  19°(l 
Avers  became  head  of  a  bondholders' 


committee  thai,  through  the  bank- 
ruptcy courts,  eventually  took  control 
ol  the  nursing  homes  and  sued  the 
professionals  and  principals  that  were 
involved  in  First  Humanics. 

Avers  had  good  reason  to  be  mad. 
Touche  Ross  had  conducted  the  feasi- 
bility studies  on  Sutliffe's  first  1 2  First 
Humanics  issues.  Another  Big  Six 
accounting  firm,  Pncc  Waterhousc 
did  the  feasibility  studies  on  Sudiffe's 
last  9  issues.  Yet,  according  to  the 
bondholders'  complaints,  the  ac- 
countants knew  that  Sutliffe's  earlier 
proiccts  were  in  trouble  even  as  they 
wrote  new  reports  that  helped  him 
issue  his  later  bonds. 

Touche  Ross  denied  any  culpabil- 
ity. But  in  April  a  federal  court  iurv  in 
Cincinnati  found  Touche  liable, 
along  with  Sutlirfe  and  others,  on  civil 
charges  of  complicity  to  violate  secu- 
rities laws  and  the  Racketeer  Influ- 
enced and  Corrupt  Organizations  Act 
(RJCO).  Price  Waterhousc,  which  was 
to  go  on  trial  following  Touche,  set- 
tied  with  the  bondholders  soon  after 
the  verdict  against  Touche  came 
down.  Along  with  various  lawyers  and 
bank  trustees  who  acted  on  behalf  of 
First  Humanics,  Touche  and  Trice 
Waterhousc  hive  contributed  to  an 
unusually  hefty  settlement  totaling 
about  S43  million. 

Thanks  to  that  settlement,  First 
Humanics  may  have  a  relatively  happy 
ending  for  the  bondholders.  Three  of 
its  nursing  homes  have  already  been 
sold.  Some  First  Humanics'  bond- 
holders committee  members  arc  on 
the  board  of  a  new  company  that 
controls  the  other  IS,  about  half  of 
which  arc  now  starting  to  pay  interest. 
This,  plus  the  S43  million  settlement, 
means  that  bondholders  could  get  up 
to  SO  cents  on  their  invested  dollar — 
minus,  of  course,  the  costs  of  inflation 
and  forgone  interest. 

Investors  who  bought  other  high 
yielding  nursing  and  retirement  home 
bonds  in  the  mid  1980s  are  unlikely 
to  be  so  luckv  From  1986  through 
this  year,  215  of  these  issues,  with  an 
aggregate  face  value  of  SI. 5  billion, 
defaulted,  according  to  the  Bond  In- 
vestors Association 

There  are  rwo  morals  here.  One  is 
Don't  reach  for  yield  "flic  other  is 
Don't  assume  a  company  is  kosher 
just  because  it  is  stamped  kosher  bv  a 
famous-name  accounting  firm        ■§ 


Forbes  ■  Auimm  17.  19V  2 
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TESTIMONY  OF 

EDWARD  J .  RADETICH .  JR . .  CPA 

BEFORE  THE 

UNITED  STATES  SENATE 

SECURITIES  SUBCOMMITTEE 

COMMITTEE  ON  BANKING.  HOUSING  AND  URBAN  AFFAIRS 

JUNE  17.  1993 


Heffler  &  Company 

CERTIFIED   PUBLIC  ACCOUNTANTS 
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HEFFI.ER  &  COMPANY 

CASES  WE  HAVE  HANDLED 

OR  ARE  PRESENTLY  WORKING  ON 


Securities  Class  Action  Suits: 

AIA  Industries,  Inc. 

Aldon  Industries,  Inc. 

AM  International,  Inc. 

American  Carriers,  Inc. 

American  Integrity  Corp. 

American  Medical  Buildings 

American  Savings  &  Loan  Association  of  Florida 

Ames  Department  Stores,  Inc. 

Ampex 

Amre ,  Inc. 

Apache  Corporation 

Apollo 

Applied  Digital  Data  Systems,  Inc. 

Arizona  Public  Service 

Atlantic  Financial  Federal 

Atlantic  Dept.  Stores,  Inc. 

Avant-Garde  Computing,  Inc. 

AZL 

Beverly  Enterprises,  Inc. 

Blinder  Robinson  &  Co . ,  Inc. 

Boardroom  Business  Products,  Inc. 

Braniff,  Inc. 

Brickley  v.  EPIC 

Burroughs  Corporation 

Caesars  World,  Inc. 

California  Life  Corporation 

Calton,  Inc. 

Centocor,  Inc./Tocor  II,  Inc. 

Charter  Company 

Cincinnati  Gas  &  Electric  Company 

City Fed 

Coleco 

Commodore  International  Limited 

Computer  Devices,  Inc. 

Computer  Input  Services,  Inc. 

Crazy  Eddie,  Inc. 

Cullinet  Software,  Inc. 

Data  Access  Corporation 

Data  General  Corporation 

Digital  Equipment  Corporation 

Documation 

E.  F.  Hutton  Group,  Inc. 

Eliot  Savings  Bank 

Embassy  Suites 

Endo-Lase,  Inc. 

Engelhard 

Entourage  International,  Inc. 

Equitorial  Communications 

Falcon  Cable  Systems 

Farmers  Group  Stock  Options 

Fiberboard 

First  City  Bancorporation 
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HEFFLER  &  COMPANY 

CASES  WE  HAVE  HANDLED 

OR  ARE  PRESENTLY  WORKING  ON 


Securities  Class  Action  Suits:   (Continued) 

First  Fidelity  Bancorporation 

First  Jersey  Securities,  Inc. 

First  Service  Bank  for  Savings 

Flagship  Financial 

Food  Fair 

Fossett  Corp.  et  al.  v.  Marvin  Gerhart  et  al . 

French  v.  Pacific  Nuclear  Systems,  et  al. 

Fretter,  Inc. 

Funds  of  Letters,  Inc.  (New  America  Fund) 

General  Host  Corporation 

General  Public  Utilities 

Gilbert  v.  Bache 

Gillette 

Golden  v.  Shulman,  et  al .  (Bolar  Pharmaceutical) 

Goodyear  Tire  &  Rubber  Co. 

Great  American  Mortgage  Investors 

Healthdyne 

Heritage  Bancorp,  Inc. 

Home  Shopping  Network  Action  I 

Home  Shopping  Network  Action  II 

Information  Displays,  Inc. 

Interfirst  Corporation 

IGI 

Iomega  Corporation 

ITT  Corporation 

Katy  Industries 

Kay  Jewelers,  Inc. 

Kendrick  v.  Atcor,  Inc. 

Kirschner  Medical  Corporation 

La  Petite  Academy 

Lomas  Financial  Corporation 

Lomas  &  Nettleton  Mortgage  Investors 

Magic  Marker 

Mattel 

MBI  Business  Centers,  Inc. 

MCorp. 

Melridge,  Inc. 

Meridian  Bancorp,  Inc. 

Merrimack  Bancorp,  Inc. 

Microcom,  Inc. 

Micropolis  Corporation 

Midwestern  Companies,  Inc. 

Minne tonka 

Mortgage  Realty  Trust 

National  Media  Corp. 

Newbridge  Networks  Corporation 

Norris  Oil  Co. 

Nutmeg  Industries,  Inc. 

Nutri/Systems ,  Inc. 

One  Bancorp 

OMNI 
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HEFFLER  &  COMPANY 

CASES  WE  HAVE  HANDLED 

OR  ARE  PRESENTLY  WORKING  ON 


Securities  Class  Action  Suits:   (Continued) 

ORFA  Corporation  of  America,  Inc. 
ORS  Automation  Systems 
Osrow  Corporation 
Pace  Membership  Warehouse ,  Inc . 
Pacific  Nuclear  Systems,  Inc. 
Pancoastal 

Pannill  Knitting  Company,  Inc. 
Paradyne 
Pay  N'  Save 
Penn  Central  Co . 
Peoples  Savings  Bank 
Perception  Technology  Corporation 
Philadelphia  Savings  Fund  Society 
Poughkeepsie  Savings  Bank/FSB 
Public  Service  Company  of  New  Mexico 
Quinoco  Limited  Partnerships 
RAC  Mortgage  Investment  Corp. 

Residential  Resources  Mortgage  Investments  Corp. 
Revco  D.S.,  Inc.  or  ANAC  Holding  Corporation 
Richard  J .  Dennis  &  Company 
Richton  International  Corporation 
RJR  Nabisco,  Inc. 
Roper  Corporation 

Rospatch  Corporation  (now  known  as  Ameriwood  Industries 

International  Corporation) 

Sanders 

Sanifill,  Inc. 

Seafirst  Corporation 

Sequoia  Systems,  Inc. 

Sierra  Health  Services,  Inc. 

Singer  Company 

SmithKline  Beckman  Corporation 

Snyder  v.  Oneok,  Inc. 

Spectra  Pharmaceutical  Corp. 

Spectran  Corporation 

Star  States  Corporation 

Statewide  Bancorp 

Systems  &  Computer  Technology  Corporation 

Telesphere  International,  Inc. 

Tucson  Electric  Power  Company 

UCI  Medical  Affiliates,  Inc. 

Union  Fidelity  Corporation 

U.  S.  Bioscience,  Inc. 

U.  S.  Healthcare,  Inc. 

Verbatim  Corporation 

Wall  to  Wall  Sound  and  Video,  Inc. 

Waste  Management 

Wedtech  Corp . 

Western  Union 

Windmere  Corporation 

Zayre  Corporation 
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HFVFT.F.R  &  COMPANY 

g&gES  UF,  HAVF-  HANDLED 

OR  ARE  PRESENTLY  WORKING  ON 


Anci -Trust  Cases: 


Airlines 

Anthracite  Coal 

Antibiotics 

Architectural  Grade  Hinges 

Armored  Car 

Bakery  Products 

Brass  Fittings 

Brass  Mill  Tube  &  Pipe 

Burglar  Alarms 

Cast  Iron  Pipe 

Chain  Link  Fence 

Chemical 

Clozapine 

Concrete  Pipe 

D.  C.  Soft  Drinks 

Electrical  Products 

Gasoline 

General  Adjustment  Bureau,  Inc 

Glassine  &  Greaseproof  Paper 

Gypsum  Wallboard 

Hospital  Beds 

Independent  Gasoline 

Library  Books 

Oil  Task  Force 

New  York  Beer 

PASA 

Pittsburgh  Asphalt 

Plumbing  Fixtures 

Rock  Salt 

Rope  Industries 

South  Florida  Soft  Drinks 

Steel  Wheels 

Tickets 

Uniform  Rentals 

Water  Meters 

Women's  Clothing 
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HEFFLER  &  COMPANY 

CASES  'JE  HAVE  HANDLED 

OR  ARE  PRESENTLY  WORKING  ON 


Other  Class  Actions: 


Alcolac,  Inc. 

Ashland  Oil  Spill 

Boesky  Disgorgement  Fund 

Bogosian  et  al.  v.  Gulf  et  al. 

Brunt  vs.  The  Charter  Company 

Chase  Maryland  Rail  Collision 

D'Amico  v.  Conrail 

David  S.  Haas,  et  al .  v.  Philadelphia  Department  of  Revenue 

Drexel  Disgorgement  Fund 

Giardiasis,  Etc. 

Infant  Formula 

Jennings  vs.  Mobil 

Master,  Mates  &  Pilots  Pension  Plan  &  IRAP 

Presidential  Life  Insurance  Company  v.  Milken,  et  al .  Global  Class  Ac 

Rohm  &  Haas  Company  Litigation 

Rosenfeld  v.  Collins  &  Aikman  Corp. 

Simmons  Company  Employee  Stock  Ownership  Plan 

Stripper  Well  Exemption  Litigation 

Three  Mile  Island 
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RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  SASSER 
FROM  EDWARD  R.  McCRACKEN 

Q.l.  There  have  been  growing  complaints  about  the  "litigation  ex- 
plosion," particularly  against  high-technology  companies.  One  of 
the  explanations  offered  to  explain  the  high  incidence  of  securities 
fraud  cases  filed  against  high-tech  firms  is  that  they  tend  to  be 
volatile  on  the  stock  market,  and  that  investors  sue  the  companies 
in  order  to  recoup  their  losses,  whether  or  not  there  has  been  fraud 
or  not.  Moreover,  even  if  there  is  no  fraud,  there  is  an  incentive 
for  the  company  to  settle  out  of  court  to  avoid  the  cost  of  litigation. 
Is  this  really  happening?  If  so,  does  the  law  governing  private  se- 
curities litigation  play  a  role?  How  could  it  be  reformed  to  continue 
to  protect  investors  against  genuine  fraud  while  also  curtailing  friv- 
olous lawsuits? 

A.1.  Indeed  there  has  been  a  genuine  litigation  explosion  against 
high  technology  companies.  Regardless  of  the  statistics  of  lawsuit 
filings,  however,  the  fact  is  that  the  high  technology  industry  has, 
and  continues,  to  be  targeted  by  the  plaintiffs'  bar  for  securities 
fraud  cases.  The  law  governing  private  securities  litigation  does  in- 
deed play  a  role,  since  it  enables  a  law  firm,  just  for  the  price  of 
a  filing  fee,  to  file  a  lawsuit  that  almost  inevitably  will  result  in 
hundreds  of  thousands  of  dollars  being  diverted  to  the  investigation 
and  defense,  not  to  mention  settlement,  of  these  lawsuits.  As  pres- 
ently formulated,  and  as  interpreted  by  the  courts,  the  laws  gov- 
erning securities  class-action  lawsuits  permit  plaintiffs  to  bring 
meritless  lawsuits  with  ease;  they  do  not  require  any  real  financial 
stake  by  the  plaintiffs  in  either  the  lawsuit,  or  its  outcome;  and 
they  pit  law  firms  (whose  sole  function  is  to  litigate  these  sorts  of 
lawsuits),  against  companies  who  do  have  productive  purposes,  i.e., 
research  and  development,  providing  manufacturing  jobs,  and  ex- 
porting products. 

Q.2.  Critics  argue  that  frivolous  litigation  is  time-consuming  and 
distracts  chief  executives  and  other  corporate  officials  from  produc- 
tive economic  activity.  They  also  argue  that  securities  litigation 
seeks  huge  monetary  recoveries  from  outside  directors,  outside  law- 
yers and  independent  accountants,  who  may  be  only  marginally  in- 
volved in  fraudulent  activity  for  which  a  corporation  should  be  pri- 
marily liable. 

How  does  litigation  or  the  threat  of  litigation,  affect  your  busi- 
ness? In  particular,  has  private  securities  fraud  litigation  impaired 
your  ability  to  raise  capital?  Have  you  encountered  difficulty  at- 
tracting qualified  persons  to  serve  on  your  board  of  directors ?  Are 
accounting  firms  willing  to  audit  your  books? 

A*2.  As  Ed  McCracken  testified  on  June  17,  securities  class-action 
litigation,  and  its  threat,  has  an  ongoing  effect  on  our  business. 
The  threat  of  litigation  makes  us  think  very  carefully  about  when 
and  what  we  will  say  about  the  state  of  the  company's  business. 
We  know  that,  with,  "20-20  hindsight,"  virtually  everything  we 
write  about  the  company  or  its  products  will  be  examined  by  the 
plaintiffs  for  use  against  us  in  litigation.  We  think  it's  obvious  that 
if  we  continually  have  to  look  over  our  shoulders,  we  are  distracted 
from  looking  ahead. 
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Despite  the  threat  of  private  securities  fraud  litigation,  we  have 
been  successful,  when  necessary,  in  raising  capital.  However,  most 
of  the  working  capital  that  we  have  raised  has  been  internally  gen- 
erated, i.e.,  from  increasing  our  markets,  watching  our  expenses, 
and  improving  profitability.  With  respect  to  companies  that  are  less 
well  established  and  less  well  capitalized  than  Silicon  Graphics,  the 
threat  of  private  securities  fraud  litigation  is  a  continuing  issue 
with  respect  to  their  ability  to  raise  capital.  For  those  companies 
which  experience  rapid  growth  in  a  fast-changing  market,  capital 
is  an  essential  engine  for  building  new  products,  financing  inven- 
tory, expanding  the  channels  of  distribution  and  hiring  new  em- 
ployees. The  inability  to  access  capital  markets  because  of  the  con- 
tinued threat  of  securities  class-action  litigation  can  certainly  be  an 
inhibitor  to  growth. 

With  respect  to  attracting  qualified  persons  to  serve  on  a  board 
of  directors,  virtually  every  potential  member  of  the  board  of  direc- 
tors is  concerned  afjout  his  or  her  exposure  to  private  securities 
fraud  litigation  and  potential  personal  liability.  It  is  the  single 
most  formidable  barrier  to  attracting  qualified  directors.  Whether 
the  candidates  come  from  business,  the  community,  or  the  aca- 
demic world,  they  are  all  concerned  about  their  personal  savings 
being  decimated  by  the  cost  of  defending  and  settling  securities 
class-action  litigation. 

In  the  case  of  Silicon  Graphics,  as  you  know,  we  have  recently 
settled  one  securities  class-action  lawsuit  and  have  another  lawsuit 
pending  that  was  filed  against  MIPS  Computer  Systems  Inc.,  short- 
ly after  we  announced  our  intention  to  merge  with  MIPS  (which  we 
acquired  in  June  1992).  Although  we  believe  our  own  record  for  in- 
tegrity is  unblemished,  the  insurance  company  which  has  been  car- 
rying our  directors'  and  officers'  liability  insurance  has  stated  that 
trie  D&O  policy  would  not  be  renewed  at  any  price. 

The  instability  in  the  directors  and  officers  liability  insurance 
market,  a  principal  cause  of  which  is  the  continued  threat  of  hav- 
ing to  defend  and  settle  frivolous  securities  class-action  lawsuits,  is 
and  will  continue  to  be  a  major  concern  of  those  who  otherwise  are 
willing  to  serve  as  directors  of  America's  high  growth  companies. 

Finally,  with  respect  to  whether  accounting  firms  are  willing  to 
audit  our  books,  we  have  had  no  problem  with  attracting  qualified 
auditors.  Our  own  auditing  firm,  Ernst  &  Young,  has  buen  with  us 
since  the  company's  inception  in  1982.  The  financial  reporting  prac- 
tices of  Silicon  Graphics  since  its  founding,  as  well  as  the  auditing 
practices  of  Ernst  &  Young,  have  always  been  rigorous  and  within 
the  guidelines  set  forth  by  the  American  Institute  of  Certified  Pub- 
lic Accountants,  as  well  as  the  rules  and  regulations  of  the  Securi- 
ties and  Exchange  Commission.  It  is  a  fact,  however,  that  our  au- 
dits are  much  more  expensive  than  otherwise  would  be  the  case  be- 
cause our  auditors  are  forced  to  examine  every  note  they  make, 
and  every  piece  of  paper  they  create,  as  if  each  such  document  will 
become  an  exhibit  in  a  securities  class-action  trial. 

Q.3.  Some  of  the  criticisms  of  the  current  system  may  not  be  mutu- 
ally exclusive.  Indeed,  while  critics  of  the  current  system  argue 
that  steps  should  be  taken  to  curb  litigation,  others  have  argued 
that  other  steps  should  be  taken  to  facilitate  investor  lawsuits, 
such  as  lengthening  the  statute  of  limitations  for  securities  fraud. 
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Are  these  two  criticisms  of  the  current  system  mutually  exclu- 
sive? Or,  should  securities  litigation  reform  and  lengthening  the 
statute  of  limitations  be  considered  together? 

A.3.  As  I  understand  it,  the  statute  of  limitations  for  securities 
fraud  is  currently  one  year  after  the  event  of  fraud  has  occurred 
or  been  discovered.  As  I  said  above,  I  believe  that  companies,  and 
their  professional  advisors,  spend  far  too  much  money  in  thinking 
about  every  event  that  could  possibly  give  rise  to  a  securities  fraud 
lawsuit,  and  not  enough  time  on  productive  pursuits  such  as  ex- 
ploring new  technologies,  creating  new  markets,  and  creating  high 
wage,  value-added  jobs  here  in  America.  If  the  statute  of  limita- 
tions were  made  longer,  it  would  mean  that  we  would  be  looking 
over  our  shoulders  even  more  than  we  do  today,  or  creating  a 
longer,  more  complex  and  expensive  "paper  trail  every  time  we 
take,  or  don't  take,  an  action  which  might  become  the  subject  of  se- 
curities class-action  litigation.  Therefore,  I  believe  that  lengthening 
the  statutes  of  limitation  would  create  yet  another  burden  for 
America's  companies.  Statutes  of  limitations  are  established  so  that 
if  a  dispute  arises,  people's  memories  are  reasonably  fresh  about 
those  events  leading  up  to  the  dispute.  Since  securities  class-action 
lawsuits  almost  invariably  deal  with  "20-20  hindsight"  I  believe 
that  even  more  abuses  would  occur  if  the  statute  of  limitations 
were  lengthened. 

As  noted  above,  Silicon  Graphics  is  presently  defending  a  class- 
action  lawsuit  filed  against  a  company  with  which  it  merged,  MIPS 
Computer  Systems,  Inc.  This  lawsuit  purportedly  relates  to  disclo- 
sures (and  alleged  non-disclosures),  made  by  MIPS  between  Janu- 
ary 31,  1991  and  October  9,  1991.  The  lawsuit  itself  was  filed  on 
March  17,  1992,  shortly  after  the  proposed  merger  was  announced, 
and  over  five  months  after  the  last  event  being  complained  of  took 
place.  It  is  now  1993,  two  years  after  these  events  allegedly  took 
place,  and  we  are  presently  in  the  discovery  stage  of  the  case,  in 
which  the  plaintiffs'  attorneys  are  reviewing  thousands  of  docu- 
ments and  taking  depositions  under  oath  of  former  MIPS  officers, 
directors,  and  employees.  In  this  type  of  lawsuit,  the  plaintiffs'  at- 
torneys, with  today's  "knowledge,"  will  allege  that  during  this  nine 
month  period  two  years  ago  MIPS  officers  and  employees  should 
have  said  or  disclosed  certain  things  about  the  company's  products, 
markets,  or  financial  prospects  or  should  have  undertaken  certain 
acts  they  didn't. 

If  the  statute  of  limitations  were  lengthened  beyond  the  present 
one  year  period,  I  submit  that  it  would  be  even  more  burdensome 
on  defendants,  and  even  more  difficult  to  gather  documents  and  re- 
construct events  than  is  currently  the  case. 

I  would  be  happy  to  provide  any  further  information  requested 
by  the  Committee. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  BRYAN 
FROM  EDWARD  R.  McCRACKEN 

Q.l.  On  page  58  of  the  transcript  you  state  as  follows  regarding 
what  you  term  "off-the-shelf  lawsuits:  "What  that  means,  Senator, 
is  that  the  word  processing  has  been  done.  It's  sitting  there  on  the 
shelf.  With  the  computer  system  that  you  probably  use,  you  replace 
one  company's  name  with  another.  Since  there's  nothing  specific 
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about  it  except  dates  and  particular  stock  prices,  the  filing  can  be 
made  right  off  the  shelf.  It's  very  cheap." 

Please  identify  for  the  subcommittee  the  specific  cases  to  which 
you  refer. 

A.1.  This  question  is  best  answered  by  addressing  the  decisions 
rendered  by  a  few  Federal  judges  who  have  described  this  very 
problem.  These  judges  were  faced  with  reading  very  long  com- 
plaints and,  in  their  opinions,  charged  that  the  plaintiff  did  nothing 
more  than  (i)  recite  lengthy  excerpts  from  the  defendant  company's 
public  filings  and  press  releases  and  (ii)  proclaim,  in  rote  fashion 
without  any  factual  basis,  that  all  of  such  statements  were  fraudu- 
lent. 

In  New  York,  Federal  Judge  Mukasey  dismissed  a  securities 
class-action  complaint  because  it  quoted  at  great  length  from  news- 
paper articles  and  reports  written  by  securities  analysts  without  al- 
leging any  basis  in  fact  for  assuming  that  Citicorp  and  its  Chair- 
man and  Executive  Vice  President  acted  to  defraud  the  public. 
Hershfang  v.  Citicorp,  767  F.  Supp.  1251  (S.D.N. Y.  1991).  As  Judge 
Mukasey  put  it: 

"Plaintiffs  have  stitched  together  a  patch-work  of  newspaper 
clippings  and  proclaimed  the  result  a  tale  of  securities  fraud.  But 
by  even  modest  standards  of  Rules  9(b)  and  12(b)(6),  it  isn't. 
Read  as  a  whole,  the  complaint  creates  the  strong  impression 
that  when  Citicorp  announced  a  cut  in  dividends,  plaintiffs  coun- 
sel simply  stepped  to  the  nearest  computer  console,  conducted  a 
global  Nexis  search,  pressed  the  "Print"  button,  and  filed  the 
product  as  their  complaint."  Id.  at  1259. 

In  Dallas,  Federal  Judge  Kendall  recently  chastised  plaintiffs  for 
drafting  a  seventy-four  page  complaint  that  contained  nothing  but 
boilerplate,  and  no  facts  supporting  its  allegations  of  fraud.  In  re 
URCARCO  Sec.  Litig.,  148  F.R.D.  561  (N.D.  Tex.  1993): 

"Plaintiffs'  consolidated,  amended  class-action  complaint  fails 
...  to  plead  a  factual  foundation  for  what  are  otherwise  bare 
conclusions  regarding  the  defendants'  state  of  mind.  One  wonders 
how  a  pleading,  the  textual  portion  of  which  covers  seventy-four 
pages,  could  use  so  many  words  yet  say  so  little  that  is  really, 
firmly,  factually  grounded.  .  .  .  [T]he  complaint  offers  a  section 
regarding  "conspiracy,  aiding  and  abetting  and  concerted  action 
allegations,"  which,  as  much  of  the  complaint,  is  characterized  by 
rote  repetition  of  buzzwords  taken  from  the  pertinent  statutes 
and  rules.  .  .  .  Plaintiffs  sample  liberally  from  the  IPO  prospec- 
tus, simply  quoting  block  passages  and,  with  the  help  of  20-20 
hindsight,  trying  to  put  the  right  spin  on  the  quotations.  .  .  . 
One  begins  to  understand  how  the  length  of  seventy-four  pages 
can  belie  its  own  potential  for  specificity." 

Judge  Kendall  found  that  the  allegations  of  fraud  were  based 
upon  nothing  but  hindsight.  Alluding  to  the  concern  with  vexatious 
strike  suits  expressed  by  the  Supreme  Court  in  Blue  Chip  Stamps 
v.  Manor  Drug  Stores,  421  U.S.  723,  743  (1975),  Judge  Kendall  con- 
cluded that  "[plaintiffs'  twelve-gauge  class-action  complaint  fails  to 
put  the  defendants  on  notice  of  what  their  alleged  wrongful  conduct 
was,  puts  the  defendants'  reputations  at  risk  of  unfounded  allega- 
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tions  and  threatens  the  judicial  system  with  a  potential  strike 
suit."  He  dismissed  the  case  with  prejudice. 

In  the  Northern  District  of  California,  Federal  Judge  Walker  fol- 
lowed the  lead  of  Judge  Mukasey  in  New  York,  and  dismissed  a 
lengthy  complaint  because  it  failed  to  state  "a  coherent  theory  of 
securities  fraud."  In  re  Wells  Fargo  Sec.  Litig.,  [1992  Tr.  Binder] 
Fed.  Sec.  L.  Rep.  (CCH)  1196,830,  at  93,307  (N.D.  Cal.  1991),  ap- 
peal pending,  No.  92-15344  (9th  Cir.  filed  Jan.  22,  1992).  After  sift- 
ing through  a  complaint  bloated  with  block  quotations  and  rote  al- 
legations of  fraud,  Judge  Walker  concluded  that  plaintiffs  had 
failed  to  explain  simply  and  clearly  why  the  defendants  were  guilty 
of  fraud: 

"Nothing  in  plaintiffs'  voluminous  complaint  states  facts  which 
support  a  coherent  theory  of  securities  fraud.  .  .  .  Despite  a  com- 
plaint of  59  pages,  containing  134  paragraphs  of  allegation, 
plaintiffs'  counsel  was  unable  to  point  to  one  paragraph  or  set  of 
paragraphs  which  provide  the  facts  necessary  to  infer  fraud  in 
the  purchase  or  sale  of  securities  *  *  *  [PJlaintiffs  cite  annual 
reports,  quarterly  reports,  banking  regulations  and  newspaper 
articles  .  .  .  [b]ut  nowhere  does  the  complaint  link  the  facts  stat- 
ed to  a  coherent  theory  of  securities  fraud." 

With  word  processors  and  electronic  databases  plaintiffs  can 
launch  these  cases  with  very  little  effort.  The  format  of  each  com- 
plaint is  the  same  and  plaintiffs  need  only  insert  a  few  details 
about  the  company  and  some  block  quotations  from  its  public  fil- 
ings, press  releases,  and  the  reports  of  securities  analysts,  and 
then  proclaim,  without  any  basis  in  fact,  that  all  of  these  state- 
ments are  infected  with  fraud. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  DOMENICI 
FROM  EDWARD  R.  McCRACKEN 

Q.l.  Some  witnesses  asserted  that  current  versions  of  Rule  11  and 
Rule  9(b)  of  the  Federal  Rules  of  Civil  Procedure  provide  sufficient 
protection  against  meritless  suits.  Would  you  or  your  company's 
general  counsel  comment  on  that  assertion? 

A.1.  I  strongly  disagree  with  that  assertion,  because  courts  have 
not  been  willing  to  enforce  these  rules  as  strictly  as  they  are  writ- 
ten. Rule  9(b)  requires  that  all  allegations  of  fraud  must  be  pleaded 
with  particularity.  Rule  11  requires  that  sanctions  be  imposed  for 
pleadings  filed  without  a  reasonable  basis  in  fact. 

Yet,  courts  often  let  a  securities  class  action  go  forward  even 
though  the  plaintiff  does  no  more  than  allege  that  the  company's 
future  was  not  as  favorable  as  stated  in  prior  press  releases.  Tne 
core  of  the  problem  is  that  courts  do  not  apply  Rules  9(b)  and  11 
to  require  the  plaintiff  to  allege  a  believable  theory  about  why  they 
think  that  the  company  and  its  senior  officers  defrauded  the  invest- 
ing public.  Instead,  plaintiffs  focus  on  or  obscure  certain  facts  in 
order  to  have  the  courts  accept  a  pleading.  For  example,  plaintiffs 
usually  include  standard  allegations  of  a  conspiracy  between  the  of- 
ficers and  directors  to  inflate  the  market  price  of  the  company's 
stock  for  their  benefit.  If  officers  and  directors  sell  their  holdings, 
plaintiffs  will  allege  that  the  insiders  "bailed  out"  as  part  of  their 
scheme  to  defraud.  On  the  other  hand,  if  the  insiders  sold  just  a 
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part  of  their  holdings,  in  a  move  to  diversify  their  investments,  and 
still  retained  a  large  stake  in  the  company,  plaintiffs  will  still  al- 
lege fraud,  even  though  the  remainder  of  the  insiders'  investment 
suffered  the  same  fate  as  that  of  the  public  shareholders.  And,  of 
course,  plaintiffs  refuse  to  accept  that  the  complete  lack  of  insider 
selling  is  cause  to  dismiss  their  complaint.  If  the  courts  would 
strictly  apply  Rules  9(b)  and  11  in  a  way  that  insisted  on  a  consist- 
ent and  coherent  theory  of  fraud,  many  of  the  cases  would  be  elimi- 
nated. However,  as  long  as  the  courts  allow  the  plaintiffs'  bar  to 
pick  and  choose  among  the  same  categories  of  information  to  fash- 
ion these  complaints,  the  threat  of  sanctions  will  be  a  hollow  one. 

Q.2.  Changes  to  Rule  11  have  been  proposed  to  make  the  award 
of  sanctions  permissive,  rather  than  mandatory;  to  make  the  sanc- 
tions payable  to  the  court  rather  than  the  injured  party;  to  make 
the  rule  inapplicable  to  the  discovery  process  and  to  create  a  safe 
harbor  that  would  bar  the  award  of  sanctions  if  the  challenged 
pleading  was  withdrawn  by  the  alleged  offender  within  21  days  of 
service  of  a  motion  for  sanctions,  among  other  changes.  Would  the 
proposed  changes  in  Rule  11  provide  greater  or  lesser  protection 
against  meritless  suits? 

AJ2.  These  changes  would  reduce  to  nil  any  potential  deterrent  ef- 
fect of  Rule  11.  They  would  fail  to  compensate  the  company,  which 
probably  spent  hundreds  of  thousands  or  millions  of  dollars  getting 
the  case  dismissed.  And  they  would  leave  plaintiffs  free  to  pursue 
wide-open  harassment  of  defendants  during  discovery,  in  the  hope 
that  by  making  discovery  burdensome  and  expensive,  defendants 
will  settle. 

Q.3.  How  long  did  it  take  to  get  your  case  dismissed?  How  much 
of  your  own  time  was  expended  in  activities  related  to  getting  the 
case  dismissed? 

A.3.  The  original  complaint  against  Silicon  Graphics  was  filed  on 
May  23,  1991,  and  was  dismissed  on  March  23,  1992.  Plaintiff  re- 
quested leave  to  file  an  amended  complaint,  which  the  court  grant- 
ed. The  defendants  then  challenged  the  certification  of  the  plaintiff 
as  the  class  representative  and  the  Court  agreed  that  there  were 
serious  questions  about  that  issue  and  requested  more  briefing. 
Thereafter,  the  case  was  settled  and  the  amended  complaint  was 
dismissed  on  July  2,  1993. 

Silicon  Graphics'  officers  and  employees  collectively  spent  a  great 
deal  of  time  on  the  case.  Without  disclosing  attorney-client  commu- 
nications or  our  attorneys'  work  product,  I  can  say  that  our  attor- 
neys conducted  a  thorough  investigation  of  the  period  in  question 
and  interviewed  all  relevant  corporate  officers  and  employees.  In 
addition,  Silicon  Graphics'  officers  and  employees  spent  many 
hours  assisting  our  attorneys  in  collecting  all  documents  that  were 
responsive  to  me  broad  document  production  requests  made  by  the 
plaintiff.  Silicon  Graphics  executives  regularly  conferred  with  our 
in-house  counsel  and  met  with  our  outside  attorneys  as  needed. 
Obviously,  this  time  could  have  been  spent  on  productive  work. 

Q.4.  How  much  did  it  cost  you  in  legal  fees? 

A.4.  The  lawsuit  was  filed  in  May  1991  and  settled  in  July  1993. 

Defense  attorneys'  fees  and  defense  costs  totaled  almost  $500,000. 
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Q.5.  One  of  the  witnesses  later  in  the  day  will  testify  that  Harvey 
Pitt,  a  leading  lawyer  for  the  defendants  in  securities  cases,  has 
written  that  "Federal  courts  have  displayed  a  striking  willingness 
to  dismiss  these  suits." 

Harvey  Pitt  testified  before  this  subcommittee  at  an  earlier  hear- 
ing that  he  routinely  counsels  his  clients  to  settle  these  types  of 
cases  regardless  of  the  merits  because  it  is  the  only  option  that 
makes  economic  sense. 

I  don't  want  you  to  necessarily  respond  to  your  own  experiences, 
but  you  know  many  other  CEOs  with  cases  similar  to  yours.  Have 
you  ever  heard  anyone  complain  that  their  lawyers  tell  them  that 
the  only  option  that  makes  economic  sense  is  to  settle  and  to  get 
on  with  life  and  business? 

A.5.  I  believe  that  many  executives  of  high  technology  companies 
have  found  that  settlement  of  these  cases  is  in  the  best  economic 
interests  of  their  company  and  shareholders.  The  potential  dam- 
ages in  one  of  these  lawsuits  is  enormous;  in  many  cases,  the  dam- 
ages would  be  enough  to  bankrupt  the  company.  These  cases  also 
are  very  expensive  to  litigate,  and  usually  cost  several  hundred 
thousand  dollars  just  to  complete  the  production  of  documents  and 
initial  witness  interviews.  These  economic  realities  have  led  many 
corporations  to  settle.  To  take  a  simple  example,  if  the  potential 
damages  are  $100  million,  and  it  will  cost  $3  million  to  take  the 
case  to  trial,  then  even  if  we  think  our  chances  of  winning  ulti- 
mately are  90  percent,  it  may  be  a  rational  business  decision  to  set- 
tle for  some  fraction  of  $13  million,  which  is  the  discounted  likeli- 
hood of  losing  plus  attorneys'  fees.  Of  course,  this  simple  example 
does  not  even  take  into  account  the  hours  of  productive  time  that 
will  be  taken  away  from  key  corporate  officers.  I  cannot  adequately 
express  how  heavily  this  burden  weighs  on  CEOs  of  high  tech  com- 
panies. 

Q.6.  Each  of  you  had  lawsuits  triggered  by  a  drop  in  your  stock's 
price.  What  has  happened  to  your  stock  in  the  period  since  the  law- 
suits were  filed  and  the  time  the  cases  were  settled  or  dismissed? 

A.6.  Following  the  disclosure  of  the  disappointing  results  of  the 
March  1991  quarter,  Silicon  Graphics  stock  fell  from  about  $40  to 
$36.  Within  a  month,  however,  it  bounced  back  and  was  soon  trad- 
ing above  $40.  After  that,  reflecting  Silicon  Graphics'  success  over 
the  last  two  years,  the  stock  continued  to  rise.  In  February  1992, 
the  Board  authorized  a  2  for  1  split.  On  a  post-split  basis,  the  stock 
has  recently  been  trading  above  $42.00  per  share.  In  short,  some- 
one who  invested  in  Silicon  Graphics  in  1991  has  doubled  her 
money. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  SASSER 

FROM  JOHN  G.  ADLER 

Regarding  your  letter  dated  June  28,  1993,  thank  you  for  the  op- 
portunity to  respond  to  Senator  Jim  Sasser's  questions  concerning 
testimony  given  at  the  Securities  Subcommittee  Hearing  held  on 
June  17,  1993.  At  your  request,  the  response  format  repeats  the 
questions  asked,  then  provides  an  answer. 
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Q.l.  Do  companies  have  a  high  incentive  to  settle  out  of  court  to 
avoid  the  cost  of  litigation  even  where  no  fraud  has  occurred?  Does 
the  law  governing  private  securities  litigation  play  a  role? 
A.1.  High-tech  companies,  which  tend  to  be  volatile  on  the  stock 
market,  indeed  have  a  strong  incentive  to  settle  out  of  court  solely 
in  order  to  avoid  the  cost  of  litigation,  even  where  no  fraud  has  oc- 
curred. Once  a  class-action  securities  suit  has  been  filed,  high-tech 
companies  are  immediately  placed  in  a  "no  win"  situation,  where 
any  victory  at  trial  is  a  pyrrhic  one.  The  settlement  amounts  of- 
fered by  plaintiffs  are  often  equal  to  or  just  below  the  "hard"  (ac- 
tual dollar)  costs  to  fight  the  suit.  When  "soft"  costs  (such  as  man- 
agement time  and  mindshare)  are  factored  in,  the  cost  differential 
becomes  significant.  When  the  risk  factor  of  a  potential  loss  (result- 
ing perhaps  from  jury  confusion,  but  not  necessarily  resulting  from 
a  company's  malfeasance)  is  added  to  the  equation,  the  pressure  to 
settle  becomes  compelling,  regardless  of  the  merits  of  the  suit. 

Moreover,  officers  ana  directors  are  responsible,  among  other 
things,  for  maximizing  shareholder  value.  Even  were  a  company  to 
decide  to  fight  the  lawsuit  through  trial  (and  all  appeals)  and  win, 
the  corporation  cannot  recover  its  attorneys  fees,  sunk  time  or  lost 
opportunity  costs.  Although  its  name  is  "cleared,"  the  costs  associ- 
ated with  the  fight  may  be,  on  balance,  too  high  a  price  to  pay 
when  viewed  from  the  perspective  of  maximizing  shareholder 
value.  Under  the  present  system  it  is  not  surprising  that  so  many 
companies  believe  they  have  no  real  choice  but  to  settle. 

Current  laws  exacerbate  the  situation.  Securities  laws  have  been 
written  in  a  one-sided,  pro-plaintiff  manner.  The  laws  can  cast  a 
broad  net  in  an  attempt  to  cover  a  wide  variety  of  actions,  and  at 
the  same  time  attempt  to  make  access  to  the  courts  as  easy  as  pos- 
sible. They  make  no  provision  for  restitution  to  an  innocent  defend- 
ant. The  fee  for  filing  a  suit  is  nominal,  a  mere  $125.  Once  a  suit 
is  filed,  Federal  rules  of  civil  procedure,  as  interpreted  by  the  Unit- 
ed States  Supreme  Court,  require  that  courts  may  not  dismiss  a 
claim  "unless  it  appears  beyond  doubt  that  the  plaintiff  can  prove 
no  set  of  facts  in  support  of  his  claim  which  would  entitle  him  to 
relief."  It  is  unreasonable  to  expect  a  court,  in  the  beginning  of 
complex  litigation,  to  presuppose  that  no  set  of  facts  could  possibly 
exist  which  would  support  a  claim.  Because  a  motion  to  dismiss, 
when  granted,  takes  the  place  of  a  plaintiffs  "day  in  court,"  in 
practice  many  courts  take  a  "wait  and  see"  approach. 

Unfortunately  for  American  business,  the  "wait  and  see"  ap- 
proach allows  the  litigation  to  move  into  the  next  phase:  discovery. 
In  discovery,  plaintiffs  can  ask  for  virtually  all  the  documentation 
produced  by  a  company  over  extended  periods  of  time.  Thus  for  the 
nominal  filing  fee,  plaintiffs  immediately  can  cause  defendants  to 
have  to  incur  significant  defense  costs.  In  Adaptec's  case,  for  exam- 
ple, the  initial  class  period  claimed  by  the  plaintiffs  was  well  over 
a  year  long,  and  defense  costs  just  up  through  written  discovery 
only  exceeded  $1.5  million.  Even  were  Adaptec  to  continue  its  fight 
to  clear  its  name  and  win,  Adaptec  cannot  recover  its  costs. 

In  addition,  the  unlimited  discovery  rules  enable  plaintiffs  to 
subpoena  customers  and  customers'  records,  which  has  a  chilling 
effect  on  sales  to  these  customers,  harming  Adaptec's  competitive- 
ness. Who  will  buy  products  from  a  company  if  it  means  time  and 
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aggravation  to  respond  to  a  subpoena?!  Considering  the  "hard"  dol- 
lar costs  of  defense  and  "soft"  costs  such  as  management  time,  op- 
portunity costs,  adverse  publicity,  customer  annoyance,  diversion  of 
human  and  other  resources  and  time,  there  is  a  very  strong  incen- 
tive for  the  company  to  settle  out  of  court. 

Q.2.  How  does  litigation  or  threat  of  litigation  affect  your  business? 
Have  you  encountered  difficulty  attracting  qualified  persons  to 
serve  on  your  board  of  directors?  Are  accounting  firms  willing  to 
audit  your  books? 

AJ2.  Litigation  and  its  threat  absolutely  harms  our  business.  It  re- 
quires us  to  divert  money  away  from  R&D  efforts  and  other  busi- 
ness related  purposes,  which  slows  our  development  efforts  and  de- 
creases our  ability  effectively  to  compete  in  the  global  marketplace. 
It  causes  us  to  provide  less  information  rather  than  more  to  the 
shareholders  for  fear  that  in  the  intervening  period  of  time  cir- 
cumstances may  change  which  would  lead  to  allegations  of  mis- 
representation. It  requires  us  to  create  and  maintain  a  number  of 
purely  administrative  positions  to  perform  record-keeping  and  doc- 
ument repository  functions,  which  adds  no  value  to  our  product  and 
burdens  our  bottom  line.  Finally,  it  discourages  qualified  people 
from  serving  on  the  board  of  directors.  I  personally  refuse  to  serve 
on  the  board  of  public  companies  due  to  this  liability. 

And  although  accounting  firms  are  willing  to  audit  our  books, 
their  procedures,  in  response  to  this  threat,  have  become  increas- 
ingly demanding  and  difficult,  once  again  requiring  additional  re- 
sources by  Adaptec  personnel  and  management  in  order  to  respond 
to  their  additional  procedures  solely  to  "create  the  record"  in  order 
to  rebut  potential  allegations.  These  additional  procedures  go  be- 
yond qualitative  record-keeping,  but  rather  require  the  creation  of 
records  for  records  sake.  (Incidentally,  these  additional  records 
later  serve  to  create  a  greater  burden  under  the  discovery  require- 
ments should  a  lawsuit  actually  be  filed.) 

Q.3.  Should  the  statute  of  limitations  for  securities  fraud  be  length- 
ened? 

A.3.  Because  the  current  system  allows  such  abuse,  lengthening 
the  statute,  in  my  opinion,  would  only  serve  to  increase  the  number 
of  these  frivolous  suits.  For  example,  under  the  current  laws,  plain- 
tiffs in  Adaptec's  case  were  able  to  claim  a  class  period  that  went 
back  well  over  a  year.  It  defies  credibility  that  the  company  and 
its  officers  could  be  so  prescient  as  to  calculate  the  drop  in  stock 
(which  triggered  the  lawsuit  against  Adaptec)  a  full  year  before 
that  particular  stock  drop  occurred.  No  sales  by  officers  were  made 
during  the  quarter  during  which  the  triggering  stock  drop  occurred. 
The  stock  price  during  that  year  had  fluctuated  both  above  and 
below  the  trigger. 

Thank  you  for  the  opportunity  to  clarify  these  issues.  If  there  are 
any  additional  questions  or  points  of  clarification  in  which  we  can 
assist  you  in  understanding  the  incredible  damage  being  inflicted 
on  United  States  business  and  its  competitiveness  in  the  global 
marketplace,  please  do  not  hesitate  to  contact  me  at  408-945-8600. 
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RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  BRYAN 

FROM  JOHN  G.  ADLER 

We  received  a  letter  from  Don  Riegle,  Chairman  regarding  testi- 
mony given  by  John  G.  Adler,  Chairman  of  the  Board  and  CEO  of 
Adaptec,  Inc.  relating  to  testimony  made  by  Bill  Lerach  to  the  Se- 
curities Subcommittee  hearing  on  private  litigation  under  Federal 
Securities  Laws.  At  your  request,  the  response  format  repeats  the 
questions  asked,  then  provides  an  answer. 

Q.l.  You  stated  that  you  had  received  discovery  demands  contain- 
ing 105  broad  requests,  including  such  items  as  "all  documentation 
that  refers  to  sales  or  orders  in  general,  all  documents  that  discuss 
or  refer  to  profit  margins  at  Adaptec.  We  produced  over  1,500  boxes 
of  paper,  Senator,  at  a  cost  of  almost  a  million  and  a  half  dollars." 
You  asked  whether  we  actually  produced  all  of  these  documents  for 
the  plaintiffs  and  how  much  of  this  material  did  we  produce. 
A.1.  We  produced  all  of  the  documents  requested  by  the  plaintiffs, 
as  stated,  which  documents  consisted  of  over  1,500  boxes  of  paper. 
Attached  for  your  information  is  a  copy  of  the  broad  based  discov- 
ery requests  to  which  we  needed  to  respond. 

Q.2.  We  stated  that  we  were  unable  to  fill  an  opening  on  our  Board 
of  Directors  due  to  concerns  about  litigation.  You  requested  precise 
information  about  the  opening  and  questioned  whether  the  Board 
position  was  still  open. 

A3.  The  Board  position  is  still  open  and  we  are  seeking  a  director 
whose  qualifications  consist  of  a  CEO  position  of  a  non-competing 
company,  familiar  with  the  industry. 

Q.3.  You  queried  whether  defense  counsel  attempted  to  have  this 
suit  dismissed  on  grounds  that  it  was  not  pleaded  with  specificity. 
A.3.  Plaintiffs  amended  their  pleadings  and  our  Motion  to  Dismiss 
on  grounds  of  specificity  was  denied. 

Q.4.  You  questioned  the  basis  of  the  statement  that  "virtually  all 
of  the  motions  to  dismiss  in  the  Federal  courts  in  Northern  Califor- 
nia have  been  denied." 

A.4.  Once  a  suit  is  filed,  the  Federal  Rules  of  Civil  Procedure,  as 
interpreted  by  the  United  States  Supreme  Court,  require  that 
courts  can  not  dismiss  a  claim  "unless  it  appears  beyond  doubt  that 
the  plaintiff  can  prove  no  set  of  facts  in  support  of  his  claim  which 
would  entitle  him  to  relief."  (emphasis  added)  It  is  unreasonable  to 
expect  that  a  court,  in  the  beginning  of  complex  litigation,  would 
presuppose  that  no  set  of  facts  could  possibly  exist  which  could 
support  a  claim.  When  the  broad  net  cast  by  the  securities  laws  is 
added  to  the  virtually  unlimited  hypothetical  realm  that  must  be 
eliminated  before  a  case  can  be  dismissed,  dismissal  rarely  occurs. 
Unless  a  case  is  dismissed  at  the  outset,  plaintiffs  can  ask  for 
virtually  any  and  all  documentation  produced  by  a  company  over 
extended  periods  of  time.  Rules  11  and  9(b)  provide  the  judge  with 
ammunition  only  against  "frivolous"  motions  and  claims.  Just  as  a 
court  will  not  dismiss  a  claim  unless  there  is  no  possibility  that  a 
claim  could  exist,  similarly  courts  often  cannot  award  sanctions 
against  the  "fishing  expedition"  allowed  by  discovery  rules,  espe- 
cially when  read  in  conjunction  with  the  broad  mandate  of  the  se- 
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curities  laws.  The  laws  may  work  where  there  is  a  clear,  inten- 
tional malfeasance,  however,  many  innocent  companies  like 
Adaptec  are  forced  into  an  untenable  position  of  having  to  expend 
massive  funds  in  response  to  virtually  unlimited  discovery  claims, 
and  divert  extensive  management  time,  all  without  recourse  and 
without  opportunity  for  restitution.  In  this  manner  the  Federal 
Rules  of  Civil  Procedure  are  very  ineffectual  in  practice  to  discour- 
age meritless  suits. 

We  hope  this  clarifies  the  untenable  position  into  which  many  in- 
nocent companies  are  thrown  as  a  result  of  the  interaction  between 
current  securities  laws  and  the  Federal  rules  of  Civil  Procedure. 
Please  do  not  hesitate  to  contact  me  if  you  have  any  additional 
comments  or  questions,  or  if  I  may  be  of  any  additional  service  in 
any  way. 
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1  TO  ALL  DEFENDANTS  AND  THEIR  COUNSEL: 

2  Pursuant  to  Rule  34  of  the  Federal  Rules  of  Civil  Procedure 

3  ("Fed.  R.  Civ.  P."),  plaintiffs  request  that  defendant  Adaptec, 

4  Inc.  and  the  Individual  Defendants,  and  each  of  them,  produce  for 

5  inspection  and  copying  the  documents  described  herein  which  are  in 

6  the  possession,  custody,  or  control  of  said  defendants  or  their 

7  officers,  agents,  employees,  cr  attorneys,  the  production  of  which 

8  shall  be  at  such  times  and  places  as  may  be  agreed  upon  by  counsel 

9  for  the  parties.  Defendants  shall  further  comply  with  Fed.  R.  Civ. 

10  P.  34(b)  by  producing  said  documents  as  they  are  kept  in  the  usual 

11  course  of  business  or  shall  organize  and  label  them  to  correspond 

12  with  the  categories  in  this  Request.   Defendants  shall  supplement 

13  their  responses  under  Fed.  R.  Civ.  P.  26(e). 

14  I.    DEFINITIONS 

15  1.    The  tern  "communicate"  or  "communication"  as  used  herein 

16  means  every  manner  or  means  c:  disclosure,  transfer,  or  exchange 

17  of  information,  whether  orally  or  by  document,  and  whether  face- 

18  to-face,  by  telepnone,  mail,  personal  delivery,  or  otherwise. 

19  2.    "Document"  or  "documents"  is  used  in  the  broadest  sense 

20  and  means,   without  limitation,   any  written,   printed,   typed, 

21  recorded,  or  other  graphic  materials  including  all  attachments 

22  added  or  attached  thereto,  any  information  or  data  stored  in  or  by 

23  computers,  or  on  computer  tapes  or  disks,  all  photographic  or  other 
2  4  reproduction  thereof,  any  computer  printout  of  any  such  documents 
2  5  or  data,  photographs,  and  any  other  paper,  letter,  correspondence, 
26  memoranda,  report,  diary,  log,  calendar,  analysis,  workpaper, 
27 

28 
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1  |  notation,  tape  recording,  telegram,  mailcram,  or  any  other  tangible 

2  U  material  on  which  there  is  any  recording  or  writing  of  any  sort. 

3  |       3.    The  term  "financial  statements"  as  used  herein  includes, 

4  |  but  is  not  limited  to,  the  following,  whether  audited  or  unaudited, 

5  U  and  whether  final,   interim,  pro  forra,   complete  or  partial; 

6  I  consolidated  and  unconsolidated  balance  sheets;  statements  of 

7  earnings;   revenues,   profits  and   losses;   additional  paid-in- 

8  capital;  retained  earnings  or  source  and  applications  of  funds; 

9  cash-flow  projections;  notes  to  each  of  such  statements;  and  any 

10  other  statements  and  notes  vhich  pertain  to   the  applicable 

11  defendant's   past   or   present   f  inar.rial   condition,   including 

12  accountants'  workpapers. 

13  4.    The  terms  "you"  or  "your"  refer  to  the  named  defendants. 

14  5.    The  term  "Individual  Def  er.oar.ts"  as  used  herein  means 

15  defendants  John  G.  Adler,  Laurence  E.  Boucher,  Robert  J.  Loarie, 

16  David  F.  Marquardt,  B.  J.  Moore,  v.  Ferrell  Sanders,  Paul  G. 

17  Hansen,  Jeffrey  A.  Miller  and  Bernard  C-.  Nieman. 

18  6.    The  term  "Adaptec"  or  the  "rorpany"  as  used  herein,  means 

19  Adaptec  Inc.  and  any  other  corporation,  partnership,  association 

20  or  other  entity,  whether  a  subsidiary  or  otherwise  related  to 

21  Adaptec  Inc.,  which  is  controlled,  by  reason  of  stock  ownership  or 

22  otherwise,  by  Adaptec. 

23  7.  The  term  "SCSI"  as  used  herein  refers  to  the  Small 
2  4  Computer  System  Interface  developed  cy  Adaptec  as  an  I/O  protocol 
2  5  standard  that  allows  a  microcomputer  to  communicate  with  peripheral 
2  6  devices. 
27 
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8.  The  term  "Arthur  Andersen"  as  used  herein  refers  to 
Arthur  Andersen  t  Co.,  and  its  merged,  consolidated  or  acquired 
predecessors  or  successors,  its  divisions,  subsidiaries  or 
affiliates  including,  but  not  limited  to,  present  or  former 
partners,  directors,  officers,  agents,  employees,  attorneys  or 
other  persons  acting  or  purporting  to  act  on  its  behalf,  or  on 
behalf  of  its  predecessors,  successors,  subsidiaries  or  affiliates. 

9.  The  term  "meeting"  as  used  herein  means  any  simultaneous 
presence  of  or  telephone  conversations  between  persons  acting  or 
purporting  to  act  for  the  defendant  herein  answering,  and  any  other 
persons  whether  such  was  by  chance,  prearranged,  formal,  or 
informal . 

10.  The  term  "Other  Defendants"  as  used  herein  means  any 
defendant  other  than  the  defendant  responding  to  this  Request  for 
Production. 

11.  The  term  "person"  or  "persons"  as  used  herein  refers  tc 
natural  persons,  proprietorships,  corporations,  partnerships,  joint 
ventures,  firms,  associations,  organizations,  governmental  bodies, 
agencies,  boards,  authorities,  commissions,  or  any  other  entities 
of  any  type, 

12.  The  term  "policy"  as  used  herein  means  any  rule, 
procedure,  directive,  practice,  or  course  of  conduct,  whether 
formal  or  informal,  written  or  unwritten,  recorded  or  unrecorded. 

13.  The  use  of  the  singular  shall  be  deemed  to  include  the 
plural,  and  vice  versa;  and  the  use  of  one  gender  shall  include  the 
other,  as  appropriate  in  the  context. 
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1  |  II.   TNSTKUCTIONS 

2  I      If  any  documents  were  within  the  scope  of  any  request  for 

3  I  production  but  are  not  being  produced  pursuant  to  any  claim  of 

4  privilege  or  confidentiality,  identify  such  document  (including, 

5  where  applicable,   the  date,   general  description,   author  and 

6  addressee) ,  specify  the  nature  of  the  privilege  claims  for  each 

7  document  and  specify  the  identity  of  the  person  on  whose  behalf  the 

8  privilege  is  asserted,  and  provide  the  information  specified  in 

9  Local  Rule  230-5  of  the  Northern  District  of  California  and  the 

10  District's  "Guidelines  for  Discovery  Motion  Practice  and  Trial" 

11  (1989). 

12  III.  TIME  PERIOD 

13  Unless  otherwise  stated  in  a  Request,  all  documents  requested 

14  are  for  the  period  January  :,  1989  through  the  Present  (the  "Time 

15  Period"). 

16  IV.   DOCUMENTS  REQUESTED 

17  REQUEST  NO.  1: 

18  All  documents  which  constitute,  evidence  or  refer  to  Adaptec's 

19  policy  regarding  document  destruction  or  retention. 
2  0  REQUEST  NO.  2: 

21  All  insurance  policies  and  indemnification  agreements  which 

22  cover  or  which  could  cover  claims  asserted  in  this  action  or  any 

23  claims  asserted  against  Adaptec  or  the  Individual  Defendants  under 

24  the  federal  securities  laws. 

25  REQUEST  NO.  3: 

26  All  documents  which  constitute,  evidence  or  relate  to  any 

27  presentations  made  at  Adaptec's  annual  meetings  of  shareholders. 


28 
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gEfflffigI  NQ-   4i 

All  organizational  chares  or  other  documents  describing 

Adaptec,  its  subsidiaries,  affiliates,  divisions,  departments, 

units  or  other  corporate  subdivisions  and  the  relationships  among 

them,  and  the  names  and/or  reporting  relationships  of  Adaptec's 

officers,  directors,  and  executives  during  the  time  period. 

REQUEST  NO.  5; 

Adaptec's  Articles  of  Incorporation  and  By-Laws,  including  all 
amendments  thereto. 

REQUEST  NO.  6: 


11        All  documents  that  constitute,  discuss  or  refer  to  any  news 


12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 


25 
26 
27 
28 


article  about  the  Company. 
REQUEST  NO.  7: 

All  documents  that  constitute,  memorialize,  refer  to  or 
discuss  any  meetings  of  or  discussions  at  Adaptec's  Board  of 
Directors  or  any  committee  thereof,  including,  but  not  limited  to, 
all  notes  taken  at  the  meetings. 

REQUEST  NO.  8: 

All  Adaptec  press  releases  or  other  communications  to  the 
media,  and  all  documents  which  constitute,  evidence  or  refer  to  the 
preparation  of  any  press  release,  public  announcement  or 
communication  and  all  news  articles,  periodical  and  magazine 
articles,  the  subject  of  which  in  whole  or  in  part  relates  to  or 


24   refers  to  Adaptec  or  any  of  the  Individual  Defendants. 


REQUEST  NO.  9: 

All  documents  distributed  cr  utilized  at  any  meeting  of 
Adaptec's  Board  of  Directors  cr  committees  thereof. 


PLAINTIFFS'  FIRST  REQUEST  FOR  PRODUCTION  OF  DOCUMENTS  TO 
DEFENDANT  ADAPTEC,  INC.  AND  TKZ  INDIVIDUAL  DEFENDANTS        -  5  - 


201 


1  REQUEST  NO.  10: 

2  All  documents  distributed  or  utilized  at  any  meeting  of  any 

3  Adaptec  management,  audit  or  executive  committee. 

4  REQUEST  NO.  11: 

5  |  All  minutes,  agendas  and  other  documents  which  evidence  or 

6  I  refer  to  meetings  of  the  Adaptec  Board  of  Directors  and  any 

7  committees  thereof  including,  but  not  limited  to,  the  Management 

8  Committee,  the  Executive  Committee,  and  the  Audit  Committee. 

9  REQUEST  NO.  12: 

10  All  documents  that  constitute,  memorialize,  refer  to  or 

11  discuss  any  meetings  of  or  discussions  at  any  Adaptec  management 

12  or  executive  committee  meetings,  including,  but  not  limited  to,  all 

13  notes  taken  at  the  meetings. 

14  REQUEST  NO.  13: 

15  All   documents   which   constitute,   evidence   or   refer   to 

16  presentations  to  securities  analysts,  individually  or  in  groups  of 

17  two  or  more,  or  which  evidence  any  communications  or  contacts  with 

18  securities  analysts. 

19  REQUEST    NO.     14: 

20  All  logs,  digests,  notes  cr  any  other  documents  memorializing 

21  meetings  with  or  telephone  calls  received  from  or  held  with 

22  securities  analysts,  or  with  representatives  of  newspapers  or 
2  3  periodicals  by  Adaptec  or  the  Individual  Defendants,  or  any 

24  |  representative  or  employee  thereof. 

25  REQUEST  NO.  15: 

26  All  documents  which  memorialize,  refer  to  or  discuss  any 

27  K  meeting  or  communication  with  any  investment  banking  entity,  any 

28 
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1  security  rating  service,  any  securities  or  financial  analyst,  or 

2  any  representative  of  the  news  media,  or  trade  press  relating  to 

3  the  Company  or  its  securities,  including,  without  limitation,  any 

4  presentations,  minutes,  notes  or  transcripts  of  any  such  meetings 

5  and  communications. 

6  REQUEST  NO.  16 i 

7  All  documents  prepared  during  the  relevant  period  that  discuss 
6  whether  any  public  disclosure  should  be  made  regarding  any  aspect 
9  of  the  Company's   financial  or  business  results,   prospects, 

10  forecasts  or  projections. 

11  REQUEST  NO.  17: 

12  All  documents  that  constitute,  refer  to  or  discuss  speeches 

13  or  presentations  before  the  American  Electronics  Association  or  any 

14  similar  industry  organizations. 

15  REQUEST  NO.  18: 

16  All  documents  which  memorialize,  refer  to  or  discuss  any 

17  meeting  or  communication  with  the  Aaerican  Electronics  Association. 

IB  REQUEST  NO.  19: 

19  Videotapes,  overhead  projections,  slides  or  other  materials 

20  used  in  making  presentations  to  securities  analysts. 

21  REQUEST  NO.  20: 

22  All  documents  that  constitute,  discuss  or  refer  to  any 
2  3  financial  analyst's  report  about  the  Company. 

24  REQUEST  NO.  21 t 

25  All  documents  sent  to  securities  analysts  generally  or  any 

26  individual  securities  analyst  by  Adaptec  or  any  of  the  Individual 

27  |  Defendants. 

28  | 
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1  BEQUEST  WO.  22; 

2  All  documents  that  constitute,  refer  to  or  discuss  any 

3  communications  or  meetings  between  Adaptec  or  any  of  the  Individual 

4  Defendants  and  any  public  relations  firm. 

5  REQUEST  NO.  23; 

6  All  documents  which  constitute,  evidence  or  refer  to  inquiries 

7  from  or  responses  to  stock  market  analysts  or  any  regulatory  body 

8  regarding  trading  by  the  Individual  Defendants  in  Adaptec  common 

9  stock. 

10  BEQUEST  NO.  24: 

XX  All  Adaptec  stock  transfer  records  and  stock  register  records 

12  for  the  period  September  29,  1989  through  December  12,  1990;  and 

13  all  documents  relating  to  or  referring  to  the  volume  of  trading  in 

14  Adaptec  common  stock  and  the  market  price  of  Adaptec's  stock. 

15  REQUEST  NO.  25; 

16  All  documents  constituting  or  reflecting  communications  with 

17  the   Securities   and   Exchange   Commission,   NASDAQ,   National 

18  Association  of   Securities   Dealers,   or  Adaptec  shareholders, 

19  including  general  mailings  and  individual  communications  and  drafts 

20  thereof. 

21  REQUEST  NO.  26; 

22  All  documents  that  constitute,  refer  to  or  discuss  any  Adaptec 

23  filing  or  report  to  shareholders  with  the  SEC  during  fiscal  years 

24  1989,  1990  and  1991. 
25 

26 
27 
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1  REQUEST  NO.  27: 

2  All  documents  which  constitute,  evidence  or  refer  to  the 

3  policy  of  Adaptec  regarding  purchase  or  sale  of  Adaptec  common 

4  stock  by  company  employees,  officers  or  directors. 

5  REQUEST  NO.  28: 

6  |      All  documents  which  constitute,  evidence  or  refer  to  any  plan 

7  which  provides  for  compensation  of  officers,   directors,  and 

8  executives  through  the  issuance  of  Adaptec  common  stock  or  Adaptec 

9  common  stock  options  and  all  documents  which  describe  or  explain 

10  the  method  of  operation  of  sucn  plan. 

11  REQUEST  NO.  29: 

12  All  documents  which  constitute,  evidence  or  refer  to  any  plan 

13  which  provides  for  bonus  corcpensation  of  officers,  directors, 

14  executives  and  sales  force  merxiers  of  Adaptec  including,  but  not 

15  limited  to,  the  Adaptec  Senior  Management  Bonus  Plan  and  Adaptec's 

16  Incentive  Bonus  Plans. 

17  REQUEST  NO.  30: 

18  All  documents  sent  or  received  by  any  Individual  Defendant  to 

19  or  from  any  other  Individual  Defendant  which  refer  to  the  financial 
2  0  |  condition  of  Adaptec  or  the  purchase,  acquisition,  or  sale  of 

21  I  Adaptec  securities. 

22  I  REQUEST  NO.  31: 

23  I      For  the  period  1989  to  date,  all  documents  which  evidence  or 

24  |  refer  to  loans  obtained  by  any  of  the  Individual  Defendants,  the 

25  proceeds  of  which  were  used  to  acquire  Adaptec  common  stock  or 

26  Adaptec  common  stock  options 
27 

28 
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1  REQUEST  NO.  32: 

2  All  documents  which  constitute,  evidence  or  refer  to  any 

3  communications  sent  or  received  by  an  Individual  Defendant  to  or 

4  from  any  person  not  a  defendant  herein  regarding  purchase, 

5  acquisition,  or  sale  of  Adaptec  common  stock,  common  stock  options, 

6  incentive  stock  rights,  stock  appreciation  rights,  stock  purchase 

7  rights  or  the  financial  condition  of  Adaptec. 

8  REQUEST  NO.  33: 

9  All  documents  which  evidence  or  refer  to  the  purchase,  sale 

10  or  transfer  of  Adaptec  securities  by  any  officer  or  director  of 

11  Adaptec,  by  members  of  their  immediate  families  (parents,  siblings, 

12  spouse  and  children),  or  by  any  entity  (trust,  partnership,  etc.) 

13  which  they  control  or  in  which  they  had  interests,  or  the  intention 

14  to  purchase  or  sell  Adaptec  securities,  including,  but  not  limited 

15  to,  communications  from  stock  brokers,  Form  144s,  and  documents 

16  evidencing  any  communications  between  any  of  the  Individual 

17  Defendants  referring  to  such  purchases  or  sales. 

18  REQUEST  NO.  34: 

19  All  documents  which  evidence  cr  refer  to  the  purchase, 

20  acquisition,  transfer  or  sale  of  Adapter  common  stock,  common  stock 

21  options,  incentive  stock  rights,  stock  appreciation  rights  or  stock 

22  purchase  rights  by  the  Individual  Defendants,  their  immediate 

23  families  or  any  entity  as  described  in  paragraph  33  herein  from 

24  January  1,  1988  to  date,  setting  forth  date  of  transaction;  number 

25  and  type  of  securities  purchased  or  acquired  or  sold,  or  disposed 

26  of;  the  price  per  share;  and  any  net  proceeds  realized. 
27 
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REQUEST  NO.  35: 


2  I  All  documents  which  constitute,  evidence  or  refer  to  reports 
nade  by  the  Individual  Defendants  to  Adaptec  regarding  the 
purchase,  acquisition,  or  sale  of  Adaptec  common  stock,  common 
stock  options,  incentive  stock  rights,  stock  appreciation  rights 

6  I  or  stock  purchase  rights  by  the  Individual  Defendants. 


7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

28 


REQUEST  NO.  36: 

All  documents  which  set  forth,  discuss  or  otherwise  consider 
the  market  price  of  Adaptec  securities. 
REQUEST  NO.  37: 

All  documents  which  constitute,  evidence  or  refer  to  adopting 
the  Adaptec,  Inc.  1990  stock  plan. 
REQUEST  NO.  38: 

All  documents  which  constitute,  evidence  or  refer  to  adopting 
the  1990  Directors  Option  Plan. 
REQUEST  NO.  39: 

Diaries,  daybooks,  calendars,  appointment  books,  telephone 
logs  or  similar  documents,  maintained  for,  by,  or  of  each  of  the 
Individual  Defendants. 
REQUEST  NO.  40: 

Curriculum  vitae  or  resumes  for  each  of  the  Individual 
Defendants. 
REQUEST  NO.  41: 

Adaptec  personnel  files  regarding  each  of  the  Individual 
Defendants. 
REQUEST  NO.  42: 

Adaptec  personnel  files  regarding  each  of  the  following 
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1  San  Kazarian  Christopher  G.  O'Meara 

2  Donald  P.  Landry         Lawrence  0.  Sasscer 

3  G.  Roger  McLean  Thomas  C.  Stoiber 

4  G.  Venlcatesh  Henry  P.  Massey,  Jr. 

5  REQUEST  NO.  43; 

6  All  personnel  files  regarding  individuals  who  at  anytime 

7  during  the  Time  Period  held  the  following  positions  at  Adaptec: 

8  (a)   Financial  officer; 

9  (b)   Controller; 

10  (c)   Assistant  Controller; 

11  (d)   Secretary; 

12  (e)   Treasurer;  and 

13  (f)   Sales  Manager  for  eacn  Adaptec  sales  district  or  region. 

14  REQUEST  HO.  44: 

15  For  each  of  the  Individual  Defendants,  all  documents  which 

16  constitute,  evidence,  cr  refer  to  employment  contracts  between 

17  Adaptec  and  each  of  the  Individual  Defendants. 

18  REQUEST  NO.  4  5: 

19  For  each  of  the  Individual  Defendants,  all  documents  relating 

20  to  compensation,  to  any  emoluments  or  other  benefits  paid  to  or 

21  accrued  for  the  Individual  Defendants. 

22  REQUEST  NO.  46: 

23  |      All  documents  which  constitute,  evidence  or  refer  to  (non- 
24  I  litigation)  complaints,  court  actions,  non-court  proceedings,  and 

25  arbitration  proceedings  asserted  by  former  employees  of  Adaptec 

26  against  Adaptec. 
27 
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1  REQUEST  NO.  4-7: 

2  All  Adaptec  personnel  files  for  any  individuals  who  are 

3  parties  to  any  of  the  complaints,  actions  or  proceedings  identified 

4  in  response  to  the  preceding  document,  request. 

5  REQUEST  NO.  48; 

6  All  files  maintained  by  Adaptec's  public  relations  department 

7  which  constitute,  evidence  or  refer  to  news  articles  written  or 

8  published  about  Adaptec  or  any  of  the  Individual  Defendants. 

9  REQUEST  NO.  49: 

10  All  financial  or  operating  reports  prepared  for  or  submitted 

11  to  Adaptec's  senior  management  on  a  periodic  basis,  including,  but 

12  not  limited  to,  operating  reports,  projections,  sales  reports  or 

13  forecasts,  or  comparison  of  results  to  budget  or  plan. 

14  REQUEST  NO.  50: 

15  All  documents  submitted  to  any  cf  the  following: 

16  (a)   Bank  of  America,  NT&SA; 

17  (b)   Moody's  Corp.; 

18  (c)   Standard  &  Poor's  Corp.;  and 

19  (d)   Barron's 

20  REQUEST  NO.  51: 

21  All  Adaptec  financial  statements  for  the  fiscal  years  April 

22  1,  1989  to  March  31,  1990  ("fiscal  1990"),  and  April  1,  1990  to 

23  March  31,  1991  ("fiscal  1991"),  and  interim  quarters  thereof,  and 

24  all   documents   which   constitute,   evidence   or   refer   to  the 

25  preparation  or  publication  of  all  such  statements,  including,  but 

26  not  limited  to,  workpapers  and  any  analyses. 
27 
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REQUEST  NO.  52: 

All  documents  which  constitute,  evidence  or  refer  to  financial 
plans,  targets,  projections,  budgets  or  forecasts  of  financial 
results  of  Adaptec. 

REQUEST  NO.  53: 

All  documents  that  record,  discuss  or  refer  to  variances 
between  Adaptec's  planned,   targeted,   budgeted  or  forecasted 
financial  or  operational  results  and  its  actual  results. 
REQUEST  NO.  54: 

All  documents  which  constitute,  evidence  or  refer  to  Adaptec's 
revenue  recognition  policies,  including,  but  not  limited  to, 
Adaptec's  revenue  recognition  policy  manuals,  drafts  thereof,  and 
all  supplements  thereto  used  or  in  effect  during  any  portion  of  the 
period  January  1,  1989  through  present. 

REQUEST  NO.  55: 

Adaptec's  Corporate  Policy  Manuals  and  all  supplements  and 
amendments,  including  replaced  pages  and  sections  used  or  in  effect 
during  any  portion  of  the  period  January  1,  1989  through  present. 

REQUEST  NO.  56: 

Adaptec's  sales  practice  manuals  and  all  supplements  and 
amendments  used  in  the  United  States,  in  Singapore,  in  Germany 
and/or  in  Belgium. 


23    REQUEST  NO.  57: 


All  financial  planning  manuals  used  in  the  United  States,  in 
Singapore,  in  Germany  and/or  in  Belgium. 
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1  REQUEST  NO.  58: 

2  All  internal  audit  reports  relating  to  each  of  the  following 

3  subjects: 

4  (a)   revenue  recognition; 

5  (b)   trades  receivables ; 

6  (c)   reserves   for   uncollectible   trade   receivables   or 

7  allowances  and  provisions  for  doubtful  accounts; 

8  (d)   customer  advances  and  unearned  revenues; 

9  (e)   financial  applications  software; 

10  (f)   sales  commitments  or  deliverables  or  sales  quotas; 

11  (g)   deferred  receivables; 

12  (h)   prepay  contracts; 

13  (i)   credit  acquisition  plan; 

14  (j)   foreign  currency  transactions; 

15  (k)   accrued  liabilities; 

16  (1)   technical  support;  and 

17  (m)   FASB  required  accounting  policies. 

18  REQUEST  NO.  59: 

19  All  documents  relating  to  Adaptec's  practices  in  closing  a 

20  quarter,  including  leaving  it  open  for  a  certain  number  of  days, 

21  after  the  calendar  date  close,  e.g.,  June  30th,  September  30th, 

22  December  31st,  or  March  31st. 

23  REQUEST  NO.  60: 

24  All  documents  relating  to  each  of  the  subjects  listed  in 

25  Request  58  through  60  hereof,  authored  by  the  internal  audit 

26  department,  other  than  the  audit  reports  and  all  responses  or 

27  communications  with  the  internal  audit  department  relating  to  same. 


28 
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1  REQUEST  SSL    61  = 

2  All  documents  reflecting  meetings  of  the  internal  audit 

3  departaent  with  the  Adaptec  Board  Audit  Committee  and  all 

4  communications  between  them. 

5  BEQUEST  NO.  62: 

6  All   documents   which   constitute,   evidence   or  refer  to 

7  Adaptec ' s : 

8  (a)   quarterly  sales  cutoff  procedures; 

9  (b)   increases  in  trade  receivables ; 

10  (c)   unbi liable  trade  receivables ; 

11  (d)   the  validity  and  collectibility  of  trade  receivables; 

12  (e)   reserves  for  uncollectible  receivables  or  allowances  and 

13  provisions  for  doubtful  accounts; 

14  (f)   customer  advances  and  unearned  revenues; 

15  I       (g)   financial  applications  and  software; 

16  (h)   deferred  receivables;  and 

17  (i)   prepaid  contracts. 

18  REQUEST  NO.  63: 

19  All  documents  which  identify  the  names  and  addresses  of 

20  members  of  Adaptec's  sales  force  who  have  been  terminated  by 

21  Adaptec  since  January  1,  1990. 

22  REQUEST  NO.  64: 

23  All  management  letters  for  fiscal  1988,   1989  and  1990, 

24  received  from  or  discussed  with  Arthur  Andersen  t   Co.  or  any  of  its 

25  institutional  affiliates,  and  all  documents  reflecting  Adaptec's 

26  responses  or  actions  in  response  thereto. 
27 
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1  I  REQUEST  NO.  65: 

2  I      All  documents  received  from  Arthur  Andersen  &  Co.  reflecting 

3  |  or  referring   in  whole  or  in  part  to  Adaptec's  Management 

4  |  Information  Systems  or  to  each  of  the  following  subjects: 

5  |  Consolidated  Balance  Sheet  Items 

6  Trade  receivables 

7  Allowance  and  provisions  for  doubtful  accounts 

8  Accrued  compensation  and  related  benefits 

9  Accrued  liabilities 

10  Customer  advances  and  unearned  revenues 

11  Foreign  currency  translations 

12  Consolidated  Statements  of  Income 

13  Revenues,  including  license  revenue  and  service  revenues 

14  Sales  and  marketing  expenses 

15  Cost  of  service  expenses 

16  Consolidated  Statements  of  Cash  Flow 

17  Provisions  for  doubtful  accounts 

18  Increase  in  receivables 

19  Increase  in  other  accrued  liabilities 

20  |      Increase  in  customer  advances  and  unearned  revenues 

21  Notes  to  financial   statement  relating  to  the  following 

22  subjects  as  reflected  in  the  notes: 

23  Revenue  recognition 

24  Unbilled  revenues 

25  Foreign  currency  translation 

26  Stock  option  plan 
27 

28 
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Deferred   taxes   relating   to   timing   differences   in   the 


2  I  recognition  of   revenues  and  expenses   for  tax  and 

3  financial  statement  purposes 

4  Segment  information 

5  Litigation 

6  I  REQUEST  NO.  66: 

7  I  Reports,  whether  financial  or  otherwise,  prepared  by  or  for 

8  |  Arthur  Andersen  on  Adaptec. 

9  REQUEST  NO.  67: 

10  Documents  given  or  shown  by  Adaptec  to  its  internal  or  outside 

11  auditors  or  received  by  the  Company  from  its  internal  or  outside 

12  auditors  relating,  in  whole  or  in  part,  or  referring  to  Adaptec's 

13  internal  accounting  and  management  controls,  including,  but  not 

14  limited  to,  those  relating  to  recognition  of  revenues,  orders, 

15  sales,  terms  of  sales,  sales  returns,  discounts,  allowances,  trade- 

16  ins,  earnings,  adjustment  to  financial  statements,  internal  or 

17  external  investigations,  press  releases  or  public  statements, 

18  financial  or  accounting  policy  or  practice,  compliance  with  any 

19  financial  or  accounting  policy  cr  practice,  restatement  of  results, 

20  inventory  or  receivables   reserve  or  allowance,   inventory  or 

21  receivable  writeoff  or  writedown,  illegal  act  or  capitalization  of 

22  development  costs,  sales  cutoff  procedures,  trade  receivables, 

23  |  unbillable  trade  receivables,  reserves  for  collectible  receivables. 


24 

25 
26 
27 
28 


sales  personnel,  contracts  with  customers,  and  forecasting  of 
Adaptec's  performance  and  prospects. 
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1  REQUEST  NO.  68; 

2  Communications  between  Arthur  Andersen  &  Co.  with  the  Board 

3  of  Directors  of  Adaptec  or  any  committee  thereof,  including  the 

4  Audit  Committee,  concerning  the  business,  financial  condition  or 

5  I  actual  or  projected  results  of  operations  of  Adaptec. 

6  REQUEST  NO.  69; 

7  Documents  relating  to  or  referring  to  any  disagreement  or 

8  difference  of  opinion  on  the  part  of  Adaptec  with  the  conclusions 

9  or  recommendations  contained  in  any  report,  financial  statement  or 

10  other  document  prepared  by  or  for  Arthur  Andersen  in  connection 

11  with  its  engagement  by  Adaptec. 

12  REQUEST  NO.  70: 

13  Documents  relating  to  the  financial  books  and  records  of 

14  Adaptec  being  kept  open  after  the  close  of  the  fiscal  year  or  for 

15  interim  quarters  thereof  for  a  certain  number  of  days. 

16  REQUEST  NO.  71; 

17  If  not  produced  in  response  to  a  prior  request,  all  contracts 

18  with  respect  to  which  revenue  was  in  fact  recognized  in  the  quarter 

19  for  each  of  interim  quarters  ended  March  31,  1989  through  present. 

20  REQUEST  NO.  72; 

21  I      All  documents  which  constitute,  evidence  or  refer  to  sales 

22  |  quotas  for  Adaptec's  sales  force. 

23  I  REQUEST  NO.  73; 

24  |  All  documents  relating  to  the  practices  and  terms  of 
2  5  compensating  sales  personnel,  sales  managers,  and  executive  vice 
26  presidents  in  charge  of  sales. 
27 

28 
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REQUEST  NO.  74: 


All  documents  relating  to  business  or  proposed  business  by 

Adaptec  with  each  of  the  following: 

(a)  Conner  Peripherals,  Inc. 

(b)  IBM 

(c)  Digital  Equipment  Corporation 

(d)  Epson  America 

(e)  Hewlett-Packard 

(f)  Seagate  Technology,  Inc. 

10  |       (g)  Sony  Corporation 

11  I       (h)  Tandy  Corporation 

12  I       (i)  Toshiba  Corporation 

13  J       (j)  Unisys  Corporation 

14  |       (k)  Hitachi 

15  I       (1)  Miniscribe  Corporation 

16  |       (m)  Quantum  Corporation 

17  I       (n)  Intel 

18  I       (o)  Nokia 

19  |       (P)  NEC 

20  J       (q)  Fujitsu 
(r)  Microsoft 
(s)  Apple  Computer 

REQUEST  NO.  7S: 

All  documents  which  constitute,  evidence  or  refer  to  the  terms 
and  conditions  of  sale  extended  to  customers  of  Adaptec,  including 
provisional  sales  and  extended  payment  terms. 
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1  I  REQUEST  NO.  76: 

2  All  documents  which  discuss  or  refer  to  any  deviation  from  the 

3  Company's  standard  terms  for  payment  of  invoices  by  customers. 

4  REQUEST  NO.  77: 

5  All  documents  which  evidence  or  refer  to  the  availability  of 

6  technical  support,  technical  assistance,  and/or  backup  to  Adaptec's 

7  customers . 

8  REQUEST  NO.  78: 

9  All  documents  which  constitute,  evidence  or  refer  to  buys  in, 

10  delivery   schedules   for,   availability   of,   delays,   customer 

11  complaints,  and  the  amount  cf  orders  and  backlogs  of  Adaptec 

12  products. 

13  REQUEST  NO.  79: 

14  All  documents  relating  to  or  referring  to  Adaptec's  practices 

15  for  monitoring  its  contracts  with  customers. 

16  REQUEST  NO.  80: 

17  All  documents  relating  to  or  referring  to  Adaptec's  practices 

18  for  monitoring  sales  personnel. 

19  REQUEST  NO.  81: 

2  0        All  documents  which  evidence  or  refer  to  any  statements  by 

21  Adaptec  that  SCSI  is  becoming  the  "accepted  industry  standard 

22  interface"  or  that  SCSI  had  become  ar.  American  National  Standards 

23  Institute  Standard  Interface. 

24  REQUEST  NO.  82: 

25  All  documents  describing,  discussing,  referring  to  or  prepared 

26  in  connection  with  any  member  of  the  professional  investment 
2  7  community,  including  underwriters,  dealers,  analysts,  investment 


28 
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1  advisors,  brokerage  houses  and  investment  brokers  and  Adaptec  on 

2  or  about  the  following  dates: 

3  (a)   September  29,  1989; 

4  (b)   October  13,  1989; 

5  (c)   June  27,  1990; 

6  (d)   August  9,  1990; 

7  (e)   August  21,  1990; 

8  (f)   September  10,  1990; 

9  (g)   October  8,  1990; 

10  (h)   October  12,  1990;  and 

11  |  (i)   October  15,  1990. 

12  I  REQUEST  NO.  83: 

13  I  All  documents  referring  or  relating  to  Adaptec's  decision 

14  I  regarding  a  one  time  breakdown  of  nonconforming  material. 

15  REQUEST  NO.  84: 

16  All  documents  referring  to  or  relating  to  creation  of  an 

17  1  inventory  reserve  due  to  accelerating  industry  transition  to 

18  I  embedded  controller  solutions  relating  to  Adaptec's  older  AT 

19  |  controllers. 

20  REQUEST  NO.  85; 

21  I  All  documents  which  constitute,  evidence  or  refer  to  the 

22  |  company's  claim  that  through  effective  working  capital  management 

23  I  Adaptec  has  increased  their  cash  balance  to  $56  million. 

24  I  REQUEST  NO.  86; 

25  I  All  documents  describing,  discussing,  referring  to  or  prepared 

26  |  in  connection  with  defendant  Adler's  appearance  at  the  Computer 
Services  and   Communications  and  Information  Systems  Seminar 


27 
28 
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1  relating  specifically,  but  not  limited  to  defendant  Adler's 

2  statements  that: 

3  (a)   Adaptec  would  soon  be  on  the  Forbes  200  list  of  companies 

4  |  with  revenues  between  $50  and  $100  million; 

5  (b)   Adaptec  is  expected  to  experience  "tremendous  growth"  and 

6  coming  quarters  would  be  "very,  very  good  for  us"; 

7  (c)   The  Adaptec  market  "is  projected  to  grow  very,  very 

8  fast,"  and  the  company  operated  in  a  "very  healthy,  fast  growing 

9  market" ; 

10  (d)   "If  we  execute  correctly,  and  we  have,  you're  going  to 

11  see  us  continue  to  grow  very  fast";  and 

12  (e)   The  company's  R&D  costs  were  expensed  and  thus  would  not 

13  be  recognized  in  future  periods  leading  the  company  to  have  a 

14  "whistle  clean"  balance  sheet. 

15  REQUEST  NO.  87: 

16  All  documents  describing,  discussing,  referring  to  or  prepared 

17  in  connection  with  Adaptec's  December  10,  1990  press  conference 

18  wherein  the  Company  announced  that  earnings  would  be  significantly 

19  lower  than  expected  due  to  a  "sales  shortage"  due  to  a  general 

20  economic  slowdown  and  slumping  demand  among  Adaptec's  customers, 

21  and  also  due  to  new  produce  delays  and  a  decline  in  demand  for 

22  older  products. 

23  REQUEST  NO.  88: 

2  4        All  documents  prepared  by  any  internal  audit  personnel  of  the 

25  Company  or  by  any  person  charged  with  responsibility  for  performing 

26  an  internal  audit  function  relating,  in  whole  or  in  part,  to 

27  orders,   sales,   terms   of   sales,   sales   returns,   discounts, 
28 
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1  U  allowances,   trade-ins,   earnings,   adjustment   to   financial 

2  |  statements,  internal  or  external  investigations,  press  releases  or 

3  |  public  statements,  financial  or  accounting  policy  or  practice, 

4  J  compliance  with  any  financial  or  accounting  policy  or  practice, 
system  of  internal  financial  or  accounting  policy  or  practice, 
system  of  internal  financial  or  accounting  controls,  restatement 
of  results,  inventory  or  receivable  reserve  or  allowance,  inventory 
or  receivable  writeoff  or  writedown,  illegal  act,  or  capitalization 
of  software  development  costs. 

REQUEST  NO.  89: 

All  documents  prepared  or  received  by  you  in  connection  with 
any  audit  or  review  of  Adaptec  financial  statements. 
REQUEST  NO.  90: 

All  documents  which  discuss  cr  refer  to  any  review  or  audit, 
whether  by  internal  or  outside  auditors,  of  Adaptec's  financial 
statements  or  records. 

REQUEST  NO.  91: 

All  documents  which  discuss  or  refer  to  any  proposed  or  actual 
restatement  of  any  component  of  any  Adaptec  financial  statements. 
REQUEST  NO.  92: 

All  documents  that  constitute,  discuss  or  refer  to  sales  or 
orders  in  general. 

REQUEST  NO.  93: 

All  documents  that  constitute,  discuss  or  refer  to  orders 
backlog  or  analysis  of  any  orders  backlog. 


5 
6 
7 
8 
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1  REQUEST  NO.  94; 

2  All  documents  which  contain,  refer  to  or  discuss  any  review 

3  or  investigation  of  sales  or  orders  or  of  any  accounting  treatment 

4  of  sales  or  orders. 

5  REQUEST  NO.  95: 

6  All  documents  which  refer  to  or  discuss  Adaptec's  policy  or 

7  procedure  for  recording  sales  on  the  Company's  financial  statements 

8  or  books  or  records. 

9  REQUEST  NO.  96: 

10  All  documents  which  constitute,  discuss  or  refer  to  Company 

11  policies  or  procedures  for  shipping  product  pursuant  to  an  order. 

12  REQUEST  NO.  97: 

13  All  documents  which  constitute,  discuss  or  refer  to  any 

14  shipment  of  NET  products  without  a  valid  underlying  order. 

15  REQUEST  NO.  98: 

16  All  documents  which  constitute,  discuss  or  refer  to  any 

17  discount,  allowance  or  trade-in  given  or  permitted  in  connection 

18  with  the  sale  of  any  Adaptec  product  or  service. 

19  REQUEST  NO.  99: 

20  All  documents  that  show,  refer  to  or  discuss  commissions  paid 

21  to  salespersons  by  Adaptec. 

22  REQUEST  NO.  100: 

23  All  Adaptec  sales  registers  or  journals. 

24  REQUEST  NO.  101: 

2  5        The  stock  transfer  records  of  Adaptec  during  the  relevant 

26  period. 

27 

28 
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REQUEST  NO.  102: 

All  documents  that  discuss,  refer  to,  or  contain  information 
about  the  Company's  accounts  receivable  and/or  payment  terms  for 
Adaptec's  products. 
REQUEST  NO.  103: 

All  documents  that  discuss  or  refer  to  profit  margins  at 
Adaptec . 

REQUEST  NO.  104: 

All  documents  contained  in  any  of  Adaptec's  customer  files. 

REQUEST  NO.  105: 

All  purchase  orders,  sales  orders,  invoices,  shipping  records, 

payment  records,  return  records  and  receiving  records,  for  any 

Adaptec  product  or  service. 

DATE:   March  27,  1991 

MILBERG  WEISS  BERSHAD 

SPECTHRIE  &  LERACH 
WILLIAM  S.  LERACH 
ALAN  SCHULMAN 
DANIEL  J.  MOGIN 
ELLEN  A.  GUSIKOFF 


fdoL  ScU*/C 


DANIEL  J.  MOGIN 

225  Broadway,  Suite  2000 
San  Diego,  CA   92101 
Telephone:   619/231-1058 
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1  EUGENE  A.  SPECTOR  &  ASSOCIATES 

EUGENE  A.  SPECTOR 

2  15th  &  Locust  Streets 

Lewis  Tower  Bldg,  Suite  624 

3  Philadelphia,  PA  19102 

Telephone:   215/545-5335 

4 

I  ABBEY  6  ELLIS 

ARTHUR  N.  ABBEY 
212  East  39th  Street 
New  York,  NY   10016 
Telephone:   212/889-3700 
7 

BERGER  6  MONTAGUE,  P.C. 

8  SHERRIE  R.  SAVETT 

JEAN  MARKEY 

9  1622  Locust  Street 

Philadelphia,  PA  19103  . 

10  Telephone:   215/875-3000 

11  KAPLAN  &  KILSHEIMER 

ROBERT  N.  KAPLAN 

12  685  Third  Avenue,  26th  Floor 

New  York,  NY   10017 

13  Telephone:       212/687-1980 

14  LAW   OFFICES    OF 

I.  STEPHEN  RABIN 

15  I.  STEPHEN  RABIN 

685  Third  Avenue,  26th  Floor 

16  New  York,  NY  10017 

Telephone:   212/682-1818 

17 

SCHIFFRIN  &  CRAIG,  LTD. 

18  RICHARD  SCHIFFRIN 

2020  North  Halsted  Street 

19  Chicago,  IL   60614 
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Telephone:   312/528-6646 
Attorneys  for  Plaintiffs 
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1  DECLARATION  OF  SERVICE  BY  FEDERAL  EXPRESS 

2 

3  I,  the  undersigned,  declare: 

4  1.   That  declarant  is  and  was,  at  all  times  herein  mentioned, 

5  a  citizen  of  the  United  States  and  a  resident  of  the  County  of  San 

6  Diego,  over  the  age  of  eighteen  (18)  years,  and  not  a  party  to  or 

7  interested  in  the  within  action;  that  declarant's  business  address 

8  is  225  Broadway,  Suite  2000,  San  Diego,  California  92101. 

9  2.   That  on  March  27,  1991,  declarant  caused  true  copies  of 

10  PLAINTIFFS'  FIRST  REQUEST  FOR  PRODUCTION  OF  DOCUMENTS  TO  DEFENDANT 

11  ADAPTEC,  INC.  AND  THE  INDIVIDUAL  DEFENDANTS  to  be  delivered  to 

12  Federal  Express  for  service  on  each  of  the  parties  listed  on  the 

13  attached  Service  List  on  March  28,  19C>1. 

14  I  declare  under  penalty  of  perjury  that  the  foregoing  is  true 

15  and  correct. 

16  Executed  this  27th  day  of  March,   1991,   at  San  Diego, 

17  California. 
18 
19  "  VICKI^LJ  ANDREWS 

20 
21 
22 
23 
24 
25 
26 
27 
28 
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RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  DOMENICI 

FROM  JOHN  G.  ABLER 

We  received  a  letter  from  Don  Riegle,  Chairman  regarding  testi- 
mony given  by  John  G.  Adler,  Chairman  of  the  Board  and  CEO  of 
Adaptec,  Inc.  relating  to  testimony  made  by  Bill  Lerach  to  the  Se- 
curities Subcommittee  hearing  on  private  litigation  under  Federal 
Securities  Laws.  At  your  request,  the  response  format  repeats  the 
questions  asked,  then  provides  an  answer. 

Q.l.  Reply  to  the  assertion  that  the  current  versions  of  Rule  11  and 
Rule  9(b)  of  the  Federal  Rules  of  Civil  Procedure  provide  sufficient 
protection  against  meritless  suits. 

A.1.  Rule  11  and  Rule  9(b)  do  not  provide  sufficient  protection 
against  meritless  suits.  Securities  laws  cast  a  broad  net  in  an  at- 
tempt to  cover  a  wide  variety  of  actions,  and  at  the  same  time 
make  access  to  the  courts  as  easy  as  possible. 

Once  a  suit  is  filed,  the  Federal  Rules  of  Civil  Procedure,  as  in- 
terpreted by  the  United  States  Supreme  Court,  require  that  courts 
can  not  dismiss  a  claim  "unless  it  appears  beyond  doubt  that  the 
plaintiff  can  prove  no  set  of  facts  in  support  of 'his  claim  which 
would  entitle  him  to  relief."  (emphasis  added)  It  is  unreasonable  to 
expect  that  a  court,  in  the  beginning  of  complex  litigation,  would 
presuppose  that  no  set  of  facts  could  possibly  exist  which  could 
support  a  claim.  When  the  broad  net  cast  by  the  securities  laws  is 
added  to  the  virtually  unlimited  hypothetical  realm  that  must  be 
eliminated  before  a  case  can  be  dismissed,  dismissal  rarely  occurs. 

Unless  a  case  is  dismissed  at  the  outset,  plaintiffs  can  ask  for 
virtually  any  and  all  documentation  produced  by  a  company  over 
extended  periods  of  time.  Rules  11  and  9(b)  provide  the  judge  with 
ammunition  only  against  "frivolous"  motions  and  claims.  Just  as  a 
court  will  not  dismiss  a  claim  unless  there  is  no  possibility  that  a 
claim  could  exist,  similarly  courts  often  cannot  award  sanctions 
against  the  "fishing  expedition"  allowed  by  discovery  rules,  espe- 
cially when  read  in  conjunction  with  the  broad  mandate  of  the  se- 
curities laws.  Many  innocent  companies  like  Adaptec  are  forced 
into  an  untenable  position  of  having  to  expend  an  immense  amount 
of  funds  in  response  to  virtually  unlimited  discovery  claims,  and  di- 
vert extensive  management  time  and  "mind  share,"  all  without  re- 
course and  without  opportunity  for  restitution.  In  this  manner  the 
Federal  Rules  of  Civil  Procedure  are  very  ineffectual  in  practice  to 
discourage  meritless  suits. 

Q.2.  Posits  several  changes  to  Rule  11  which  would  weaken  the  ef- 
fect of  sanctions,  including  barring  an  award  of  sanctions  if  the 
challenged  pleading  is  withdrawn  within  twenty-one  days  of  service 
of  a  motion  for  sanctions. 

A.2.  The  proposed  changes  in  Rule  11  weaken  its  status  and  pro- 
vide even  less  protection  against  meritless  suits.  Merely  eliminating 
sanctions  if  a  pleading  is  withdrawn  (twenty-one  days  after  a  mo- 
tion for  sanctions  has  been  filed)  presupposes  that  the  recipient  of 
the  frivolous  pleading  does  nothing  in  the  intervening  twenty-one 
days.  It  presupposes  that  the  motion  for  sanctions  is  filed  before 
the  innocent  party  has  gone  through  the  time  and  expense  of  re- 
sponding to  the  pleading.  Because  very  few  companies  can  rely 
upon  the  grant  of  sanctions,  and  the  response  dates  for  the  plead.- 
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ing  is  not  automatically  forestalled  pending  judgment  on  sanctions, 
companies  must  respond  immediately  regardless  of  whether  or  not 
the  pleading  is  frivolous.  By  eliminating  the  guarantee  of  sanc- 
tions, recipients  of  frivolous  pleadings  have  no  chance  of  recovering 
sunk  cost  and  time  required  to  respond  to  the  pleading. 

Moreover,  denying  sanctions  merely  if  the  frivolous  pleading  is 
withdrawn  ignores  the  fact  that  the  innocent  party  had  to  spend 
time  and  expense  to  prepare  the  motion  for  sanctions  itself.  We  be- 
lieve any  proposed  changes  in  the  law,  should  be  subject  to  an  "in- 
nocent party  test"  and  assume  that  an  innocent  party  is  thrown 
into  the  system.  This  hypothesis  would  demonstrate  the  advan- 
tages and/or  disadvantages  to  the  vast  majority  of  companies  cur- 
rently being  harassed  by  these  meritless  suits. 

Q.3.  How  much  did  it  cost  Adaptec  in  legal  fees? 
A.3.  Assuming  "it"  constitutes  legal  defense  costs  for  the  suit,  from 
the  date  of  filing  through  written  discovery  only,  Adaptec  expended 
$1.8  million  dollars  in  legal  fees,  a  portion  of  which  will  be  reim- 
bursed from  insurance  coverage  under  our  D&O  insurance.  How- 
ever, Adaptec  also  was  forced  to  expend  internal  resources,  includ- 
ing management  time  and  engineering  time,  and  incur  lost  oppor- 
tunity costs.  Any  review  of  the  costs  of  these  suits  should  also  re- 
flect these  "soft"  costs  as  well. 

We  hope  this  clarifies  the  untenable  position  into  which  many  in- 
nocent companies  are  thrown  as  a  result  of  the  interaction  between 
current  securities  laws  and  the  Federal  rules  of  Civil  Procedure. 
Please  do  not  hesitate  to  contact  me  if  you  have  any  additional 
comments  or  questions,  or  if  I  may  be  of  any  additional  service  in 
any  way. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  SASSER 

FROM  RICHARD  J.  EGAN 

Dear  Senator  Riegle,  my  thanks  to  you  and  Senator  Sasser  for 
providing  me  with  this  opportunity  to  give  my  views  on  what  I 
strongly  believe  to  be  the  abuse  and  frivolous  actions  being  per- 
petrated by  Plaintiff  Law  Firms  and  professional  Plaintiffs  in  many 
of  today's  securities  related  Class  Action  Suits. 

Legislative  changes  are  definitely  required  and  I  am  pleased  to 
honor  your  request  for  applicable  recommendations.  With  so  much 
going  on  (e.g.,  the  Budget  and  Proposed  Tax  legislation),  I  am  par- 
ticularly impressed  with  and  grateful  for  the  apparent  sincere  in- 
terest this  matter  is  receiving. 

Q.l.  There  have  been  growing  complaints  about  the  "litigation  ex- 
plosion," particularly  against  high-technology  companies.  One  of 
the  explanations  offered  to  explain  the  high  incidence  of  securities 
fraud  cases  filed  against  high-tech  firms  is  that  they  tend  to  be 
volatile  on  the  stock  market,  and  that  investors  sue  the  companies 
in  order  to  recoup  their  losses,  whether  or  not  there  has  been 
fraud.  Moreover,  even  if  there  is  no  fraud,  there  is  an  incentive  for 
the  company  to  settle  out  of  court  to  avoid  the  cost  of  litigation. 

Is  this  really  happening?  If  so,  does  the  law  governing  private  se- 
curities litigation  play  a  role?  How  could  it  be  reformed  to  continue 
to  protect  investors  against  genuine  fraud  while  also  curtailing  friv- 
olous lawsuits? 
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A.1. 1  regret  to  say  that  the  frequency  and  severity  of  securities  re- 
lated class-action  suits  is  really  happening.  In  the  case  of  EMC 
Corporation,  two  occurred  within  the  last  five  years.  Unfortunately 
the  law  governing  private  securities  litigation  does  not  play  the 
role  needed.  These  lawsuits  usually  occur  immediately  (sometimes 
within  hours)  after  the  company's  stock  price  precipitously  declines 
by  10  percent  or  more.  The  strike  suit  is  filed  so  quickly  that  it  is 
impossible  for  the  "Plaintiffs"  to  determine  if  any  fraud  has  been 
committed.  Yet  their  word  processor  generated  filing  always  claims, 
without  specificity,  that  there  was  fraud.  The  ensuing  litigation 
process  then  consumes  the  company  and  management's  time  and 
money  through  endless  depositions,  interrogatories  and  addressing 
the  concerns  of  Shareholder,  Customers,  Employees,  and  Vendors. 
Legislation  is  needed  to  level  the  playing  field  in  this  game.  We 
have  given  considerable  thought  to  this  matter  and  have  recently 
suggested  the  following  reforms  would  help  to  balance  the  class-ac- 
tion litigation  process.  There  is  little  in  these  suggestions  which 
would  limit  investors'  rights.  They  are  as  follows: 

I.  To  provide  some  reasonableness  of  the  claim 

a.  There  should  be  a  standard  of  "clear  and  convincing"  proof  of 
allegations  of  fraud  against  companies.  This  would  discourage  law- 
suits based  upon  statements  of  a  company  that  turned  out  to  be  in- 
accurate, but  that  were  not  intended  to  mislead  investors  or  the 
public. 

b.  Establish  the  SEC's  role  to  review  all  10(b)(5)  complaints  be- 
fore they  are  actually  filed.  I  believe  this  could  be  made  self-funded 
from  fees  paid  by  the  participants. 

c.  Implement  a  perpetual  "statutory  offer  of  judgment."  Once  a 
class-action  suit  has  begun,  it  goes  on  endlessly.  By  allowing  either 
party  the  opportunity  to  settle  the  matter  at  any  time  under  the 
terms  of  Rule  68  should  promote  reasonableness. 

d.  Require  that  all  10(b)(5)  cases  be  submitted  to  Alternative  Dis- 
pute Resolution  (ADR). 

e.  Perhaps  some  combination  of  (c)  and  (d). 

II.  Discourage  Professional  Plaintiffs 

a.  Plaintiffs  should  not  be  "invisible."  They  should  be  made  to  ap- 
pear immediately  and  should  not  be  allowed  to  become  "profes- 
sional," that  is  appear  as  Plaintiffs  in  lawsuit  after  lawsuit. 

b.  Contracts,  arrangements,  and  relationships  with  other  plain- 
tiffs and  their  respective  law  firms  should  be  made  discoverable. 

III.  To  discourage  the  Plaintiffs  Bar  for  "creating" 
unnecessary  lawsuits 

a.  The  American  Bar  Association  should  be  urged  to  track  and 
investigate  law  firms  that  engage  in  repeated  Strike  Suits  and  to 
establish  criteria  for  defining  and  publicly  identifying  those  firms 
that  repeatedly  file  frivolous  suits. 

Q.2.  Critics  argue  that  frivolous  litigation  is  time-consuming  and 
distracts  chief  executives  and  other  corporate  officials  from  produc- 
tive economic  activity.  They  also  argue  that  securities  litigation 
seeks  huge  monetary  recoveries  from  outside  directors,  outside  law- 
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yers  and  independent  accountants,  who  may  be  only  marginally  in- 
volved in  fraudulent  activity  for  which  a  corporation  should  be  pri- 
marily liable. 

How  does  litigation,  or  the  threat  of  litigation,  effect  your  busi- 
ness? In  particular,  has  private  securities  fraud  litigation  impaired 
your  ability  to  raise  capital?  Have  you  encountered  difficulty  at- 
tracting qualified  persons  to  serve  on  your  board  of  directors?  Are 
accounting  firms  willing  to  audit  your  books? 

A.2.  The  two  instances  of  securities  related  litigation  aforemen- 
tioned affected  EMC  Corporation  greatly.  In  the  first  instance  we 
were  a  very  small  company  and  it  preoccupied  almost  all  of  us.  The 
fear  that  this  lawsuit  would  wipe  us  out  compelled  me  to  pay  off 
the  Plaintiffs'  lawyers — a  matter  I  regret  to  this  day.  In  the  second 
instance,  we  had  the  courage  and  fortitude  to  fight  it  and  we  won. 
The  judge  in  this  case  had  the  time  and  patience  to  weed  through 
all  of  the  accusations  and  innuendoes  and  declared  finally  that  the 
case  was  "dead  on  arrival."  So  in  these  instances  it  cost  us  enor- 
mous time  and  money  and  the  attendant  publicity  cost  us  sales  as 
well.  The  latter  case,  dragged  out  through  a  period  in  which  we 
found  it  necessary  to  raise  equity  capital.  During  this  effort  the 
number  of  questions  devoted  exclusively  to  "Our  Lawsuit"  were  nu- 
merous. Although  I  can't  prove  it,  I  am  certain  it  cost  the  company 
and  existing  shareholders  a  few  million  dollars  because  of  the  con- 
cern the  many  shareholders  had  about  the  possible  adverse  out- 
come. 

Yes,  we  have  had  difficulty  attracting  and  retaining  qualified 
Board  Members.  Specifically,  we  have  had  two  Board  Members  re- 
sign their  positions  as  a  result  of  these  lawsuits.  We  don't  have 
D&O  Insurance  for  we  feel  that  this  would  further  attract  strike 
suits.  I  can't  say  that  we  have  had  difficulty  employing  accounting 
firms. 

Q.3.  Some  of  the  criticisms  of  the  current  system  may  not  be  mutu- 
ally exclusive.  Indeed,  while  critics  of  the  current  system  argue 
that  steps  should  be  taken  to  curb  litigation,  others  have  argued 
that  other  steps  should  be  taken  to  facilitate  investor  lawsuits, 
such  as  lengthening  the  statute  of  limitations  for  securities  fraud. 
Are  these  two  criticisms  of  the  current  system  mutually  exclu- 
sive? Or,  should  securities  litigation  reform  and  lengthening  the 
statute  of  limitations  be  considered  together? 

A.3.  Our  major  criticism  is  that  these  strike  suits  are  abusive  and 
frivolous.  As  previously  mentioned,  they  are  filed  often  in  a  matter 
of  hours  after  the  stock  drops  and  then  the  Plaintiffs'  attorneys  try 
to  find  something  that  may  have  induced  their  client's  to  buy  or 
sell  the  stock.  (Most  of  these  Plaintiffs  are  professionals  that  lend 
their  name  to  the  suits  over  and  over  again.)  Essentially,  these 
suits  are  without  basis  precipitated  by  the  lawyers  and  they  hap- 
pen quickly,  hence  the  term  strike  suit.  Therefore,  legislation 
lengthening  the  statute  of  limitations  should  not  affect  our  main 
concern  although  I  really  can't  see  any  reason  for  doing  it. 
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RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  BRYAN 

FROM  RICHARD  J.  EGAN 

Q.l.  On  page  69  of  the  transcript,  you  state  that,  if  a  judge  deter- 
mines a  suit  to  be  a  class  action,  "we  the  companies  have  to  adver- 
tise for  plaintiffs  to  join  the  plaintiffs'  law  firm."  Please  explain 
what  you  mean  by  this  statement.  How  are  companies  forced  to  ad- 
vertise? 

A.1.  Rule  23(c)(2)  of  the  Federal  Rules  of  Civil  Procedure  requires 
that  notice  be  given  to  members  of  the  class  of  the  pendency  of  a 
class  action  once  the  judge  determines  that  the  action  may  proceed 
as  a  class  action.  It  requires  the  "best  notice  practicable  under  the 
circumstances."  Courts  have  uniformly  interpreted  this  to  require 
an  advertisement  to  be  placed  in  newspapers  of  national  circulation 
such  as  the  Wall  Street  Journal.  This  requires  an  ad  (usually  in 
black-bordered  tombstone  format)  notifying  all  readers  that  a  class 
action  has  been  certified  and  giving  the  company  name,  the  name 
of  the  case,  a  brief  description  of  the  type  of  allegations  made,  iden- 
tity of  each  defendant,  and  the  name,  address  and  phone  numbers 
of  plaintiffs'  law  firm  so  that  anyone  who  believes  he  may  be  a 
member  of  the  class  may  contact  the  plaintiffs'  law  firm. 

In  addition,  the  same  rule  of  procedure  requires  that  once  a 
judge  determines  a  suit  to  be  a  class  action,  the  company  must  pro- 
vide the  company's  stockholder  name  and  address  list  to  plaintiffs 
counsel  who  then  mails  an  individual  notice  of  the  class  action  to 
every  stockholder  during  the  class  period.  The  notice  includes  the 
plaintiff  law  firm  name,  address  and  phone  number  stating  that 
questions  should  be  directed  to  plaintiffs  law  firm. 

Furthermore,  once  the  plaintiffs  law  firm  has  the  address  list,  it 
can  communicate  with  the  company's  stockholders  directly  and  the 
company  is  forbidden  to  find  out  anything  about  those  communica- 
tions. 

In  any  settlement  of  the  class  action,  the  full  cost  of  all  these 
various  types  of  notice  to  the  class  (including  the  advertisement)  is 
submitted  to  court  by  the  plaintiffs'  law  firm  for  payment  by  the 
company. 

Q.2.  In  response  to  a  question  from  Senator  Dodd,  you  state  that 
Rule  11  motions  to  sanction  plaintiffs'  attorneys  are  not  enforced. 
You  state  that  "the  judges  will  just  let  the  motions  go  on  and  on." 
What  is  the  basis  for  this  statement?  Please  provide  all  information 
and  materials  bearing  on  this  issue  to  the  Subcommittee. 

AJ2.  In  EMC's  own  recent  experience,  a  securities  class-action  case 
entitled,  Joseph  A.  Tapogna,  et  al.  v.  Richard  J.  Egan,  et  al.,  Civ. 
No.  91-11873-S  (D.  Mass.  1992),  the  magistrate-judge,  to  whom 
EMC's  motion  to  dismiss  the  case  was  referred  for  recommenda- 
tion, recommended  that  the  case  be  dismissed  and  that  Rule  11 
sanctions  be  imposed  and  costs  awarded  against  plaintiffs'  attor- 
neys for  bringing  suit  without  basis  against  one  of  the  company^ 
co-founders.  The  magistrate-judge's  lengthy,  reasoned  decision  is 
enclosed  for  inclusion  in  the  record.  The  judge  reviewing  the  mag- 
istrate-judge's decision  dismissed  the  baseless  suit  as  recommended 
but,  without  significant  explanation,  declined  to  follow  the  mag- 
istrate's recommendation  that  Rule  11  costs  be  imposed  on  plain- 
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tiffs'  law  firm  as  sanction.  EMC  was,  therefore,  required  to  pay  the 
expense  of  defending  against  a  demonstrably  baseless  suit. 

I  am  informed  that  Kule  11  sanctions  have  rarely  been  imposed 
in  connection  with  dismissals  of  securities  class  actions  even  where 
the  court  finds  under  Rule  9  that  there  were  no  facts  alleged  upon 
which  a  claim  of  fraud  could  have  been  based. 

We  remain  very  impressed  with  the  diligence  and  thoroughness 
that  the  Committee  and  Staff  are  investigating  this  matter.  Please 
feel  free  to  contact  me  at  any  time. 
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[H  96,636]  Tapogna,  e*  al.  v.  Egan,  et  al. 

United  States  District  Court.  District  of  Massachusetts.  CIVIL  ACTION  NO.  91-11873-S. 
Magistrate  Judge's.  Reports  and  Recommendations  of  January  31,  1992  in  full  text;  District  Judge's 
Opinion  of  March  17,*  1$92.  in  full  text. 

1.  Exchange  Act— Antifraud — Companies — Officers — Pleadings — Particularity.— Stock 
purchasers  failed  to  adequately  particularize  their  Section  10(b)  claim  that  a  company,  through  its 
officers,  made  false  and  misleading  statements  and  omissions.  There  were  no  allegations  of  specific 
facts  tending  to  show:  that  the  defendants  knew  that  optimistic  projections  were  false  when  made. 
Further,  certain  defendants'  personal  sales  of  stock  began  well  before  the  deterioration  of  the 
company's  prospects. 'Standing  alone,  the  fact  that  the  sales  occurred  did  not  support  an  inference  of 
fraud. 

See  f  2272I  and 22,725,  "Exchange  Act — Manipulations;  National  Market  "System"  division, 
Volume  3.  ... 

2.  Exchange  Act — Controlling  Person  Liability — Sanctions. — FRCP  11  sanctions  were 
not  imposed  upon  investors  for  naming  a  former  corporate  officer  and  director  as  a  defendant  based 
on  their  theory  that  his  ownership  of  over  10%  of  the  corporation's  outstanding  stock  gave  rise  to  his 
status  as  a  "controlling  person"  under  Section  20(a).  The  defendant's  contention,  that  he  no  longer 
was  an  officer,  or  a  director  of  the  corporation  at  the  time  he  sold  his  stock  was  not  relevant  to  the 
issue  of  whether  he  was  a  controlling  person  under  the  1934  Act. 

See  f  26,311,  "Exchange  Act — Insiders;  Recordkeeping,  Clearance  &  Transfer"  division.  Vol- 
ume 4. 


Opinion  of  COLUNGS,  U.S.  Magistrate  Judge. 

REPORT  AND  RECOMMENDATION  ON 

MOTION  TO  DISMISS  THE  FIRST 

AMENDED  COMPLAINT  (/ 18) 

INTRODUCTION 

The  instant  securities  action  was  instituted 
on  July  15,  1991.  In  lieu  of  answering  the  origi- 
nal complaint,  the  four  named  defendants,  Rich- 
ard J.  Egan,  Michael  C.  Ruettgers,  Roger  M. 
Marino  and  EMC  Corporation  filed  a  motion  to 
dismiss.  On  the  same  date  that  the  opposition  to 
the  motion  to  dismiss  was  filed,  plaintiffs  Joseph 
A.  Tapogna  and  William  E.  Pommerening, 
amended  their  complaint  as  of  right.  This 
change  in  the  pleadings  prompted  the  defend- 
ants to  file  a  motion  to  dismiss  the  first 
amended  complaint  in  response  to  which  an 
opposition  was  duly  filed. 

All  four  defendants  are  named  in  each  of  the 
three  counts  of  the  first  amended  complaint. 
Count  I  is  a  claim  for  violation  of  the  federal 
securities  laws,  specifically  section  10(b)  of  the 
Securities  and  Exchange  Act  of  1934  and  Rule 
10b-5  promulgated  thereunder.  Counts  II  and 
III  are  claims  under  Massachusetts  common 
law,  i.e.,  fraud  and  negligent  misrepresentation 
respectively.  The  grounds  for  the  motion  to  dis- 
miss are  failure  to  plead  fraud  with  particular- 
ity as  required  by  Rule  9<b),  Fed.R.Civ.P.,  and 
failure  to  state  a  claim  upon  which  relief  can  be 
granted  under  Rule  12(b)(6).  Fed.R.Civ.P; 

The  defendants'  dispositive  motion  has  been 
referred  to  the  undersigned  for  the  issuance  of 
findings  and  recommendations  as  to  disposition 
pursuant  to  28  U.S.C.  §636(bXlXB).  The  par- 
ties have  briefed  the  issues  raised  in  various 
memoranda   of   law,   and   oral   argument   was 
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heard  in  the  latter  part  of  December.  With  the 
record  now  complete,  the  motion  to  dismiss  the 
first  amended  complaint  is  ripe  for  decision. 

THE  FACTS 

The  factual  background  of  this  case  as  recited 
is  gleaned  from  the  material  allegations  of  the 
first  amended  complaint  which  are  accepted  as 
true.  Ussier  v.  Little,  857  F.2d  866.  867  (1  Cir., 
1988),  cert,  denied,  489  U.S.  1016  (1989);  Wil- 
liams v.  Citv  of  Boston,  784  F.2d  430,  433 
(1986).  On  April  19,  1991.  plaintiff  Joseph  A. 
Tapogna  ("Tapogna")  purchased  1,000  shares  of 
the  common  stock  of  EMC  Corporation 
("EMC").  (First  Amended  Complaint  #13,  para 
5a)  On  the  same  date,  William  E.  Pommerening 
("Pommerening")  bought  750  shares  of  the  com- 
mon stock  of  EMC  jointly  with  his  wife.  (#13, 
para.  5b)  Tapogna  and  Pommerening  purport  to 
bring  this  suit  as  a  class  action,  seeking  to  re- 
present all  those  who  purchased  the  common 
stock  of  EMC  during  the  period  from  September 
24. 1990  through  July  11. 1991.  (#13,  para.  13) 

EMC  is  a  Massachusetts  corporation  with  a 
principal  place  of  business  in  the  Common- 
wealth. (#13,  para.  6)  EMC  is  engaged  in  the 
design,  manufacture  and  marketing  of  high  per- 
formance storage  products  and  related  services 
for  certain  mid-range  and  mainframe  computer 
systems.  (Id.)  Defendant  Richard  J.  Egan 
("Egan"),  co-founder  of  EMC,  has  served  as  a 
director  and  the  Chief  Executive  Officer  of  the 
company  as  well  as,  since  January  1988,  holding 
the  position  of  Chairman.  (#13,  para.  7)  It  is 
alleged  that  Egan  owned  over  ten  percent  of  the 
stock  of  EMC  during  the  time  period  relevant  to 
the  amended  complaint.  (#13,  para.  8) 

Defendant  Roger  M.  Marino  ("Marino")  was 
also  a  co-founder  of  EMC.  (#13,  para.  8)  Al- 
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though  Marino  served  as  Treasurer,  Vice-Chair- 
man and  a  .director  of  the  company,  he  resigned 
from  the  first  two  positions  in  July  of  1990,  and 
then  as  a  director  in  January,  1991.  (Id.)  Like 
Egan,  Marino  is  alleged  to  have  owned  over  ten 
percent  of  EMC's  stock  during  the  pertinent 
time.period.  (Id.)  The  third  individually  name 
defendant,  Michael  C.  Ruettgers  ("Ruettgers") 
is  .the  President,  and  Chief  Operating  Officer  of 

The  gist  of  the  first 'amended  complaint  is 
that  the  defendants  conspired  to  issue  and  dis- 
seminate materially  false  and  misleading  repre- 
sentations and  public  statements  so  as 
artificially  to  inflate,  and  maintain  the  market 
price  of  EMCs  common  ?tock  to  the  detriment 
of  stock  purchasers.  </13,  para.  10, 20)  Tapogna 
and  Pommerening  contend  that  the  representa- 
tions and  statements,  which  shall  be  detailed 
hereinafter','  were  "materially  false  and  mislead- 
ing and/or  recklessly  made  due  to  the  existence 
of  material,'  undisclosed,  adverse  facts  about 
EMC  and  its  operations.  (#13,  para.  20) 

The  positive  and  optimistic  statements  made 
to  the  investing  public  about  which  the  plain- 
tiffs complain  are  as  follows.  On  or  about  Sep- 
tember 24  and  25,  1990,  it  was  reported  in 
publications  such  as  Reuters,  Business  Wire, 
and  The  Boston  Globe  that  EMC  would  soon  be 
introducing  its  next  generation  data  storage 
technology  called  Symmetrix.  (#13,  para.  22) 
According  to  Reuttgers,  sales  from  Symmetrix 
were  expected  to  add  significantly  to  fourth 
quarter  revenues  in  1990,  up  to  as  much  as  $100 
million,  and  that  1991  revenues  could  be  be- 
tween $200  and  $300  million.  (Id.)  The  Com- 
pany forecast  that  Symmetrix  sales  would 
increase  "dramatically"  in  1992  as  the  product 
line  expanded  and  the  technology  became  more 
familiar.  (Id.) 

EMC  announced  its  third  quarter  1990  earn- 
ings on  or  about  October  22,  1990.  (#13,  para. 
23)  Revenues  reflected  a  23  percent  increase 
over  those  reported  for  the  third  quarter  1989 
with  a  net  income  increase  equal  to  10  cents  a 
share  as  against  a  loss  for  the  same  quarter  the 
prior  year.  (Id.)  For  the  nine  month  period  end- 
ing September  30,  1990,  revenues  were  reported 
in  excess  of  $124  million  with  a  net  income 
equalling  22  cents  per  share  as  compared  to 
revenues  of  $92  million  and  a  loss  of  more  than 
$11  million  for  the  corresponding  1989  nine 
month  period.  (Id.)  In  a  Business  Wire  article 
reporting  EMC's  third  quarter  figures,  Egan 
was  quoted  as  being  "very  pleased  with  the 
results  in  the  third  quarter  and  for  the  year  to 
date.  This  is  especially  true  since  we  seem  to  be 
swimming  against  the  prevailing  economic 
tide."  (#13,  para.  24) 

On  November  13,  1990,  EMC  announced  the 
introduction  of  an  additional  model  to  its  Sym- 
metrix series.  (#13,  para.  25)  Egan  stated  that 
"Symmetrix  will  have  a  major  impact  not  only 
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on  the  computer  industry  but  .also  on  the  busi- 
ness community"  by  enabling  companies  '.'to  gel 
vital  information  more  quickly,  while  extending 
computer  life  and  containing  computer  costs." 
(Id.)  According  to  Egan,  EMC  was  able  to  intro- 
duce its  version  of  Redundantv Arrays  Of  Inex- 
pensive Disks  (RAID)  first  because  EMC,  "the 
leading  independent  computer,  storage  manufac- 
turer," was  exclusively  devoted  to 'computer 
storage  and  was  an  established  technology  pro- 
ducer .with  "the  technical' expertise,  resources 
and  commitment  necessary'  to  marry  these  two 
technologies  and  to  do  so  in  less  time  than  our 
competitors."  (Id.)  The  price  of  EMC's  common 
stock  rose  in  response  to  this  announcement. 
(#13,  para.  26) 

EMC  issued  a  press  release  on  December  21, 
1990  reporting  the  "rapid  acceptance"  and  suc- 
cess of  a  disk  drive  for  IBM  computers  produced 
by  EMC.  (#13,  para.  28)  In  addition,  the  Com- 
pany stated  that  several  new  products  were 
planned  for  1991  that  were  expected  to  main- 
tain or  improve  EMCs  market  position  among 
third  party  suppliers  of  drives.  (Id.) 

On  January  28,  1991,  EMC  announced  that  it 
expected  the  financial  figures  for  the  fiscal  year 
ending  December  29,  1990,  to  reflect  substantial 
improvements  over  the  prior  year.  (#13,  para. 
29)  According  to  Ruettgers,  the  increases  were 
purportedly  "a  result  of  many  factors  including 
improvements  in  product  quality  and  produc- 
tion efficiencies  and  continued  strong  market 
demand  for  our  products."  (Id.) 

On  February  12,  1991,  EMC  announced  that 
orders  of  Symmetrix  were  backlogged  well  into 
the  first  quarter  of  1991  and,  consequent  to  the 
high  demand  and  performance  of  the  product 
since  its  introduction,  that  prices  would  be  in- 
creased. (#13,  para.  30) 

On  February  19,  1991,  record  revenues  for 
1990,  up  29  percent  over  1989,  were  announced 
by  EMC.  (#13,  para.  31)  The  Company  declared 
that  it  anticipated  its  product  sales  to  continue 
to  grow  throughout  1991,  and  that  several  new 
products  and  services  were  expected  to  be  intro- 
duced. (Id.)  The  1990  annual  company  report 
released  March  29.  1991,  included  a  letter  from 
Egan  and  Ruettgers  which  described  their  goal 
for  EMC:  "to  become  the  storage  supplier  of 
choice  for  the  vast  majority  of  users  who,  today, 
buy  these  products  only  from  the  computer 
manufacturer."  (#13,  para.  32) 

It  was  reported  by  Business  Wire  in  early 
April,  1991,  that  EMC  was  enlarging  its  IBM 
mid-range  product  line  to  include  new  disk  and 
tape  products  together  with  remote  mainte- 
nance service.  (#13,  para.  33)  These  innovative 
technologies  and  services  were  reported  to  out- 
perform competitors  and  be  advantageous  to 
mid-range  users  not  only  in  terms  of  cost,  but 
also  in  data  storage  and  security,  better  service, 
less  downtime  and  reduced  overhead.  (Id.)  Two 
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days  subsequent  to  this  announcement,  the 
price  of  EMC's  stock  rose  to  $12  per  share.  (Id.) 

As  reported  on  April  18,  1991,  EMC,s  first 
quarter  1991  revenues  increased  27  percent  over 
the  same  period  in  1990  while  net  income  in- 
creased by  240  percent.  (/13,  para.  34)  Defen- 
dant Egan  was  quoted  as  stating: 

We  feel  that  we  are  sending  a  clear  signal 
that  EMC  is  on  solid  ground  and  that  the 
company  will' continue  to  expand  its  position 
in  the  market; as- the  leading  independent 
supplier  of  technologically,  advanced  storage 
products  for  IBM  mainframe  and  mid-range 
computer  users. 

(W)  ,,.,. 

The  tenor  of  the  annual  meeting  held  on  May  8, 
1991  was  similarly  upbeat  as  EMC's  dramatic 
return  to  profitability  and  financial  stability 
was  detailed,  (f  13,  para.  38) 

During  this  period,  the  price  of  EMC  stock 
continued  to  rise,' ultimately  reaching  a  high  of 
$13  per  share  on  May  9,  1991.  (#13,  para.  35, 

38)  Over  the  -same  period,  from  October  22, 
1990  through  May  9,  1991,  Egan  and  Marino 
are  each  alleged  to  have  sold  hundreds  of 
thousands  of  shares  of  EMC  stock  that  they 
owned.  (#13,  para.  36,  37) 

The  positive  reports  from  EMC  continued  in 
May,  1991,  when  a  co-marketing  agreement 
with  Sun  Data,  Inc.  was  announced.  (#13,  para. 

39)  It  was  projected  that  this  deal  would  gener- 
ate an  additional  $8-$10  million  in  revenue  for 
EMC.  (Id.)  On  June  18,  1991,  the  Company 
announced  the  introduction  of  the  Champion 
Tape  Subsystem,  the  first  20  gigabyte.  (#13, 
para.  40)  Nine  days  later,  Dow  Jones  reported 
that  EMC  had  received  an  order  from  Control 
Data  Corp.  for  twenty  Symmetrix  data  storage 
systems.  (#13,  para.  41) 

On  July  11,  1991,  it  was  announced  that 
EMC  expected  lower  than  anticipated  income 
for  the  second  quarter  of  1991.  (#13,  para.  42) 
Competitive  pricing  pressures  combined  with 
increases  in  expense  levels  were  cited  as  the 
cause  for  the  forecasted  decline.  (Id.)  At  the 
time  of  the  announcement,  defendant  Egan 
stated: 

Although  profitability  this  past  Quarter  will 
be  less  than  Plan,  we  remain  optimistic  be- 
cause demand  for  our  non-OEM  Mid-range 
and  Mainframe  storage  products  continues  to 
show  strong  steady  growth  and  as  volumes 
increase,  we  should  achieve  better  economies 
of  scale.  In  addition,  there  will  be  strong  at- 
tention paid  to  costs  and  expenses  for  the 
remaining  half  of  1991. 

Id. 
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In  response  to  this  news.  Analysts  cut  their  pro- 
jections for  EMC  stock  from  approximately  20 
cents  per  share  to  10  cents  per  share.  (Id.)  By 
July  12;  1991,  the  market  price  for  EMC  stock 
fell  from  over  $1 1.00  per  share  to  less  than  $7.00 
per  shared  (Id.) 

THE  LAW     < 

By  its  terms,  Federal, Rule  of  Civil  Procedure 
9(b)  mandates  that  "(i]n  averments  of  fraud  or 
mistake,  the  circumstances  constituting  fraud  or 
mistake' shall  be  stated, with  particularity:  Mal- 
ice, ^tent/lmowTedge  and  ,^&''cw&tittu>"'of 
the  mirid  of  a  person  may  be  averred  generally." 
In  this  Circuit,;  Rule  9(b)  has  been'  strictly  ap- 
plied to  securities  fraud  claims.  See,  e.g...  Royal 
Business  Group,  Inc.  v.  Realist,  Inc.,  933  F2d 
1056,  1065-1066  (1  Cir.,  1991);  Rbmsni  v. 
Shearson  Lehman  HuUon,  929  F2d  875,  878  (1 
Gir.,  1991);  New  England  Data  Services,  Inc.  v. 
Bechcr,  829  F2d  286,  288  (1  Cir.,  1987);  Dris- 
coll  v.  Landmark  Bank  For  Savings,  758  F-Supp. 
48,  51  (D.  Mass.,  1991).  While  summarizing 
precedent  on  this  issue,  the  First  Circuit  re- 
cently reiterated: 

It  is  well  settled  that  Rule  9(b)  requires  the 
plaintiff  in  a  securities  fraud  case  to  specify 
the  time,  place  and  content  of  an  alleged  false 
representation  . . .  The  requirement  that  sup- 
porting facts  be  pleaded  applies  even  when 
the  fraud  relates  to  matters  peculiarly  within 
the  knowledge  of  the  opposing  party. 

Romani  v.  Shearson  Lehman  Hutton,  supra,  929 
F.2d  at  878.  (citations  omitted) 

A  primary  purpose  behind  demanding  such 
detail  in  the  securities  fraud  context  is  "to  pre- 
clude the  use  of  a  groundless  fraud  claim  as  a 
pretext  to  discovering  a  wrong  or  as  a  'strike 
suit.'  "  New  England  Data  Services,  Inc.  v. 
Bechcr,  supra,  829  F.2d  at  289;  Romani  v. 
Shearson  Lehman  Hutton,  supra,  929  F.2d  at 
878;  Konstantinakos  v.  Federal  Deposit  Insur- 
ance Corporation,  719  F.Supp.  35,  38  (D.  Mass., 
1989) 

To  meet  the  Rule  9(b)  specificity  require- 
ments in  a  case  such  as  this  where  the  allega- 
tions are  made  upon  information  and  belief,  it  is 
imperative  that  both  "the  source  of  the  informa- 
tion and  the  reasons  for  the  belieF'  be  laid  out  in 
the  amended  complaint.  Romani  v.  Shearson 
Lehman  Hutton,  supra,  929  F2d  at  878  (citing 
cases)  (emphasis  supplied);  Driscoll  v. 
Landmark  Bank  For  Savings,  supra,  758 
F.Supp.  at  51;  Akerman  v.  Bankworcester  Cor- 
poration, 751  F.Supp.  11.  12  (D.  Mass.,  1990). 
The  First  Circuit  has  "been  especially  rigorous 
in  demanding  such  factual  support  in  the  securi- 
ties context."  Romani  v.  Shearson  Lehman  Hut- 
ton, supra,  929  F2d  at  878.  In  short,  to  pass 
muster,  not  only  must  the  time,  place  and  con- 

1196,636 


233 


92,996 


New  Court d>ea*km* 
Ts pognM  v:  Eg*n 


1504     5-27-92 


tent  specifics  be  alleged,  the  complaint  must 
also  contain  •     '     '&>' 

'■'■...  factljal  alligations  that  would  support  a 
reasonable  inference  that  adverse  circum- 
stances existed  at  the  time  (the  statement  or 
representation  was  made),  and  were  known 
and  deliberately  or  recklessly  disregarded  by 
defendants. 

Romani  v.  Shearson  Lehman  Mutton,  supra,  ^29 
f^d'at  87B\T.$ee~'*lso,  Chanel  yachbn\v, 
Jk>fcafl^:;inc,;XiVil'  Action  No.  90-10758tT, 
Memorandum  jat p.  2  0.  Mass.,  December"  30, 
1991);  In  jRe  Eealthco  International,  Inc.,  Civil 
Action  Not  9l-107ltfMA;  Memorandum  and.  Or- 
der at  p.  5  (D."Mass.,>Ioy,  7,' 1,991);  priscbV  v. 
tahdmark  Bank' "For  Savmgs,  supra,  '758 
F.Supp.  at  52.  .- 

The  plaintiffs  have  quoted  and  paraphrased 
from.  a. -compilation  of  SEC  filings,  newspaper 
articles,.5ihalyst»  reports  and  press  releases  in 
drafting  -IhCi  eighteen  paragraphs  of  the 
amended  complaint  incorporating  the  allegedly 
false  and  misleading  statements.  From  all.  ap- 
pearances, several  of  the  affirmative  announce- 
ments about  which  the  plaintiffs  complain  are 
accurate  historical  facts,  i.e,  quarterly  revenue 
reports.  Statements,  opinions  and  projections  at- 
tributable to  particular  individual  defendants, 
although  uniformly  positive  and  upbeat,  are 
generalized.  Reports  from  the  media  and  stock 
analysts  add  to  the  patina  of  EMC's  success. 
But  such  a  catalogue,  no  matter  how  exhaustive, 
coupled  with  the  bare  allegation  that  the  repre- 
sentations were  false  and  misleading,  quite  sim- 
ply is  not  enough.  See,  e.g.,  Driscoll  v. 
Landmark  Bank  For  Savings,  supra,  758 
F.Supp.  at  52-53;  Akerman  v.  Bankworcester 
Corporation,  supra,  751  F.Supp.  at  13.  Loan  v. 
Federal  Deposit  Insurance  Corporation,  supra, 
717  F.Supp.  at  967. 

There  is  no  question,  nor  do  the  defendants 
dispute,  that  the  time,  place  and  content  pre- 
requisites of  Rule  9(b)  are  met.  In  addition,  the 
plaintiffs  set  forth  six  categories  of  "adverse 
information"  the  defendants  are  alleged  to  have 
concealed  or  failed  to  disclose  but  which  infor- 
mation was  necessary  to  make  their  statements 
not  misleading.  (#13,  para.  43  a-f)  However,  in 
marked  contrast  to  the  prior  detail,  at  this  junc- 
ture of  the  pleading  a  broad  brush  approach  is 
adopted.  For  example,  it  is  alleged  that 

EMC  was  actually  experiencing  a  deteriora- 
tion in  its  markets  as  a  result  of  weakening 
economic  conditions  which  would  adversely 
affect  the  Company's  growth  rate  in  sales  and 
revenues  and  which  would  cause  operating 
income  to  decline. 

Amended  Complaint  f\Z,  para.  43(a). 

What  is  the  source  of  this  information?  What  is 
the  reason  for  believing  that  it  is  true?  What  is 
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the  factual  basis  for  stating  that  if  true,  the 
defendants  both  knew  of  this  information  and 
knew  it  to  be  true  at  the  time  they  made  the 
statements?  There  are  simply  no  facts  alleged  to 
substantiate  the  conclusion  either  that  EMC 
was  experiencing  a  deterioration  in  its  markets 
or  the  reasons  for  the  belief,  and  that  the  de- 
fendants knew  and  deliberately  disregarded  that 
adverse  circumstance  at  the  time  any  contrary 
or  misleading  representations  were  made.     ,    , 

:".•  The'remaining  categories^  adverse  informa- 
tion identified,  with  one  exception  discussed  be- 
low,'are  of  the  same  ilk  and  suffer  from  the  same 
deficiency.  At  no  place  in' the  amended  com- 
plaint do  the  plaintiffs  allege  concrete,  quantifi- 
able information  which  the  defendants  knew  but 
disregarded  in  making  optimistic  public  state 
menu  such  as  would  render  those  statements 
either  false  or  misleading..  There  are  no  facts 
pleaded  to  support  an  inference  that  the  defend- 
ants had  no  reasonable  basis  for  making  the 
predictions  at  the  time  they  were  made.  In 
short,  not  only  is  the  alleged  adverse  informa- 
tion, too  conclusory  and  amorphous,  it  is  by  no 
means  related,  directly  or  by  inference,  to  the 
state  of  the  defendants'  knowledge  at  the  rele- 
vant time. 

In  paragraph  43(e),  plaintiffs  do  state  specific 
facts  which  the  defendants  are  alleged  to  have 
known.  Plaintiffs  allege  that  "[c]ontrary  to  hav- 
ing a  competitive  edge  over  IBM  and  other 
competitors,  EMC  was,  as  alleged  in  the  com- 
plaint in  International  Business  Machines  Corp. 
and  IBM  Credit  Corp.  v.  EMC  Corp.,  filed  in 
this  Court  (91-10336N),  improperly  removing 
and  utilizing  components  from  IBM  equipment 
to  manufacture  and  market  its  own  products." 
However,  there  are  three  problems.  First,  there 
is  no  allegation  as  to  the  time  period  when  EMC 
was  allegedly  doing  this.  Second,  and  more  im- 
portant for  present  purposes,  there  is  nothing  to 
indicate  what  statement  by  EMC  this  "adverse 
information"  proves  false  and  misleading.  There 
is  in  the  first  amended  complaint  an  allegation 
dealing  with  IBM  to  the  effect  that  EMC's 
Symmetrix  product  was  more  technologically 
advanced  than  IBM's  product  (/13,  para.  25). 
However,  there  is  no  allegation  that  the  IBM 
parts  which  EMC  allegedly  put  into  its  products 
were  put  into  the  Symmetrix  product,  and  de- 
fendants deny  that  the  suit  with  IBM  refer- 
enced in  paragraph  4(e)  has  anything  to  do  with 
EMC's  Symmetrix  products. 

In  paragraph  28  of  the  first  amended  com- 
plaint, IBM  is  mentioned  in  the  context  of  the 
statement  by  EMC  that  it  had  developed  a  disk 
drive  which  could  be  used  in  IBM  computers; 
there  is  no  allegation  that  there  were  any  IBM 
components  in  EMC's  disk  drives.  Similar  refer- 
ences in  statements  by  EMC  set  forth  in  para- 
graph 29  that  EMC  had  "successfully  beaten  its 
competition  (including   IBM)   to   market   with 
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RAID  technology  products  by  well  over  a  year" 
and  in  the  development  Unisys  technologies 
bear  no  apparent  relation  to  the  use  of  IBM 
products  in  EMC  systems.  Rather,  defendants 
contend  that  the  subject  of  the  suit  involves 
"components  of  IBM  3090  main  frame  com- 
puters." Lastly,'  no  relationship  is  shown  be- 
tween the  alleged  use  of  IBM  products  as  set 
forth  in  paragraph  43(e)  and  the  April  state- 
menu  set  forth  in  paragraphs  32  and  33  of  the 
first  amended  complaint  that  EMC 

. . .  anticipated  sales  of  its  products  in  both 
the  IBM  mid-range  and  mainframe  markets 
to  continue  to  grow  throughout  1991  and  that 
it  planned  to  introduce  several  new  products 
and  services  in  both  the  IBM  as  well  as 
Unisys  markets. 

First  Amended  Complaint,  /13,  para.  32. 

Plaintiffs  must  set  forth  facts  that  "indicate 
[the]  falsity  of  the  facts  that  defendantfs]  did 
disclose."  Capri  Optics  Profit  Sharing  v.  Digital 

Equipment  Corp.,  F2d  (1   Cir.,  No. 

91-1385,  11/18/91).  Put  another  way,  plaintiffs 
must  show  a  link  between  what  was  disclosed 
and  what  was  not  disclosed;  they  have  failed  to 
do  so. 

Third,  to  the  extent  that  material  from  the 
other  complaint  is  incorporated  by  reference, 
the  pleading  is  improper.  The  papers  in  the 
other  suit  were  filed  before  the  instant  case,  and, 
so  far  as  appears,  are  public  documents  which 
plaintiffs  can  readily  examine.  There  is  no  ex- 
cuse for  selling  forth  conclusory  factual  matter 
from  an  unrelated  suit  ("EMC  was  .  . .  improp- 
erly removing  and  utilizing  components  from 
IBM  equipment  to  manufacture  and  market  its 
own  products.")  without  (a)  relating  the  factual 
matter  to  a  particular  statement  by  the  defend- 
ants, (b)  demonstrating  how  the  factual  matter 
renders  the  particular  statement  false  or  mis- 
leading and  (c)  alleging  facts  which  would 
demonstrate  that  the  defendants  were  in  posses- 
sion of  this  factual  matter  at  the  time  they 
made  the  statement. 

In  conclusion,  the  federal  claim  contained  in 
the  first  amended  complaint  should  be  dismissed 
for  failure  to  comply  with  Rule  9(b), 
Fed.R.Civ.P.  If  the  state  claims  are  brought 
pursuant  to  the  pendent  jurisdiction  of  the 
Court,  the  Court  should  decline  to  hear  them 
and  they  should  be  dismissed.  If  they  are 
brought  pursuant  to  the  supplemental  jurisdic- 
tion of  ihe  Court  as  set  forth  in  28  U.S.C. 
§  1367,  they  should  be  dismissed  pursuant  to  28 
U.S.C.  §  1367(cX3). 

THE  QUESTION  OF  GRANTING  LEA  VE  TO 
AMEND  FURTHER 

The  question  arises  as  to  whether  leave  to 
amend  should  be  granted;  I  am  of  the  opinion 
thai  it  should  not.  The  plaintiffs'  original  corn- 
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plaint  was  challenged  on  August  14,  1991  with  a 
motion  to  dismiss  and  a  lengthy  memorandum 
pointing  out  with  specificity  the  failure  to  com- 
ply with  Rule  9(b),  Fed.RCiv.P.,  and  citing 
with  particular  emphasis  the  decision  in  the 
Romani  case.  See  ff6  and  7.  It  is  a  compelling 
inference  that  in  drafting  their  First  Amended 
Complaint  (/13)  which  was  filed  on  September 
17,  1991,  the  plaintiffs  took  their  best  shot  at 
drafting  a  plaeding  which  complied  with  the 
rule.  There  is  no  indication  that  they  nave  any 
further  factual  matter  which  they -could  plead 
that  would  satisfy  the  requirements  of  th»  rule. 

Respecting  the  case  of  International  Business 
Machines  Corp.  and  IBM  Credit  Corp.  v.  EMC 
Corp.,  referenced  in  paragraph  43(e)  of  the  first 
amended  complaint,  if  there  was  any  factual 
information  revealed  by  that  case  which  sup- 
ported the  contention  that  any  of  EMC's  state- 
ments of  which  the  plaintiffs  complain  were 
false  and  misleading,  it  is  a  sure  bet  that  such 
factual  information  would  have  been  set  out  in 
the  first  amended  complaint  in  florid  detail. 
Granting  leave  to  amend  would  be  futile. 

The  bottom  line  is  that  not  only  was  plain- 
tiffs' first  amended  complaint  "dead  on  arri- 
val," there  is  no  reasonable  basis  for  inferring 
that  any  future  complaints  would  "arrive"  in 
any  more  viable  condition.  Backman  v.  Polaroid 
Corporation,  910  F.2d  10,  13  (1  Cir.,  1990). 

In  addition  10  the  non-complinace  with  Rule 
9(b),  defendants  assert  that  the  first  amended 
complaint  should  be  dismissed  because  it  alleges 
no  facts  upon  which  it  could  be  found  that  EMC 
had  a  duty  to  disclose,  a  requirement  set  forth  in 
the  Backman  case.  I  have  not  dealt  with  this 
issue  because  I  am  of  the  opinion  that  it  is,  in 
essence,  a  variant  of  the  Rule  9(b)  problem.  In 
the  Backman  case,  the  Court  reiterated  its  hold- 
ing in  Roeder  v.  Alpha  Industries,  Inc.,  814  F.2d 
22,  26-27  (1  Cir.,  1987)  to  the  effect  that  a  duty 
to  disclose  only  arises  in  the  situation  in  which 
(a)  a  corporate  insider  trades  on  confidential 
information,  (b)  a  statute  or  regulation  requires 
disclosure,  and  (3)  a  corporation  has  made  an 
inaccurate,  incomplete  or  misleading  prior  state- 
ment. As  the  Backman  case  points  out,  however, 
this  requirement 

.  . .  does  not  mean  that  by  revealing  one  fact 
about  a  product,  one  must  reveal  all  others 
that,  too,  would  be  interesting,  market-wise, 
but  means  only  such  others,  if  any,  that  are 
needed  so  that  what  was  revealed  would  not 
be  "so  incomplete  as  to  mislead." 

Backman  v.  Polaroid  Corp ,  supra,  910  F.2d  at 
16  quoting  from  SEC  v  Texas  Gulf  Sulphur  Co., 
401  F.2d  833.  862  (2d  Cir.  1968),  cert,  denied. 
394  U.S.  976.  89  S.Ct.  1454,  22  L.Ed.2d  756 
(1969) 
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In  the  case  at  hand,  the  facts  which  would 
form  the- basis  of.  the  assertion  that  any  of 
EMC's  statements  were  "inaccurate,  incomplete 
or  misleading"  triggering  a  duty  to  disclose 
would  be  the  very  facts  which  are  required  to  be 
pleaded  in  order  to  comply  with  Rule  9(b), 
FediLCiv.P. .  Similarly,  any  "confidential  in- 
sider information"  would  most  likely  be  the 
same  .type  of  information,  i.e.,  facts  known  at 
the  time  which  were  not  disclosed  *  but  should 
have  been  so  as  to  prevent  the  statements  which 
were  released  from  being  "so  incomplete  as  to 
mislead."  See  generally  Capri  Optics  Profit 
Sharing  v.  Digital  Equipment  Corp.,  supra. 

■■  In  sum,  adherence  to  the  requirements  of 
Rule  9(b),  Fed.R.Civ.P.,  as  interpreted  by  this 
Circuit,  will,  in  most  cases,  provide  the  basis  for 
judging  whether  a  complaint  passes  muster 
under  Backman  or  is,  on  the  other  hand,  "dead 
on  arrival." 

..."   .RECOMMENDATIONS 

I  RECOMMEND  that  Count  I  of  the  first 
amended  complaint,  the  federal  securities  claim, 
be  DISMISSED  for  failure  to  comply  with  the 
requirements  of  the  Rule  9(b),  Fed.R.Civ.P.  The 
two  remaining  claims  in  the  first  amended  com- 
plaint, i.e.,  Counts  II  and  HI,  arise  under  state 
common  law.  If  the  claims  are  brought  pursuant 
to  the  Court's  pendent  jurisdiction,  United  Mine 
Workers  v.  Gibbs,  383  U.S.  715,  726  (1966),  I 
RECOMMEND  that  the  Court  decline  to  hear 
them  and  that  they  be  DISMISSED.  If  they  are 
brought  pursuant  to  the  supplemental  jurisdic- 
tion of  the  Court  as  set  forth  in  28  U.S.C 
§1367,  I  RECOMMEND  that  they  be  DIS- 
MISSED pursuant  to  28  U.S.C.  §  1367(cX3).  I 
FURTHER  RECOMMEND  that  judgment  be 
entered  FORTHWITH  dismissing  the  amended 
complaint  and  that  the  plaintiffs  not  be  granted 
leave  to  file  a  second  amended  complaint. 

REVIEW  BY  THE  DISTRICT  COURT 

The  parties  are  hereby  advised  that  under  the 
provisions  of  Rule  3(b)  of  the  Rules  for  United 
States  Magistrates  in  the  United  States  District 
Court  for  the  District  of  Massachusetts,  any 
party  who  objects  to  this  report  and  these  rec- 
ommendations must  file  a  written  objection 
thereto  with  the  Clerk  of  this  Clerk  within  10 
days  of  the  party's  receipt  of  this  Report  and 
Recommendation.  The  written  objections  must 
specifically  identify  the  portion  of  the  recom- 
mendations, or  report  to  which  objection  is  made 
and  the  basis  for  such  objections.  The  parties  are 
further  advised  that  the  United  States  Court  of 
Appeals  for  this  Circuit  has  indicated  that  fail- 
ure to  comply  with  this  rule  shall  preclude  fur- 
ther appellate  review.  See  Park  Motor  Mart, 
Inc.  v.  Ford  Motor  Co.,  616  F2d  603  (1  Cir., 
1980);  United  States  v.  Ve^a,  678  F2d  376, 
378-379  (1  Cir.,  1982);  Scott  v.  Schweiker,  702 
F2d  13,  14  (1  Cir..  1983).  See  also  Thomas  v. 
Am,  474  U.S.  140(1985). 
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REPORT  AND  RECOMMENDATION  ON 

ROGER  M.  MARINO'S  MOTION.  TO  STRUCE 

AND  FOR  COSTS  AND  EXPENSES, 

INCLUDING  ATTORNEYS:  FEES  (/20) 

Defendant  Marino  filed,  a- "motion  to  strike 
and  request  for  costs  and  attorneys'  fees  in  re- 
sponse to  the  original  complaint.  .See  f8.  Plain- 
tiffs filed  a  brief  opposition  stating  that  the 
motion  was  moot  because  of  the  filing.of  the  first 
amended  complaint.  (#11)1  The  instant  motion 
(f20)  to  strike  and  for  costs  and  expenses,  in- 
cluding attorneys'  fees,  was  filed  on  October  1, 
1991  in  response  to  the  allegations  of  the  first 
amended  complaint.  No  opposition  or  response 
has  been  filed  by  the  plaintiffs. 

Accordingly.  I  RECOMMEND  that  if  the 
Court  adopts  the  Report  and  Recommendation 
to  the  effect  that  this  case  be  dismissed  for 
failure  to  comply  with  Rule  9(b),  Fed.R.Civ.P., 
that  the  motion  (/20),  to  the  extent  that  it  seeks 
to  strike  matter  from  the  first  amended  com- 
plaint, be  DEND2D  as  moot  and  that  the  mo- 
tion (/20),  to  the  extent  that  it  seeks  an  award 
of  costs  and  expenses,  including  attorney's  fees, 
for  violations  of  Rule  11,  Fed.R-Civ.P.,  be  AL- 
LOWED. The  defendant  Marino  is  granted 
leave  to  file  and  serve  affidavit(s)  detailing  the 
costs  and  expenses,  including  attorney's  fees, 
claimed;  the  plaintiffs  may  file  an  opposi- 
tion/response to  the  amount  of  the  claim  within 
fourteen  (14)  days  (including  Saturdays,  Sun- 
days and  holidays)  after  the  filing  of  defendant 
Marino's  affidavit  or  affidavits. 

The  parties  are  hereby  advised  that  under  the 
provisions  of  Rule  3(b)  of  the  Rules  for  United 
Stales  Magistrates  in  the  United  States  District 
Court  for  the  District  of  Massachusetts,  any 
party  who  objects  to  this  report  and  recommen- 
dation must  file  a  written  objection  thereto  with 
the  Clerk  of  this  Clerk  within  10  days  of  the 
party's  receipt  of  this  Report  and  Recommenda- 
tion. The  written  objections  must  specifically 
identify  the  portion  of  the  recommendation,  or 
report  to  which  objection  is  made  and  the  basis 
for  such  objections.  The  parties  are  further  ad- 
vised that  the  United  States  Court  of  Appeals 
for  this  Circuit  has  indicated  that  failure  to 
comply  with  this  rule  shall  preclude  further  ap- 
pellate review.  See  Park  Motor  Mart,  Inc.  v. 
Ford  Motor  Co.,  616  F2d  603  (1  Cir.,  1980); 
United  States  v.  Vega,  678  FJ2d  376,  378-379  (1 
Cir.,  1982);  Scott  v.  Schweiker,  702  F2d  13.  14 
(1  Cir.,  1983).  See  also  Thomas  v.  Am,  474  U.S. 
140(1985). 

Opinion  of  SKINNER,  District  Judge. 

This  case  arises  in  the  wake  of  a  general 
downward  trend  in  the  value  of  computer  indus- 
try stock.  Plaintiffs,  as  members  of  a  class  of 
purchasers  of  shares  of  EMC  Corporation  stock, 
allege  that  the  company,  through  its  officers, 
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made,  a  number  of  false  and  misleading  state- 
ments and  omissions  in  violation  of  §  §  10(b)  and 
20(a)  of  the  Securities  Exchange  Act  of  1934 
and  Rule  10b-5,.  promulgated  thereunder.  The 
defendants  responded  to  the  initial  complaint  by 
moving  to  dismiss,  based  in  part  on  plaintiffs' 
failure  to  allege  fraud  with  particularity  in  ac- 
cordance with  Fed.R.Civ.P.  9(b).  In  addition, 
defendant  Roger  M.  Marjno,  a  former  officer 
and  director 'of  EMC,  filed  aseparate  motion  to 
strike  references  to  him  from  (he  complaint  as 
immaterial  and  for  sanctions  under 
Fed:R.Civ.P.  11.  Marino  asserts  that  plaintiffs 
conducted  no  reasonable  inquiry  before  filing 
suit,  and  that '-'ho  'reasonable  basis  exists  for 
naming  him  as  a  party  defendant.  In  lieu  of 
opposing  the  defendants'  motions,  the  plaintiffs 
filed  an  amended  complaint.  All  defendants  re- 
sponded by  moving  to  dismiss  the  amended  com- 
plaint, again  charging  plaintiffs  with  failure  to 
comply  with  Rule  9(b).  Marino,  again  named  as 
a  defendant,  renewed  his  prior  motion  to  strike 
and  for  sanctions. 

The  motions  were  referred  to  Magistrate 
Judge  Collings,  who  issued  a  report  and  recom- 
mendation on  each  motion.  The  recommenda- 
tions were  to  allow  the  defendants'  motions  to 
dismiss  and  to  impose  Rule  1 1  sanctions  for  the 
plaintiffs'  role  in  improperly  naming  Marino  as 
a  defendant.  Plaintiffs  now  object  to  the  reports 
and  recommendations  of  the  magistrate  judge. 

Background 

I  determine  the  merits  of  this  dispositive  mo- 
tion de  novo  on  review  of  the  contested  report 
and  recommendation  of  the  magistrate. 
Fed.R.Civ.P.  72(b).  For  purposes  of  a  motion  to 
dismiss,  I  take  the  material  allegations  of  the 
complaint  as  true.  Lessler  v.  Little,  857  F.2d 
866,  867  (1st.  Cir.  1988),  cert  denied,  489  U.S. 
1016  (1989).  Defendant  EMC  Corporation  is  a 
Massachusetts  computer-related  company 
whose  stock  is  traded  on  the  New  York  Ex- 
change. The  company  had  been  a  self-pro- 
claimed sucess  story  in  the  industry  and  had 
issued  several  optimistic  statements  concerning 
its  prospects  for  future  sales.  From  the  fall  of 
1990  until  the  late  spring  of  1991,  the  stock  rose 
in  value  from  about  $7  per  share  to  its  all-time 
high  of  $13  per  share.  Then,  on  thursday  and 
firday,  July  11  and  12,  1991,  following  the  com- 
pany's thursday  morning  announcement  that 
second  quarter  1991  income  would  be  lower  than 
previously  expected,  the  price  of  the  stock 
sharply  fell  from  $11  to  less  than  $7.  The  follow- 
ing monday,  plaintiffs  filed  this  suit. 

^  The  complaint  alleges  that  the  reports  of 
EMC's  financial  condition  and  future  sales  pros- 
pects were  overly  optimistic  and  that  the  de- 
fendants knew  of  the  false  nature  of  the 
statments  and  omissions  at  the  time  they  caused 
the  statements  and  omissions  to  be   made  in 

Federal  Securities  Law  Reports 


order  to  artificially  inflate  the  price  of  the  stock 
and  defraud  the  plaintiffs,  who  purchase  EMC 
stock  while  it  was  rising: in  value.  With  one 
exception,  the  allegations  are  cast  in  sweeping 
generalizations,  such  as  "EMC  was  actually  ex- 
periencing a  deterioration  in  its  markets."  The 
exception  is  the  plaintiffs  allegation  that  during 
the  six-month  period  of  rising  stock  price,  de- 
fendants Egan  and  Marino  were  selling  large 
blocks  of  stock  which  they''  had  s  personally 
-owned. 

Discussion 

Rule  9(b)  requires  a  plaintiff  to  specify  the 
time,  place,  and  content  of  an  alleged  false  rep- 
resentation in  his  complaint.  Wayne  Invest., 
Inc.  v.  Gulf  Oil  Corp.,  739  F2d  11,  13  (1st  Cir. 
1984).  The  complaint  must  also  contain  some 
factual  support  for  the  allegations  of  fraud.  New 
England  Data  Services,  Inc.,  v.  Becher,  829 
Y2d  236,  288  (1st  Cir.  1987).  In  Romani  v. 
Shearson  Lehman  Hutton,  929  F.2d  875  (1st 
Cir.  1991),  the  first  circuit  affirmed  a  trial 
court's  dismissal  of  a  complaint  for  failure  to 
plead  securities  fraud  with  particularity  because 
the  complaint  contained  "no  factual  allegations 
that  would  support  a  reasonable  inference  that 
adverse  circumstances  existed  at  the  time  of  the 
(alleged  misrepresentation]  and  were  known 
and  deliberately  or  recklessly  disregarded  by 
defendants."  Id.  at  878.  The  Romani  court  de- 
scribed the  first  circuit's  adherence  to  the  Rule 
9(b)  particularity  requirement  as  "especially 
rigorous"  when  applied  in  the  securities  c  ntext 
as  a  guard  against  strike  suits.  Id. 

The  complaint  adequately  identifies  the  time, 
place,  and  content  of  the  alleged  false  represen- 
tations and  omissions  of  the  defendants.  How- 
ever, there  is  a  void  where  there  should  be 
allegations  of  specific  facts  tending  to  show  that 
the  defendants  knew  that  the  optimistic  projec- 
tions were  false  when  made.  Like  those  in  the 
Romani  complaint,  the  generalizations  alleged 
in  the  instant  complaint  are  not  sufficiently 
particular  to  satisfy  Rule  9(b).  Rather,  they  are 
conclusions  apparently  based  on  only  one  set  of 
facts,  i.e.,  the  personal  stock  sales.  The  defend- 
ants' sale  of  stock  is  the  most  damaging  of 
plaintiffs'  allegations,  and  might,  in  combina- 
tion with  other  circumstances,  support  an  infer- 
ence of  fraud.  In  this  case  the  sales  began  well 
before  the  deterioration  of  EMC's  prospects. 
Standing  alone,  the  fact  that  the  sales  occurred 
does  not  support  an  inference  of  fraud.  See 
Pinkowitz  v.  Data  General  Corp.,  No. 
90-11854-Z.  1991  U.S.  Dist.  LEXIS  19228  (D. 
Mass.  Dec.  27,  1991). 

Rule  11  Sanctions 

The  magistrate  judge  correctly  noted  thai  the 
plaintiffs  did  not  respond  to  Marino's  motion  for 
sanctions  by  way  of  formal  written  opposition. 
The  plaintiffs  did  argue  against  Marino's  dis- 
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missal  in  a  footnote  to  its  opposition  to  the 
defendant's  motion  to  dismiss,  and  the  plaintiffs 
also  orally  argued  against  some  portions  of  Ma- 
rino's motion  to  the  magistrate  judge.  I  will 
treat  the  motion  as  if  it  were  properly  opposed. 

The  plaintiffs'  basis  for  joining  Marino  is  ap- 
parently that  his  ownership  of  over  10%  of  out- 
standing EMC  stock  gives  rise  to  his  status  as  a 
"controlling  person"  under  Section  20(a)  of  the 
Securities  Exchange  Act  of  1934,  15  U.S.C. 
§  78t(a),  which  provides: 

Every  person  who,  directly  or  indirectly,  con- 
trols any  person  liable  under  any  provision  of 
this  chapter  . . .  shall  also  be  liable  jointly  and 
severally  . . .  unless  the  controlling  person  ac- 
ted in  good  faith  .. . 

Id.  Marino's  contention  that  he  no  longer  was  an 
officer  or  a  director  of  the  corporation  at  the 
time  he  sold  his  stock  is  not  relevant  to  the  issue 
of  whether  he  was  a  controlling  person  under  the 
Act.  Marino  has  not  made  a  showing  that  the 
plaintiffs'  "controlling  person"  theory  of  recov- 
ery is  so  flawed  as  to  trigger  the  imposition  of 
sanctions,  and  in  the  absence  of  such  a  showing  I 
will  decline  to  do  so. 

Supplemental  Claims 

Under  the  supplemental  jurisdiction  statute, 
which  codified  the  doctrines  of  pendent  and  an- 
cillary jurisdiction,  a  district  court  may  decline 


to  hear  state  law  claims  once  the  federal  claims 
have  been  dismissed.  28  U.S.C.  §  1367(cX3).  See 
also  United  Mine  Workers  v.  Gibbs,  383  U.S. 
715  (1966).  The  federal  claims  having  been  dis- 
missed in  this  case,  the  state  law  claims  will  be 
dismissed  as  well. 

Leave  to  Amend 

Plaintiffs  request  leave  to  amend  their  com- 
plaint, should  the  complaint  fail  to  comply  with 
the  requirements  of  Rule  9(b).  Plaintiffs  have 
had  ample  opportunity  to  allege  any  facts  of 
which  they  are  aware  from  which  liability  may 
flow.  Indeed,  their  First  Amended  Complaint 
itself  was  a  response  to  an  earlier  charge  that 
the  original  complaint  failed  to  comply  with 
Rule  9(b).  The  complaint  fails  because  the 
plaintiffs  apparently  wish  to  embark  on  a  fish- 
ing expedition  at  the  defendants'  expense,  not 
because  the  plaintiffs  have  been  imprecise  in 
their  choice  of  words.  The  complaint  will  be 
dismissed  with  prejudice.  See  Romani,  929  F.2d 
at  880-81. 

Accordingly,  the  plaintiffs'  objection  to  the 
magistrate  judge's  report  and  recommendation 
to  dismiss  is  overruled  and  the  plaintiffs'  objec- 
tion to  the  magistrate  judge's  report  and  recom- 
mendation to  impose  sanctions  is  sustained.  The 
complaint  is  dismissed  with  prejudice.  No  Rule 
1 1  sanctions  will  be  imposed. 


[H  96,637]  Granada  Investments,  Inc.  v.  DWG  Corporation,  et  al. 

United  States  Court  of  Appeals,  Sixth  Circuit.  Nos.  91-3297/3343/3399/3402/3407.  April  30, 
1992.  Opinion  in  full  text. 

On  appeal  from  the  United  States  District  Court  for  the  Northern  District  of  Ohio. 
District  court  opinion  is  at  CCH  1989-1990  Decisions  Tr.  Binder  f  94,774. 

1.  Shareholders — Derivative  Actions — Settlement. — A  settlement  between  a  substantial 
shareholder  asserting  derivative  claims  and  the  company  and  its  directors  was  fair  since  sharehold- 
ers derived  a  benefit  from  the  settlement  in  that  it  released  the  company  from  all  liability  for 
present  and  future  claims  and  provided  for  changes  in  corporate  governance  that  would  result  in 
potential  corporate  savings  of  $108  million.  The  breadth  of  the  releases  did  not  in  itself  vitiate  the 
fairness  of  the  settlement,  particularly  since  objectors  did  not  specify  any  future  claim  which  might 
be  barred  or  name  any  future  litigant. 

See  H  24.281A.3041,  "Exchange  Act— Proxies"  division.  Volume  3. 

2.  Shareholders — Derivative  Actions — Settlement. — A  settlement  term  providing  for  "costs 
not  limited  to  the  legal  services"  supplied  by  attorneys  for  a  substantial  shareholder  asserting 
derivative  claims  properly  reimbursed  the  shareholder  for  all  costs  related  to  advancing  the 
litigation,  such  as  fees  for  accountants  and  investment  bankers,  since  these  expenses  were  related  to 
claims  pursued  on  behalf  of  all  shareholders. 

See  H  24.281A.4845,  "Exchange  Act — Proxies"  division,  Volume  3. 

3.  Shareholders — Derivative  Actions — Settlement. — Objectors  to  settlement  of  a  substan- 
tial stockholder's  derivative  action  who  did  not  challenge  the  reasonableness  of  the  final  bill  for  legal 
services  could  not  base  an  objection  on  the  absence  of  evidence  relating  to  rates  per  hour.  No 
particular  form  of  proof  for  considering  the  reasonableness  of  legal  fees  is  required.  All  that  is 
necessary  is  evidence  supporting  the  hours  worked  and  rates  claimed. 

See  11  24.281A.4845.  "Exchange  Act — Proxies"  division.  Volume  3. 
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RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  DOMENICI 

FROM  RICHARD  J.  EGAN 

Q.l.  During  his  testimony,  Mr.  Lerach  made  a  number  of  state- 
ments regarding  the  lawsuit  against  your  company.  Please  respond 
to  those  statements. 

A.1.  Thank  you  for  allowing  me  to  respond  to  Mr.  Lerach's  anec- 
dotal attempt  to  disparage  me  and  the  other  witnesses  from  the 
business  community  that  testified  before  your  Senate  Subcommit- 
tee. 

Mr.  Lerach  begins  his  attack  in  the  same  manner  as  most  strike 
suit  lawyers  initiate  their  case  that  is  without  any  basis  of  fact,  an 
absence  of  legal  allegations  and  innuendo  about  inside  stock  sales. 
Most  of  us  that  are  Key  employees  and/or  company  founders  usu- 
ally own  significant  shares  in  the  enterprise  and  sell  some  during 
the  period  usually  restricted  to  after  the  quarter's  financial  results 
have  been  issuea,  but  before  the  last  month  of  the  quarter.  There 
is  nothing  wrong  with  this  and  Mr.  Lerach  knows  it,  but  he  tries 
to  convince  the  Committee  as  he  tries  to  convince  a  Judge/Mag- 
istrate that  this  is  a  sinister  act  with  fall  knowledge  of  how  the 
quarter's  results  will  turn  out.  Everyone  knows  that  most  manufac- 
turing companies  particularly  capital  goods  and  hi-tech  orders  and 
shipments  occur  in  the  latter  month  (and  often  weeks)  of  the  quar- 
ter. No  one  knows  how  bad  (or  well)  these  results  will  be. 

Mr.  Lerach,  in  his  testimony,  also  stated  that  the  EMC  Strike 
Suit,  with  which  he  was  familiar,  was  determined  by  the  judge  to 
"not  be  frivolous."  This  statement  is  not  totally  correct.  What  the 
Court  actually  said  was  that  it  "would  not  allow  the  Plaintiffs  and 
their  lawyers  to  go  on  a  fishing  expedition  at  the  Defendant's  ex- 
pense to  justify  the  basis  of  their  complaint."  The  judge  further 
commented  on  the  frivolous  aspect  by  clearly  stating  in  his  opinion 
"this  case  was  dead  on  arrival."  A  transcript  of  the  judge's  opinion 
was  submitted  with  my  testimony  on  the  17th. 

Q.2.  Some  witnesses  asserted  that  the  current  versions  of  Rule  11 
and  Rule  9(b)  of  the  Federal  Rules  of  Civil  Procedure  provide  suffi- 
cient protection  against  merit-less  suits.  Would  you  or  your  compa- 
ny's general  counsel  please  comment  on  that  assertion. 
A.2.  It  has  been  said  that  "any  damn  fool  that  can  find  the  court- 
house can  file  a  lawsuit"  and  when  that  happens  the  process  begins 
which  is  almost  always  more  costly  in  time  and  money  (and  lost 
opportunities)  than  the  outcome.  The  reason  being  that  most 
Judge/Magistrates  are  unwilling  to  discuss  a  case  or  issue  sum- 
mary judgments  without  some  discovery.  I  am  not  sure  why  they 
do  this  because  it  is  very  rare  that  the  initial  strike  suit  filing  con- 
tains any  facts  or  specific  allegations  (other  than  some  inside  per- 
sons may  have  sold  some  of  their  stock). 

Please  bear  in  mind  that  we  are  dealing  with  some  very  sophisti- 
cated and  experienced  Strike  Suit  law  firms  (about  a  dozen)  and 
they  are  usually  much  more  versed  in  these  cases  that  the  Judge/ 
Magistrates.  To  my  knowledge  there  are  no  law  firms  which  spe- 
cialize in  tho  defense  of  securities  related  class-action  suits. 

Q.3.  Changes  to  Rule  11  have  been  proposed  to  make  the  award 
of  sanctions  permissive,  rather  than  mandatory;  to  make  the  sanc- 
tions payable  to  the  court  rather  than  the  injured  party;  to  make 
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the  rule  inapplicable  to  the  discovery  process  and  to  create  a  safe 
harbor  that  would  bar  the  award  of  sanctions  if  the  challenged 
pleading  was  withdrawn  by  the  alleged  offender  within  21  days  of 
service  of  a  motion  for  sanctions,  among  other  changes. 

Would  the  proposed  changes  in  Rule  11  provide  greater  or  lesser 
protection  against  merit-less  suits? 

A.3.  The  proposed  changes  should  provide  a  fairer  contest  and  we 
would  favor  them. 

Please  note  that  to  my  knowledge  sanctions  are  rarely  invoked 
so  I  would  say  the  mandatory  aspect  is  not  being  applied. 

Q.4.  In  view  of  the  proposed  changes  to  Rule  11  what  10(b)(5)  spe- 
cific statutory  changes  should  be  made  to  strengthen  Rule  11. 

A.4.  Please  accept  the  following  list  of  recommended  changes  which 
I  hope  answers  Q.4.  and  may  well  go  somewhat  beyond. 

I.  To  provide  some  reasonableness  of  the  claim 

a.  There  should  be  a  standard  of  "clear  and  convincing"  proof  or 
allegations  of  fraud  against  companies.  This  would  discourage  law- 
suits based  upon  statements  of  a  company  that  turned  out  to  be  in- 
accurate, but  that  were  not  intended  to  mislead  investors  or  the 
public. 

b.  Establish  the  SEC's  role  to  review  all  10(b)(5)  complaints  be- 
fore they  are  actually  filed.  I  believe  this  could  be  made  self-funded 
from  fees  paid  by  the  participants. 

c.  Implement  a  perpetual  "statutory  offer  of  judgment."  Once  a 
class-action  suit  has  begun,  it  goes  on  endlessly.  By  allowing  either 
party  the  opportunity  to  settle  the  matter  at  any  time  under  the 
terms  of  Rule  68  should  promote  reasonableness. 

d.  Require  that  all  10(b)(5)  cases  be  submitted  to  Alternative  Dis- 
pute Resolution  (ADR). 

e.  Perhaps  some  combination  of  (c)  and  (d). 

II.  Discourage  Professional  Plaintiffs 

a.  Plaintiffs  should  not  be  "invisible."  They  should  be  made  to  ap- 
pear immediately  and  should  not  be  allowed  to  become  "profes- 
sional," that  is  appear  as  Plaintiffs  in  lawsuit  after  lawsuit. 

b.  Contracts,  arrangements,  and  relationships  with  plaintiffs  and 
their  respective  law  firms  should  be  made  discoverable. 

Q.5.  How  long  did  it  take  to  get  your  case  dismissed?  How  much 
of  your  own  time  was  expended  in  activities  related  to  getting  the 
case  dismissed? 

A.5.  Our  second  Strike  Suit  (we  paid  off  the  lawyers  in  the  first 
one)  took  eight  months.  Our  CFO  and  I  each  spent  approximately 
10  hours  each  week  for  about  six  months.  Initially  it  was  more  and 
in  the  final  stages  more  as  well.  I  would  estimate  total  time  aver- 
aged about  15  percent  of  our  available  time. 

Q.6.  How  much  did  it  cost  you  in  legal  fees? 
A.6.  Approximately  $200,000  (outside  fees  only). 

Q.7.  One  of  the  witnesses  later  in  the  day  will  testify  that  Harvey 
Pitt,  a  leading  lawyer  for  the  defendants  in  securities  cases,  has 
written  that  "Federal  courts  have  displayed  a  striking  willingness 
to  dismiss  these  suits." 
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Harvey  Pitt  testified  before  this  subcommittee  at  an  earlier  hear- 
ing that  he  routinely  counsels  his  clients  to  settle  these  types  of 
cases  regardless  of  the  merits  because  it  is  the  only  option  that 
makes  economic  sense. 

I  don't  want  you  to  necessarily  respond  to  your  own  experiences, 
but  you  know  many  other  CEOs  with  cases  similar  to  yours.  Have 
you  ever  heard  anyone  complain  that  their  lawyers  tell  them  that 
the  only  option  that  makes  economic  sense  is  to  settle  and  to  get 
on  with  life  and  business? 

A.7.  Yes.  This  is  usually  the  recommendation.  The  exception  usu- 
ally occurs  when  the  UEO  is  either  fed  up  with  these  frivolous 
cases  and/or  decides  to  show  the  strike  suit  firm  that  they  refuse 
to  settle. 

Mr.  Pitt's  advice  is  certainly  popular  because  (and  despite  Rule 
11)  these  cases  often  take  on  a  life  of  their  own  and  they  are  im- 
mensely distracting  and  time  consuming.  The  Judge/Magistrate 
usually  allows  the  Plaintiffs  lawyers  to  depose  every  officer  and 
key  employee  and  request  every  document  in  their  search  for  even 
the  slimmest  comment  which  could  be  construed  to  induce  their 
Plaintiff— by  the  way  the  "Plaintiffs"  are  usually  in  cahoots  with 
the  Strike  Suit  firms  and  rarely  appear. 

Usually  the  advice  to  settle  does  not  occur  as  a  strong  rec- 
ommendation until  both  sides  have  engaged  in  extensive  "legal 
work." 

Q.8.  Each  of  you  had  lawsuits  triggered  by  a  drop  in  your  stock's 
price.  What  has  happened  to  your  stock  in  the  period  since  the  law- 
suits were  filed  and  the  time  the  cases  were  settled  or  dismissed? 

A.8.  Case  #1  (we  settled).  The  stock  price  remained  at  about  the 
price  it  was  when  the  case  was  filed.  Case  #2  (we  won/case  was  dis- 
missed with  prejudice).  The  stock  rose  over  the  eight  month  period 
following  the  strike  suit  filing. 

Thank  you  and  your  fine  staff  for  the  time  and  attention  this 
most  insidious  matter  is  receiving.  It  would  be  a  welcome  relief  if 
legislation  could  be  enacted  that  would  level  the  playing  field  be- 
tween businesses  and  the  parasitic  strike  suit  lawyers  that  exact 
this  additional  tax  on  companies.  A  burden  that  none  of  our  foreign 
competitors  must  bear. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  DOMENICI 

FROM  THOMAS  DUNLAP,  JR. 

Thank  you  for  the  opportunity  to  appear  before  the  Securities 
Subcommittee  on  June  17  to  present  Intel's  views  on  private  litiga- 
tion under  the  Federal  Securities  laws. 

Q.l.  During  his  testimony,  Mr.  Lerach  made  a  number  of  state- 
ments regarding  the  lawsuit  against  your  company.  Please  respond 
to  those  statements. 

Aul.  Mr.  Lerach  asserts  that  a  District  Court  Judge  found  that 
"Intel  had  obtained  a  verdict  through  fraud  and  misrepresentations 
by  concealing  from  the  court  material  evidence  in  support  of  AMD's 
position."  This  is  not  true,  and  a  simple  reading  of  the  Judge's 
opinion  (i.e.  a  minimum  diligent  review  of  the  facts)  would  have  re- 
vealed this  to  Mr.  Lerach  before  he  filed  the  lawsuit  against  Intel 
and  before  he  testified  before  the  subcommittee. 
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The  truth  is  that  a  new  trial  was  granted  by  the  District  Court 
Judge  because  he  found  that  Intel  had  not  delivered  certain  docu- 
ments to  AMD  (including  one  which  was  in  AMD's  files)  during  the 
pretrial  proceedings.  The  Judge  did  not  find  that  Intel  had  commit- 
ted any  fraud  or  intentional  misrepresentation.  He  found  that  a  re- 
trial could  be  granted  on  the  basis  of  an  "avoidable  accidental  omis- 
sion." 

Q.2.  Some  witnesses  stated  that  the  current  versions  of  Rule  11 
and  Rule  9(b)  of  the  Federal  Rules  of  Civil  Procedure  provide  suffi- 
cient protection  against  merit-less  suits.  Would  you  or  your  compa- 
ny's general  counsel  please  comment  on  that  assertion? 

Changes  to  Rule  11  have  been  promised  to  make  the  award  of 
sanctions  permissive,  rather  than  mandatory;  to  make  the  sanc- 
tions payable  to  the  court  rather  than  the  injured  party;  to  make 
the  rule  inapplicable  to  the  discovery  process  and  to  create  a  safe 
harbor  that  would  bar  the  award  of  sanctions  if  the  challenged 
pleading  was  withdrawn  within  21  days  of  service  of  a  motion  for 
sanctions,  among  other  changes. 

A.2.  We  strongly  disagree  that  Rule  11  sanctions  provide  sufficient 
protection  against  merit-less  suits.  In  our  case,  we  were  forced  to 
spend  approximately  $600,000  for  outside  attorney  fees,  and  hun- 
dreds of  hours  of  critical  management  time.  In  Japan,  these  hun- 
dreds of  hours  are  spent  making  products  more  competitive.  Here 
they  are  wasted. 

Trie  suggested  changes  to  Rule  11  are  of  minimal  consequence, 
and  the  changes  enumerated  in  the  question  generally  will  reduce 
the  effectiveness  it  already  has.  Rule  11  is  rarely  enforced  in  the 
Federal  Courts,  and  the  award  of  sanctions  is,  for  all  practical  pur- 
poses, already  permissive  since  Judges  have  great  discretion  in  the 
range  of  sanctions.  The  safe  harbor  procedure  is  merely  a  sub- 
stitute for  intelligent  due  diligence  by  the  plaintiffs  attorneys.  We 
think  that  the  plaintiff  should  be  forced  to  undertake  diligent  ef- 
forts to  determine  if  a  violation  has  in  fact  occurred  before  the  fil- 
ing of  the  case  in  the  first  place. 

If  the  safe  harbor  were  used  in  conjunction  with  mandatory  sanc- 
tions where  a  merit-less  pleading  was  challenged  but  not  with- 
drawn by  the  plaintiff,  the  process  could  turn  out  to  have  signifi- 
cant value. 

Q.3.  Would  the  proposed  changes  in  Rule  11  provide  greater  or 
lesser  protection  against  merit-less  suits? 

A.3.  As  indicated  in  my  answer  to  Q.2.  above  the  enumerated 
changes  would  provide  slightly  lesser  protection. 

Q.4.  Each  of  you  had  lawsuits  triggered  by  a  stock  drop  in  your 
stock's  price.  What  has  happened  to  your  stock  in  the  period  since 
the  lawsuits  ware  filed  and  the  time  the  cases  were  settled  or  dis- 
missed? 

A.4.  In  his  testimony,  Mr.  Lerach  made  much  of  the  fact  that 
Intel's  stock  price  dropped  significantly  following  the  announce- 
ment of  the  District  Court's  decision.  What  he  did  not  mention  is 
the  fact  that  Intel's  stock  price  recovered  dramatically  after  the 
market  had  an  opportunity  to  digest  the  news.  In  fact,  at  the  time 
of  the  hearings,  Intel  was  trading  at  around  the  level  it  reached 
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prior  to  the  announcement  of  the  Court  ordered  retrial.  In  trading 
since  the  hearings,  general  market  conditions  have  pushed  the 
price  slightly  lower  than  its  pre-case  high. 

Thank  you  for  your  courtesy  in  allowing  us  to  give  you  and  the 
Committee  our  views  on  this  matter  of  importance  to  so  many  of 
us  high  growth  companies.  Please  do  not  hesitate  to  contact  me  if 
there  is  anything  further  I  can  do  to  assist  in  this  matter. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  SASSER 

FROM  MARK  J.  GRIFFIN 

Q.l.  You  point  out  in  your  testimony  that  private  securities  fraud 
litigation  is  an  important  component  of  enforcement  against  fraud. 
Indeed,  private  securities  fraud  lawsuits  provide  a  means  for  inves- 
tors to  obtain  recovery  for  damages  caused  by  fraudulent  activity. 
They  also  serve  as  an  adjunct  to  enforcement  efforts  to  prosecute 
those  who  violate  the  securities  laws  and  to  deter  future  violations. 

If  the  system  were  to  be  reformed  in  an  effort  to  deal  with  the 
so-called  "litigation  explosion,"  do  you  think  more  fraud  would 
occur? 

In  order  to  prevent  a  "fraud  explosion,"  would  regulation  need  to 
be  stepped  up?  Would  the  regulators  have  sufficient  resources  to 
deal  with  this,  particularly  in  light  of  severe  fiscal  restraints? 
A.1.  First,  NASAA  respectfully  disagrees  with  those  who  claim  that 
there  has  been  an  "explosion  in  private  securities  fraud  lawsuits. 
We  are  not  aware  of  any  empirical  evidence  which  would  prove  this 
claim.  In  fact,  the  written  statement  of  William  R.  McLucas,  sub- 
mitted in  conjunction  with  the  June  17th  hearing  casts  doubt  upon 
this  hasty  assumption: 

According  to  statistics  obtained  from  the  Administrative  Office 
of  the  U.S.  Courts,  the  approximate  aggregate  number  of  securi- 
ties cases  (including  Commission  cases)  filed  in  Federal  district 
court  does  not  appear  to  have  increased  over  the  past  two  decades. 
Similarly,  while  the  approximate  number  of  securities  class  ac- 
tions filed  during  the  past  three  years  is  significantly  higher  than 
during  the  1980's,  the  numbers  do  not  reveal  the  type  of  increase 
that  ordinarily  would  be  characterized  as  an  "explosion."1 

Therefore,  before  we  examine  remedies,  NASAA  respectfully  sug- 
gests that  Congress  first  determine  that  a  "litigation  explosion"  has 
occurred,  and  second,  if  there  indeed  has  been  an  "explosion," 
whether  the  present  litigation,  on  balance,  is  harmful  to  the  inter- 
ests of  the  U.S.  economy  and  capital  markets.  It  is  reasonable, 
afterall,  to  assume  that  any  rise  in  the  number  of  cases  directly 
correlates  to  a  rise  in  the  number  of  securities  frauds. 

With  that  single  recommendation  behind  us,  I  come  to  the  first 
part  of  the  question:  If  reforms  were  implemented,  do  we  think 
more  fraud  would  occur?  The  answer  is  a  resounding  "yes." 

NASAA  has  maintained  from  the  outset  that  this  package  of 
anti-investor  reforms  not  only  would  weaken,  but  indeed  would 
devastate,  the  twin  purposes  for  private  rights  of  action  under 
10(b)(5):  recovery  for  past  harm  and  deterrence  of  future  harm.  If, 
despite  the  present  scheme  of  litigation,  we  still  have  witnessed  the 


1  Written  statement  of  William  R.  McLucas,  Director,  Division  of  Enforcement,  Securities  and 
Exchange  Commission,  before  the  Senate  Securities  Subcommittee,  June  17,  1993,  p.  9. 
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impressive  financial  frauds  of  the  1980's,  what  should  we  expect  of 
a  "reformed"  system  where  co-conspirators  are  not  held  to  account 
for  the  entire  harm  of  the  conspiracy,  where  RICO  remedies  are 
not  available,  or  where  even  to  get  to  court  plaintiffs  are  exposed 
to  "loser  pays"  liabilities  that  cannot  be  sustained  by  the  average 
investor? 

It  is  impossible  to  measure  the  deterrent  effect  of  the  current 
system  of  private  rights  of  action.  For  example,  how  do  we  estimate 
the  number  of  frauds  derailed  by  certified  public  accountants  or 
lawyers  unwilling  to  run  the  risk  of  collateral  participation  in  a 
fraud  because  they  will  be  held  accountable  as  principals  under 
joint  and  several  liability?  Similarly,  who  can  estimate  the  quantity 
of  fraud  derailed  by  the  prospect  of  damages  trebled  by  operation 
of  RICO?  These  cases,  though  not  susceptible  to  quantification,  are 
undoubtedly  significant,  and  that  significance  will  become  quantifi- 
able if  this  package  of  reforms  is  passed. 

In  answering  the  second  part  of  the  question,  whether  "stepped- 
up"  regulatory  efforts  could  prevent  a  "fraud  explosion,"  NASAA 
would  first  have  to  know  what  such  a  stepping-up  would  entail. 
But  supposing,  for  the  moment,  that  we  were  being  asked  to  specu- 
late on  the  form  of  stepped-up  regulation,  it  is  NASAA's  belief  that 
the  extent  of  the  "stepping-up"  called  for  might  well  be 
unpalatable. 

For  example,  NASAA  might  be  inclined  to  suggest  that  in  order 
to  adequately  regulate  in  this  area  in  the  absence  of  private  rights 
of  action,  the  following  enhancements  to  the  current  scheme  of  reg- 
ulation would  be  required:  regular  and  frequent  SEC  oversight  au- 
dits of  private  companies;  granting  the  Securities  and  Exchange 
Commission  and  the  states  parens  patriae  powers  to  sue  under 
10(b)(5)  on  behalf  of  investors  for  actual  and  punitive  damages; 2 
decentralization  of  SEC  powers  to  facilitate  a  more  rapid  response; 
or  a  statutory  codification  of  Rule  10(b)(5)  to  alleviate  the  require- 
ment to  prove  scienter  in  10(b)(5)  claims.  These  would  be  the  begin- 
nings of  the  list  of  revisions  that  might  be  suggested. 

If,  on  the  other  hand,  "stepping-up"  is  intended  to  mean  merely 
more  regulatory  funding,  that  will  not  balance  the  effects  of  these 
proposed  anti-investor  reforms.  It  is  impossible  to  conceive  of  the 
existing  Federal  regulatory  net  being  strengthened  sufficiently  by 
funding  that  it  will  screen  out  all  or  most  securities  fraud  schemes 
before  they  inflict  serious  harm.  For  two  related  reasons,  that 
thinking  is  flawed. 

First,  I  do  not  believe  that  it  is  economically  feasible  or  practical 
to  provide  the  level  of  funding  required  to  achieve  that  goal,  so  in 
all  likelihood,  the  net  would  not  be  impermeable  and  there  still 
would  exist  the  need  for  private  remedies.  Second,  while  the  vision 
of  optimum  funding  has  a  certain  allure,  fraud,  by  its  very  nature, 
is  self-concealing  and  given  time  will  find  its  own  ingenious  way  to 


2  However,  granting  the  regulators  parens  patriae  powers  will,  unavoidably,  fall  short  of  bal- 
ancing the  negative  effects  of  these  reforms.  Even  those  who  are  advocates  of  strong  govern- 
mental regulation  acknowledge  that  the  interests  of  the  regulators  in  halting  current  and  future 
wrongdoing  often  conflict  with  the  interests  of  those  who  have  already  fallen  victim.  Presenting 
regulators  with  the  principal  responsibility  to  advocate  the  interests  of  past  victims  will  only 
toss  us  more  resolutely  on  the  horns  of  this  present  dilemma.  I  am  not  saying  that  regulators 
cannot  advocate  victims'  rights  in  come  cases,  but  I  am  saying  that  it  cannot  be  done  in  all 
cases.  And  in  the  end,  it  will  probably  be  done  less  than  adequately  in  any  case. 
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succeed.  In  other  words,  a  fraud  scheme  often  succeeds  not  for  the 
lack  of  good  regulations  or  regulators,  but  in  spite  of  them. 

Therefore,  it  makes  no  practical  sense  to  think  that  stepped-up 
funding  alone  will  be  a  satisfactory  substitute  for  private  rights  of 
action.  Moreover,  if  we  truly  expect  a  flood  of  fraud  owing  to  litiga- 
tion reform  of  the  sort  that  has  been  suggested,  and  I  believe  we 
should  expect  precisely  that  result,  then  it  seems  to  me  that  our 
obligation  is  to  avoid  in  the  first  place.  It  is  much  easier  to  simply 
maintain  the  levies  provided  by  private  rights  of  action. 

In  answering  this  question,  I  would  like  to  make  it  clear  that 
while  NASAA  generally  supports  the  current  system  of  private 
rights  of  action  in  10(b)(5)  cases,  it  does  not  endorse  litigation  in 
any  form.  Nor  does  it  wish  to  support  a  system  that  provides  less 
accommodation  to  the  victims  of  fraud  than  to  those  attorneys  who 
represent  them  in  these  actions.  Overall,  NASAA  believes  that  the 
key  to  fixing  any  inequities  in  the  present  system  may  be  found  in 
the  exercise  of  judicial  powers  designed  to  curtail  the  riling  of  frivo- 
lous litigation  and  abusive  fees,  and  in  no  way  is  this  a  problem 
endemic  to  securities  laws. 

Q.2.  A  recent  article  in  the  Washington  Post  cited  a  study  done  by 
the  big  6  accounting  firms  saying  that  they  face  $30  billion  in  li- 
ability claims.  The  article  goes  on  to  say  that  "the  biggest  problem, 
according  to  the  industry,  is  the  legal  doctrine  of  'joint  and  several 
liability,'  under  which  any  of  the  defendants  in  a  lawsuit  can  be 
made  to  pay  all  the  damages  if  others  cannot."  Legislative  propos- 
als have  been  made  to  limit  each  defendants'  liability  to  a  propor- 
tionate share  of  fault  which  would  address  these  concerns.  What 
are  the  benefits/problems  of  this  approach? 

A.2.  Under  Rule  10(b)(5),  each  defendant  who  conspires  to  commit 
a  violation  of  the  securities  law  is  jointly  and  severally  liable  for 
all  damages  resulting  from  that  violation.  The  doctrine  of  joint  and 
several  liability  holds  defendants  in  a  securities  fraud  case  respon- 
sible for  the  entire  amount  of  damages  if  the  other  defendants  are 
unable  to  pay  their  share.  Under  the  proposal  you  have  referenced, 
which  would  replace  joint  and  several  liability  with  a  rule  of  pro- 
portionate liability,  a  judge  or  jury  would  specify  what  percentage 
of  damages  each  defendant  is  responsible  for  paying.  Supporters  of 
proportionate  liability  have  argued  that  the  current  system  of  joint 
and  several  liability  is  unfair  because  it  forces  parties  with  rel- 
atively less  culpability  to  bear  more  than  their  share  of  the  dam- 
ages. It  also  is  argued  by  these  individuals  that  joint  and  several 
liability  encourages  plaintiffs  to  join  as  many  defendants  in  a  case 
as  is  possible  (particularly  those  that  may  be  considered  to  have 
"deep  pockets"),  and  forces  defendants  to  settle  weak  claims  in 
order  to  avoid  disproportionate  liability  claims. 

When  weighing  the  arguments  of  the  defenders  and  critics  of 
joint  and  several  liability,  it  is  important  to  remember  that,  above 
all  else,  the  purpose  of  the  current  system  is  to  protect  the  rights 
of  defrauded  investors.  If  forced  to  choose  between  innocent  inves- 
tors who  are  victimized  in  a  scheme  and  professionals  who  have 
knowingly  or  recklessly  assisted  the  fraud  by  failing  to  meet  profes- 
sional standards,  the  risk  of  financial  loss  rightfully  is  borne  by  the 
professionals,  not  the  innocent  victims. 
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Federal  District  Judge  Stanley  Sporkin,  in  his  opinion  in  one 
savings  and  loan  case,  summed  up  the  theory  behind  joint  and  sev- 
eral liability: 

Where  were  these  professionals  .  .  .  when  these  clearly  im- 
proper transactions  were  being  consummated?  Why  didn't  any  of 
them  speak  up  or  disassociate  themselves  from  the  transactions? 
Where  also  were  the  outside  accountants  and  attorneys  when  these 
transactions  were  effectuated? 
In  a  subsequent  speech,  Judge  Sporkin  elaborated: 

For  this  kind  of  massive,  very  sophisticated  fraud  to  have  oc- 
curred, it  required  the  complicity  of  certain  professionals  that  we 
all  know  of—CPAs,  lawyers  and  appraisers.  I'm  suggesting  that 
perhaps  these  professionals  did  not  discharge  their  responsibil- 
ities to  the  broader  public  interest. 

NASAA  would  agree  with  the  statement  made  in  the  testimony 
of  William  McLucas  at  the  June  17th  hearing,  in  which  he  asserted 
that,  if  the  principle  of  joint  and  several  liability  is  abandoned  in 
favor  of  proportionate  liability,  the  irony  would  be  that  investors 
would  feel  the  greatest  impact  in  precisely  those  cases  involving 
the  most  meritorious  claims.  In  sum,  joint  and  several  liability  is 
important  to  protecting  the  rights  of  defrauded  investors  and 
should  be  preserved. 

Q.3.  Some  of  the  criticisms  of  the  current  system  may  not  be  mutu- 
ally exclusive.  Indeed,  while  critics  of  the  current  system  argue 
that  steps  should  be  taken  to  curb  litigation,  others  have  argued 
that  other  steps  should  be  taken  to  facilitate  investor  lawsuits, 
such  as  lengthening  the  statute  of  limitations  for  securities  fraud. 
Are  these  two  criticism  of  the  current  system  mutually  exclusive? 
Or.  should  securities  litigation  reform  and  lengthening  the  statute 
of  limitations  be  considered  together? 

A.3.  It  is  NASAA's  view  that  Congressional  consideration  of  the  is- 
sues involved  in  lengthening  the  statute  of  limitations  and  the  is- 
sues involved  in  securities  litigation  reform  can,  and  indeed  should, 
be  considered  separately. 

U.S.  securities  laws  are  well  known  for  their  complicated  nature. 
It  is  rare  that  an  issue  arises  that  is  as  clear  cut  as  that  which 
calls  for  the  lengthening  of  the  statute  of  limitations  in  securities 
fraud  cases.  In  the  1991  Lampf  decision,  the  Supreme  Court  adopt- 
ed a  uniform  limitations  period  for  private  actions  under  Section 
10(b)  of  the  Exchange  Act  and  Rule  10(b)(5)  thereunder.  The  limi- 
tations period  requires  investors  to  bring  such  actions  within  one 
year  of  discovery  of  the  facts  constituting  the  fraud,  but  not  later 
than  three  years  after  the  fraud  occurs.  As  a  practical  matter,  this 
unduly  short  leash  for  securities  fraud  private  actions  eviscerates 
the  rights  of  investors  to  seek  recovery  from  those  who  participate 
in  knowing  and  deliberate  fraudulent  activity.  Following  the  Lampf 
decision,  NASAA  for  the  past  two  years  actively  has  supported  leg- 
islation to  lengthen  the  statute  of  limitations  for  securities  fraud 
cases. 

Unfortunately,  legislation  to  establish  a  longer  statute  of  limita- 
tions for  securities  fraud  claims  has  been  derailed  by  successful  ef- 
forts to  pin  it  to  the  broader  and  more  contentious  'litigation  re- 
form" agenda.  In  testimony  before  the  House  Telecommunications 
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and  Finance  Subcommittee  two  years  ago,  I  urged  Congress 
sist  the  temptation  to  allow  self-interested  parties  to  stand  a 


to  re- 
temptation  to  allow  self-interested  parties  to  stand  around 
the  legislative  pot  and  toss  in  amendments  that  were  carefully  cal- 
culated to  poison  the  soup.  At  that  time,  Congress  was  considering 
legislation  to  lengthen  the  statute  of  limitations  and  to  correct  the 
Supreme  Court's  retroactive  application  of  its  decision  in  Lampf.  I 
urged  Congress  to  keep  its  focus  on  the  only  real  issue  that  was 
on  the  table:  small  investors'  need  for  a  more  reasonable  statute  of 
limitations  than  that  which  is  allowed  for  under  Lampf.  Regret- 
tably, it  was  late  in  the  session  and  the  opponents  of  fairness  for 
small  investors  were  successful  in  bottling  up  the  issue  until  the 
clock  ran  out. 

We  would  point  out  that  allegations  of  abuse  of  the  judicial  proc- 
ess are  not  unique  to  securities  law  claims  and  that  it  is  painfully 
obvious  that  the  litigation  reform  proposals  which  have  been  put 
forward  have  generated  intense,  contentious  and  prolonged  debate 
among  Members  of  Congress  and  interested  parties.  If  the  issue  of 
a  reasonable  and  fair  statute  of  limitations  for  small  investors  con- 
tinues to  be  held  hostage  to  resolution  of  the  litigation  reform  de- 
bate, those  victimized  by  securities  fraud  will  remain  without  rem- 
edy while  the  unrelated  issues  are  hammered  out.  This  simply  is 
unacceptable.  Congress  can  deal  now  with  the  unjust  results  of 
Lampf  by  putting  in  place  a  fair  and  uniform  statute  of  limitation 
for  10(b)  and  10(b)(5)  cases.  And,  having  done  so,  you  still  may  de- 
vote future  hearings  and  attention  to  the  questions  of  litigation  re- 
form, if  it  is  determined  that  such  an  inquiry  is  warranted? 

In  fact,  we  see  no  linkage  whatsoever  between  the  undocumented 
allegations  of  an  explosion  in  frivolous  litigation  and  the  urgent 
need  to  lengthen  the  statute  of  limitations  for  securities  fraud 
claims  in  the  wake  of  Lampf.  We  fail  to  see  how  extending  the  stat- 
ute of  limitations  to,  for  example,  five  years,  somehow  would  en- 
courage more  spurious  claims  to  be  filed.  If  it  is  true,  as  been  as- 
serted by  reform  proponents,  that  most  frivolous  cases  are  filed  in- 
stantaneously with  the  push  of  a  computer  button  whenever  there 
is  a  drop  in  market  price  for  a  security,  a  three  year  statute  of  limi- 
tations (or,  for  that  matter,  a  one  year  statute  of  limitation)  will 
be  no  more  effective  in  preventing  frivolous  cases  than  will  a  five 
year  statute.  NASAA  strongly  encourages  Congress  to  move  imme- 
diately on  the  issue  of  lengthening  the  statute  of  limitations  for  se- 
curities fraud  cases. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  SASSER 

FROM  PATRICIA  REILLY 

Q.l.  Critics  charge  that  too  many  cases  are  pursued  with  a  view 
toward  extracting  settlements  from  corporations  and  other  parties, 
without  regard  to  the  merits  of  a  case,  and  that  the  settlements 
yield  large  fees  for  plaintiffs  lawyers  but  compensate  investors  for 
only  a  fraction  of  their  losses.  What  do  you  think  of  these  charges? 
Are  these  abuses  in  the  current  systems? 

A.1.  I  have  been  involved  as  a  shareholder  in  two  securities  class- 
action  lawsuits,  Pace  Membership  and  Tucson  Electric  Power.  Both 
lawsuits  alleged  fraud  was  committed  by  the  companies'  officers 
and  directors  which  resulted  in  my  losing  money  on  my  stock  in- 
vestments. In  Pace,  I  owned  200  shares  and  suffered  a  loss  of 
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$1,517.51.  In  Tucson  Electric,  I  owned  300  shares,  and  lost 
$5,596.56. 

Both  cases  settled  for  the  directors'  and  officers'  liability  insur- 
ance, and  nothing  more.  The  wrongdoers  did  not  pay  a  dime. 

In  Pace  I  recovered  $.17  on  the  dollar  of  losses.  I  was  told  by  the 
accountants  who  administer  the  distributions  in  these  cases  that 
this  was  a  large  settlement.  The  accountants  said  that  in  the  vast 
majority  of  the  cases,  the  shareholders  recover  less  than  $.10  on 
the  dollar  of  their  losses.  In  Tucson  Electric,  I  was  told  bv  the 
shareholders'  attorney  to  expect  to  recover  $.05  on  the  dollar  of 
losses. 

In  Pace,  the  legal  fees  were  over  $3,300,000  in  a  $9,125,000  set- 
tlement. One  lawyers  charged  $450  an  hour.  There  was  over 
$95,000  in  xeroxing.  In  Tucson,  the  court  awarded  $7,500,000  in 
legal  fees  out  of  a  $30,000,000  settlement.  In  Tucson,  there  were 
35  law  firms,  with  177  lawyers  and  77  law  clerks/paralegals  rep- 
resenting the  stockholders.  The  highest  paid  lawyer  charged  $500 
an  hour,  and  14  other  lawyers  charged  between  $400  and  $500  an 
hour. 

Vincent  O'Brien  did  a  study  of  533  securities  class-action  cases 
from  April,  1988  to  March,  1993.  He  found  that  93  percent  of  these 
cases  settle.  Further  he  found  that  the  cash  amount  of  the  settle- 
ment was  6  percent  of  the  investors'  total  trading  losses. 

If  the  purpose  of  the  law  is  to  (1)  punish  the  wrongdoers  and  (2) 
compensate  the  investors  for  their  losses  caused  by  fraud,  then 
these  suits  accomplish  neither  of  these  purposes.  My  experience  is 
that  the  suits  settle  for  insurance  proceeds.  The  insurance  pre- 
miums are  not  paid  by  the  officers  and  directors  who  committed 
the  fraud.  Rather  the  premiums  are  paid  by  the  company  which 
passes  these  costs  along  to  either  its  customers  or  its  shareholders. 
As  to  the  shareholder/victims,  we  recover  virtually  nothing. 

Mr.  Lerach  offered  the  testimony  of  Mr.  Ramser  and  Mr.  and 
Mrs.  Billipp  to  say  that  the  svstem  worked.  Mr.  Ramser  went  to 
trial  and  as  a  result  of  the  trial,  the  investors  got  50  percent  of  their 
market  losses  back.  In  addition  to  that,  the  fraudulent  defendant 
Mr.  Sutliffe  plead  guilty  to  securities  fraud.  For  Mr.  and  Mrs. 
Billipp,  they  got  more  than  60  percent  of  their  market  losses  back, 
and  again  the  defrauding  defendants  were  convicted  of  a  crime.  For 
these  three  people,  the  system  did  work;  but  they  are  the  rare  ex- 
ception, not  the  rule.  If  you  want  more  input,  why  not  ask  the 
thousands  of  people  who  are  the  norm  that  get  6  percent  of  their 
money  back  and  see  if  they  think  the  system  works. 

I  think  it  is  obvious  that  there  is  abuse  in  the  current  system. 

Q.2.  Some  of  the  criticisms  of  the  current  system  may  not  be  mutu- 
ally exclusive.  Indeed,  while  critics  of  the  current  system  argue 
that  steps  should  be  taken  to  curb  litigation,  others  nave  argued 
that  other  steps  should  be  taken  to  facilitate  investor  lawsuits, 
such  as  lengthening  the  statute  of  limitations  for  securities  fraud. 
Are  these  two  criticisms  of  the  current  system  mutually  exclu- 
sive? Or,  should  securities  litigation  reform  and  lengthening  the 
statute  of  limitations  be  considered  together? 

A.2.  The  focus  should  on  curbing  these  empty  settlements.  The 
problem  is  not  should  there  be  more  or  less  litigation  or  lawsuits. 
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The  problem  is  the  shareholders'  claims  are  thrown  out  forever  in 
these  worthless  settlements,  which  give  nothing  to  the  shareholders 
but  make  millions  for  their  attorneys. 

The  solution  is  to  take  away  the  incentive  to  settle  if  the  inves- 
tors recover  virtually  nothing.  My  recommendation  is  to  award  the 
shareholders'  lawyers  the  same  percentage  of  the  settlement  fund 
as  legal  fees  that  the  stockholders  recover  of  their  losses.  If  the 
shareholders  get  back  25  percent  of  their  losses,  then  the  lawyers 

f^et  25  percent  of  the  settlement  as  legal  fees.  If  the  defendant  is 
ooking  at  settling  for  50  percent  of  the  losses,  the  company  will 
probably  consider  going  to  trial.  However,  if  the  shareholders  only 
get  5  percent  of  their  losses  back  in  the  settlement,  then  the  law- 
yers only  get  5  percent  of  the  settlement  fund  as  their  legal  fees. 
At  this  point,  the  shareholders'  attorneys  will  probably  consider 
going  to  trial  since  they  would  be  getting  so  little  in  legal  fees.  I 
think  this  formula  would  produce  more  meritorious  cases  being 
filed  in  the  first  place,  because  now  the  prospect  of  going  to  trial 
and  having  to  prove  fraud  is  a  real  possibility.  As  it  is  now,  the  de- 
fendants agree  to  pay  off  a  suit,  good  or  bad,  for  6  percent  of  the 
potential  liability.  Who  wouldn't? 

I  also  think  that  if  there  is  a  settlement,  the  notice  should  tell 
the  shareholders  what  they  can  expect  to  recover  individually  of 
their  losses.  The  settlement  notices  give  the  lump  sum.  There  is  no 
explanation  of  what  that  means  to  the  individual  losses.  The  only 
thing  that  matters  to  a  shareholders  is  how  much  will  he  be  get- 
ting Dack  of  his  losses,  not  how  much  is  in  the  total  fund.  The  no- 
tice should  also  tell  the  shareholders  of  the  conflict  of  interest  that 
their  attorneys  have  in  recommending  the  settlement,  rather  than 
going  to  trial.  The  notice  should  give  a  greater  breakdown  of  the 
legal  fees,  i.e.  hourly  billing  rate,  etc.  Also  the  attorneys  should  get 
paid  their  fees  the  same  time  their  clients  get  their  distribution.  As 
it  is  now,  the  attorneys  get  paid  shortly  after  the  court  approves 
the  settlement,  while  the  shareholders  oftentimes  have  to  wait 
years  for  the  distribution. 

I  do  not  think  lengthening  the  statute  of  limitations  does  any- 
thing to  protect  the  shareholders  from  these  worthless  settlements. 
You  could  make  the  statute  of  limitations  30  years,  but  if  you  do 
not  do  anything  to  correct  these  abusive  settlements,  the  share- 
holders will  still  get  sold  out  by  their  attorneys  for  $.06  on  the  dol- 
lar of  losses  while  their  lawyers  make  millions.  The  same  holds 
true  for  "fee  shifting"  of  legal  costs,  because  in  a  settlement  both 
sides  can  agree  to  any  arrangement  they  want  as  to  fees.  It  is  the 
settlement  process  that  needs  to  be  fixed— do  away  with  the  incen- 
tive for  the  legal  extortion  which  now  exists. 

As  I  said  in  my  letter  to  Senator  Dodd,  although  Congress  has 
passed  a  law  to  protect  the  shareholders  from  the  fraudulent  acts 
of  officers  and  directors,  what  are  you  doing  to  protect  the  share- 
holders from  the  predatory  practices  of  their  attorneys? 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  BRYAN 
FROM  DR.  VINCENT  E.  O'BRIEN 

Q.l.  You  state  that  you  have  specialized  in  providing  economic  end 
financial  analysis  for  "attorneys  involved  in  complex  litigation."  Do 
you  generally  work  for  defendants  in  securities  fraud  cases?  Please 
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provide  the  Subcommittee  a  breakdown  by  case  of  your  work  for 
plaintiffs  or  defendants. 

A.1.  My  work  for  attorneys  involves  many  areas  of  the  law  and  has 
been  for  both  plaintiffs  and  defendants.  Past  cases  are  listed  in  my 
vita  (attached).  In  the  last  year,  I  have  worked  on  four  plaintiff  and 
five  defendant  matters. 

In  the  securities  fraud  area,  I  have  worked  on  fourteen  cases. 
Four  were  for  plaintiffs  and  ten  were  for  defendants. 

Q.2.  You  state  that  "93  percent  of  the  securities  class  actions  in  my 
sample  were  settled  out  of  court."  How  do  you  identify  cases  dis- 
posed of  by  Federal  Rule  12(b)(6)  and  or  9(b)  motions  at  the  outset? 
How  do  you  identify  cases  disposed  of  by  summary  judgment?  Do 
you,  in  fact,  pick  up  these  cases  at  all  in  your  sample?  If  not,  isn't 
it  more  accurate  to  say  that  your  93  percent  figure  consists  of  cases 
not  dismissed  on  motion  or  disposed  of  by  summary  judgment? 
Doesn't  that  mean  that  the  93  percent  figure  you  use  is  not  93  per- 
cent of  all  cases  files? 

A^.  My  source  of  cases  is  the  Securities  Class  Action  Alert.  It 
reports  new  cases,  updates  existing  cases,  and  provides  settlement 
and  other  disposition  information.  I  also  searched  the  Lexis 
database  for  additional  disposition  data. 

If  there  was  any  settlement  amount  reported,  the  case  was  clas- 
sified as  being  "settled."  Thus,  if  one  defendant  in  a  multi-defend- 
ant case  settled,  the  case  was  classified  as  settled.  If  a  matter  was 
dismissed  against  all  defendants,  then  it  was  classified  as  dis- 
missed. 

Additionally,  I  identified  cases  that  had  been  reported  as  filed 
but  for  whicn  there  was  no  additional  information  on  disposition. 
I  then  searched  the  Lexis  database  for  this  information.  Cases  that 
had  had  the  class  certification  denied,  that  had  been  dismissed 
with  prejudice,  or  that  had  been  disposed  of  by  summary  judgment 
were  classified  as  dismissed. 

As  discussed  in  my  response  to  the  first  set  of  questions  to  the 
Committee,1  I  believe  that  the  533  cases  I  examined  are  represent- 
ative of  all  of  the  cases  filed.  I  further  believe  that  indeed  93  per- 
cent of  securities  class  actions  filed  are  settled  as  defined  above. 

Q.3.  You  state  in  your  testimony  that  the  norm  for  settlement  in 
most  other  civil  cases  is  only  60-70  percent.  Please  provide  the 
Subcommittee  with  the  basis  for  this  statement  and  the  specific 
studies  that  show  this  percentage  of  settlements  in  other  civil 
cases. 

A.3.  As  I  stated  in  my  answers  to  the  first  set  of  questions  from 
the  Committee,  "There  are  at  least  three  such  studies  published  in 
highly  reputable  legal  journals.  They  are: 

Resnik,  Judith,  Tailing  Faith:  Adjudicatory  Procedure  in  De- 
cline,' University  of  Chicago  Law  Review,  Vol.  53,  No.  2,  Spring 
1986,  p.  512. 

Kritzer,  Herbert  M.,  'Adjudication  to  settlement:  shading  in  the 
gray,'  Judicature,  Vol.  70,  No.  3,  October-November  1986,  p.  163. 
iTubek,  David  M.,  et  al.,  The  Cost  of  Ordinary  Litigation,' 
UCLA  Law  Review,  Vol.  31,  No.  1,  October,  1983,  p.  89." 


1  Answer  to  Question  3  of  the  July  7,  1993,  letter  from  Mr.  Riegle  to  Vincent  E.  O'Brien. 
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Q.4.  You  state  that  "fully  40  percent  of  the  settlements  in  your 
sample  were  for  less  than  $2.5  million.  This  is  less  than  the  de- 
fendants' cost  of  taking  one  of  these  cases  to  trial."  What  is  the 
basis  for  this  statement?  Can  you  provide  a  figure  on  the  cost  of 
defense  of  a  case  through  trial? 

A.4.  I  based  this  statement  on  my  fourteen  years  of  experience 
with  complex  litigation,  on  conversations  with  defendants'  counsel, 
and  on  the  data  showing  plaintiffs'  attorneys'  fees  and  expenses 
averaging  $1,348,000  for  settled  cases.  I  also  note  that  most  of 
these  cases  involve  multiple  defendants  with  each  incurring  its  own 
separate  costs  so  that  the  combined  defendants'  costs  would  exceed 
plaintiffs'  costs. 

Q.5.  You  state  that  "another  43  percent  of  the  settlements  were  be- 
tween $2V2  and  $10  million,  and  another  13  percent  were  between 
$10  and  $20  million.  These  are  the  amounts  of  the  typical  insur- 
ance coverage  by  these  firms.  And  in  fact,  settlements  were  often 
done  for  the  insurance  proceeds  alone."  Please  provide  the  Sub- 
committee with  documentation  to  support  these  statements. 

A.5.  I  based  these  statements  on  conversations  with,  and  speeches 
by,  defendants  and  plaintiffs'  counsel,  as  well  as  insurance  cov- 
erage data  collected  by  The  Wyatt  Company  of  Chicago,  Illinois. 
These  data  show  that  Directors  and  Officers  insurance  coverage 
averaged  about  $25  million  from  1989  to  1991  with  a  median  value, 
including  non-profit  corporations,  of  $15  million.  These  studies  are 
proprietary  and  may  be  obtained  from  the  publisher  for  a  fee. 

Q.6.  In  your  testimony  you  also  state  that  "in  civil  cases,  30  to  40 
percent  of  all  actions  are  terminated  without  trial  or  settlement." 
Please  provide  the  Subcommittee  with  documentation  to  support 
the  statement.  Is  there  any  study  that  has  been  done  that  supports 
this  assertion? 

A.6.  These  figures  are  contained  in  the  articles  listed  above  in  re- 
sponse to  Question  3. 

VITA— Vincent  E.  O'Brien 

Position:  President,  The  Marin  Economic  Research  Institute,  Inc. 

Affiliation:  Principal,  Law  &  Economics  Consulting  Group,  Inc. 

Education:  Harvard  Graduate  School  of  Business  Administration, 
Doctor  of  Business  Administration  (1973).  Studies  focused  on  the 
use  of  quantitative  and  qualitative  techniques  in  finance,  business 
forecasting,  strategic  planning  and  industry  analysis.  1970-1973. 
Harvard  Graduate  School  of  Business  Administration.  Master  in 
Business  Administration  (1969).  University  of  Illinois  B.S.  (1967)  in 
Electrical  Engineering  with  High  Honors.  Elected  "Outstanding 
Senior  in  Electrical  Engineering^  in  1967.  Elected  to  Tau  Beta  Pi, 
Phi  Kappa  Phi,  Eta  Kappa  Nu,  Sigma  Tau,  and  James  Scholar 
Honoraries.  1962-1967. 

Professional  Affiliations:  American  Economic  Association,  Na- 
tional Association  of  Business  Economists,  Financial  Management 
Association. 

Professional  and  Business  History:  Putnam,  Hayes  &  Bartlett, 
Inc.,  Managing  Director  1983-1991.  Dickenson,  O'Brien  &  Associ- 


251 

ates,  Inc.,  Director,  1978-1983.  Economic  and  financial  consulting 
as  related  to  corporate  strategy,  industry  regulation,  antitrust  en- 
forcement and  commercial  litigation. 

Cambridge  Research  Institute,  Management  Consultant.  General 
business  consulting,  including  financial  strategy,  industry  analysis, 
corporate  planning  and  litigation  support.  August  1977-June  1978. 
Bethlehem  Steel  Corporation,  Corporate  Economist,  Planning  De- 
partment. Had  responsibility  for  economic  analysis  and  forecasting 
for  the  U.S.  economy  and  the  domestic  steel  industry.  October 
1973-August  1977. 

Management  Consultant.  Provided  analytical  and  computer  model- 
ing skills  to  several  public  and  private  clients.  September  1970-Oc- 
tober  1973. 

Harvard  Business  School,  Research  Associate.  Casewriting  and 
teaching.  September  1970-August  1972. 

McDonnell  Douglas  Astronautics  Company,  Market  Analyst.  Hun- 
tington Beach,  California.  Performed  business  analysis  in  space 
and  civil  systems  markets.  January  1969-July  1970. 

Litigation  Expertise — Securities  Cases 

James  Almeida,  et  al.  v.  Bank  of  the  West,  et  al.:  Before  the  Supe- 
rior Court  of  the  State  of  California,  County  of  Alameda;  on  behalf 
of  defendant,  Michael  G.  Rafton;  re  damages.  Deposed.  Case  favor- 
ably settled. 

Senatorial  testimony:  Before  the  Securities  Subcommittee  of  the 
Senate  Committee  on  Banking,  Housing,  and  Urban  Affairs,  June, 
1993. 

Estate  of  Technical  Equities  v.  Harry  C.  Stearns,  et  al.:  Before  the 
Superior  Court  for  the  State  of  California,  in  and  for  the  County 
of  San  Francisco;  on  behalf  of  plaintiff;  re  stock  manipulation.  De- 
posed. Case  favorably  settled:  Bear,  Stearns  &  Co.  agreed  to  pay 
$7  million  to  Technical  Equities  Corp.,  agreed  to  withdraw  $20  mil- 
lion bankruptcy  claims  against  Technical  Equities,  and  to  give  up 
its  right  to  cash  proceeds  from  the  company's  estate. 

Ramtek  v.  Seidler  Amtec  Securities:  Before  the  U.S.  District 
Court,  Northern  District  of  California,  on  behalf  of  defendant;  re 
damages  in  a  class-action  suit.  Deposed.  Case  favorably  settled. 

Congressional  testimony:  Before  the  Telecommunications  &  Fi- 
nance Subcommittee  of  the  House  Committee  on  Energy  and  Com- 
merce, 1991. 

In  re  Daisy  Systems  Securities  Litigation:  Before  the  U.S.  District 
Court,  Northern  District  of  California,  San  Jose  Division;  re  dam- 
ages. Case  favorable  settled. 

Wells  Submission  to  the  Securities  and  Exchange  Commission:  Re 
insider  trading.  Commission  decided  not  to  pursue  any  action. 

Alice  Heideman  and  William  B.  Weinberger  v.  Xebec  Corp.,  et  al.: 
On  behalf  of  defendant;  re  damages  in  a  class-action  suit.  Case  suc- 
cessfully settled. 

Edgar  Dannenberg,  et  al.  v.  Towle  Manufacturing  Co.:  On  behalf 
of  defendant;  re  damages  in  a  class-action  suit. 

M.  Kornfeld,  et  al.  v.  First  City:  On  behalf  of  defendant;  re  dam- 
ages in  a  class-action  suit. 
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Marc  Goldberg,  et  al.  v.  Americana  Hotels  &  Realty  Corp.,  Ameri- 
cana Hotels:  On  behalf  of  defendant;  re  damages  in  a  class-action 
suit. 

Layman,  et  al.  vs.  Combs:  Before  the  Court  of  the  Northern  Dis- 
trict of  California;  on  behalf  of  plaintiff;  re  fraud  in  connection  with 
the  private  placement  of  securities.  Partially  settled;  partially  tried. 

Richard  Sharp,  et  al.  v.  Tymshare,  Inc.:  On  behalf  of  defendant; 
re  damages  in  a  class-action  suit. 

Arthur  Schwartz,  et  al.  v.  Vector  Graphic,  Inc.:  On  behalf  of  de- 
fendant; re  damages  in  a  class-action  suit. 

Frank  Herzlin,  et  al.  v.  ITEL  Corporation:  On  behalf  of  defend- 
ant; re  damages  in  a  class-action  suit. 

Leonard  K.  Firestone,  et  al.  v.  Ameritrust:  On  behalf  of  plaintiff; 
re  fiduciary  duty  by  trustee,  estimation  of  damages. 

Idanta  Partners  v.  Ratner  Clothes:  On  behalf  of  plaintiff;  re  secu- 
rities fraud,  estimation  of  reasonable  share  price  in  the  manage- 
ment buy-back. 

Litigation  Expertise — Antitrust  Cases 

Western  States  Promotions,  American  Publishers  School  Plan,  et 
al.  vs.  Reader's  Digest,  QSP,  Inc.  et  al.:  Before  Superior  Court  of 
the  State  of  California,  County  of  San  Diego;  re  damages.  Deposed. 
Case  successfully  settled. 

San  Francisco  Independent  v.  San  Francisco  Newspaper  Agency, 
et  al.:  Before  Superior  Court  of  the  State  of  California,  City  and 
County  of  San  Francisco;  on  behalf  of  plaintiff;  re  allocation  of  costs 
and  damages.  Deposed.  Favorably  settled. 

Fiske  v.  Sullivan:  On  behalf  of  defendant,  Diet  Center;  re  market 
definition.  Affidavit  filed  with  successful  summary  judgment  mo- 
tion. 

H&S  Industries,  Inc.  v.  Kaiser  Aluminum  &  Chemical  Corp.,  et 
al.:  On  behalf  of  plaintiff;  re  antitrust  issues  and  damages.  Damage 
study  submitted.  Case  favorably  settled. 

Conrac  Corporation  v.  American  Telephone  and  Telegraph:  On 
behalf  of  plaintiff;  re  monopolization  and  damages.  Preliminary 
damage  study  submitted.  Case  favorably  settled. 

ITC  Eastridge  v.  WaldenBooks,  Inc.:  On  behalf  of  plaintiff;  re 
market  definition.  Case  favorably  settled. 

National  Railway  Utilization  Corporation  v.  American  Associa- 
tion of  Railroads,  et  al.:  On  behalf  of  defendant;  re  damages. 

Southern  Pacific  Communications  Corporation  v.  American  Tele- 
phone and  Telegraph,  et  al.:  On  behalf  of  plaintiff;  re  damages. 

Fairchild  Semiconductor  Corporation,  et  al.  v.  Data  General  Cor- 
poration: On  behalf  of  plaintiff;  re  damages. 

Docufde,  Inc.  v.  Lockheed  Electronics  Corporation:  On  behalf  of 
defendant;  re  damages. 

ILC  Peripherals  Leasing  Corporation  v.  International  Business 
Machines  Corporation:  On  behalf  of  defendant;  re  damages. 

Memorex  v.  International  Business  Machines  Corporation:  On  be- 
half of  defendant;  re  damages. 
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Litigation  Expertise — Intellectual  Property  Cases 

Aiasi  v.  Seagate:  (Patent  Infringement)  Before  the  U.S.  District 
Court,  Northern  District  of  California;  on  behalf  of  plaintiff.  De- 
posed. Case  successfully  settled. 

Lewis  Galoob  Toys,  Inc.  v.  Nintendo  of  America,  Inc.:  (Copyright 
Infringement)  Before  the  U.S.  District  Court  for  the  Northern  Dis- 
trict of  California,  on  behalf  of  plaintiff;  re  damages.  Testified. 
Judge  found  fact  and  amount  of  damages  sufficient  to  release  $15 
million  bond. 

Polaroid  Corp.  v.  Kodak:  (Patent  Infringement)  On  behalf  of  de- 
fendant; re  damages. 

Tencor  Instruments  v.  Eastman  Technology,  Inc.:  (Patent  In- 
fringement) Before  the  U.S.  District  Court,  Northern  District  of 
California;  on  behalf  of  defendant;  re  damages.  Case  favorably  set- 
tled. 

Weldotron  Corp.  v.  Hobart  Corp.,  and  Waldyssa,  S.A.:  (Patent  In- 
fringement) Before  the  U.S.  District  Court  for  the  District  of  New 
Jersey,  on  behalf  of  defendant;  re  damages.  Deposed.  Case  success- 
fully settled. 

Litigation  Expertise — General  Cases 

Benziger  Family  Ranch  Associates,  dba  Glen  Ellen  Winery  vs. 
Bronco  Wine  Company,  dba  Classic  Wines  of  California:  Before  the 
Superior  Court  for  the  State  of  California,  in  and  for  the  County 
of  Sonoma;  on  behalf  of  plaintiff;  re  damages  analysis  involving  a 
terminated  distributorship.  Testified.  Bronco  Wine  Company 
awarded  $2.5  million  for  financial  damages. 

Broadbase  vs.  Jiffy  Lube:  On  behalf  of  defendant;  re  damages  re- 
sulting from  loss  of  area  development  agreement.  Case  favorably 
settled. 

Mark  Berry,  et  al.  vs.  Dynasty  Solar,  et  al:  Before  the  Superior 
Court  of  California,  County  of  Alameda;  on  behalf  of  defendants;  re 
damages.  Case  settled. 

Arch  Medical  Associates,  Inc.  v.  Nutrif  System:  Before  Norfolk 
Superior  Court,  Commonwealth  of  Massachusetts;  on  behalf  of  de- 
fendant; re  damages  arising  out  of  a  franchise  agreement  in  the 
weight  loss  industry.  Testified.  Jury  reduced  plaintiffs  damages  by 
three-fourths. 

Hahn-Lee  v.  Digital  Equipment  Corp.:  Before  the  Superior  Court 
of  the  State  of  California,  County  of  Santa  Clara;  on  behalf  of  de- 
fendant; re  damages  involving  the  sale  of  a  computer  in  the  motor- 
cycle parts  business.  Testified.  Judge  reduced  plaintiffs  damages 
by  one-half. 

DeRosa  v.  Digital  Equipment  Corp.:  Before  the  U.S.  District 
Court,  Northern  District  of  California;  on  behalf  of  defendant;  re 
damages  involving  the  sale  of  a  computer  in  the  rack-jobbing  indus- 
try. Testified.  Jury  found  for  our  client. 

Hurlbut,  Inc.,  v.  Acurex  Corp.:  Before  the  U.S.  District  Court, 
Northern  District  of  California;  on  behalf  of  plaintiff;  re  damages 
related  to  environmental  contamination.  Deposed.  Case  favorably 
settled. 

Unistrut  v.  GTE  Sylvania:  Before  the  American  Arbitration  Asso- 
ciation; on  behalf  of  defendant;  re  damages  involving  the  sale  of  a 
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company  in  the  space-frame  industry.  Testified.  Arbitrator  adopted 
our  position  of  no  damages. 

Empire  Tractor  v.  E.R.  Bacon  &  Co.:  Before  the  Superior  Court 
of  the  State  of  California,  County  of  Santa  Clara;  on  behalf  of 
plaintiff;  re  damages  involving  the  sale  of  an  equipment  dealership. 
Testified.  Jury  awarded  $400,000  in  damages  for  our  client. 

Mission  National  Insurance  Company  v.  GTE  Sprint  Commu- 
nications Corp.:  Before  the  U.S.  District  Court  of  Douglas  County, 
Nebraska;  on  behalf  of  defendant;  re  damages  involving  provision 
of  telecommunications  services.  Deposed.  Case  favorably  settled. 

MKA  v.  U.S.  Fidelity  and  Guarantee:  Before  the  Superior  Court 
of  California,  County  of  Fresno;  on  behalf  of  defendant;  re  damages 
involving  insurance  coverage  in  the  fig  processing  business.  De- 
posed. Case  favorably  settled. 

Above  the  Belt  v.  Wells  Fargo  Bank  and  The  Taubman  Co.,  Inc.: 
On  behalf  of  defendant;  re  damages  involving  a  lease  in  the  retail 
industry.  Deposed.  Case  favorably  settled. 

Rehabilitation  Technologies,  Inc.,  RTI  Middle,  Inc.  v.  Smith  Lab- 
oratories, Inc.,  Sutter  Corporation:  On  behalf  of  defendant;  re  valu- 
ation of  a  company  in  the  medical  products  industry. 

Eureka  Federal  Savings  and  Loan  v.  Ken  Kidwell,  et  al.:  On  be- 
half of  plaintiff;  re  breach  of  fiduciary  duty  and  negligence,  dam- 
ages. Case  favorably  settled. 

Dial-Net  v.  U.S.  Telephone,  Inc.:  On  behalf  of  defendant;  re  dam- 
ages for  long-distance  service  reseller. 

Areata  Corp.  v.  U.S.:  (Condemnation  Dispute)  On  behalf  of  plain- 
tiff; re  damages. 

AT&T  v.  U.S.  West:  On  behalf  of  defendant;  re  financial  struc- 
ture of  BOCs  at  divestiture. 

Tillie  Lewis  Estate:  (Estate  Settlement)  On  behalf  of  defendant; 
re  business  valuation. 

Litigation  Expertise — Product  Liability  Cases 

Complex  DES  Litigation:  Superior  Court  of  the  State  of  Califor- 
nia, County  of  San  Francisco;  on  behalf  of  defendant;  Emons  Indus- 
tries; re  snared  product  liability  damages  in  the  pharmaceutical  in- 
dustry. Testified.  Court  adopted  our  methodology  with  modification. 

TRW  v.  GTE  Sylvania:  On  behalf  of  defendant;  re  damages  in- 
volving high  technology  light  bulbs  and  space  satellites. 

Wrongful  Termination  Cases 

Kohn  vs.  GTE  Governmental  Systems  Corporation,  et  al.:  On  be- 
half of  defendant;  re  review  of  damages  in  wrongful  termination. 
Deposed.  Case  favorably  settled. 

Gilbert  R.  Ashford  v.  The  Dexter  Corporation,  Dexter  Specialty 
Plastics  &  Composites  Group,  Jim  Hensel,  Does  1  through  50,  In- 
clusive: Before  the  Superior  Court  of  California,  County  of  Contra 
Costa;  on  behalf  of  defendant;  re  prudent  management.  Deposed. 
Case  favorably  settled. 

Corcoran  v.  GTE  Sprint  Communications  Corp.:  Before  the  Supe- 
rior Court  of  California  in  and  for  the  County  of  San  Mateo;  on  be- 
half of  defendant.  Case  favorably  settled. 
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Lender  Liability  Cases 

California  Micro  Devices,  Inc.  v.  Xerox  Financial  Services  Cor- 
poration: On  behalf  of  defendant;  re  damages  in  the  micro  proc- 
essor industry. 

AAI  v.  GECC:  On  behalf  of  defendant;  re  damages  arising  from 
a  joint  venture  in  the  private  jet  industry. 

Victor  Kacalek,  Jr.  etc.  v.  American  Savings  &  Loan  Association, 
Mason-McDuffie  Investment  Co.  etc.:  (Lender  Liability)  Before  the 
Superior  Court  of  the  State  of  California,  County  of  San  Joaquin; 
on  behalf  of  cross-defendant;  re  fraud,  breach  of  fiduciary  duty. 
Case  favorably  settled. 

Regulatory  Testimony 

Application  Nos.  85-01-034,  1.85-03-078:  Before  the  Public  Utili- 
ties Commission  of  the  State  of  California  on  behalf  of  US  SPRINT 
Communications  Company;  re  Pacific  Bell  IntraLATA  MTS  rates. 

Application  Nos.  83-06-65,  Oil  83-04-02:  Before  the  Public  Utili- 
ties Commission  of  the  State  of  California  on  behalf  of  GTE 
SPRINT  Communications  Corporation;  re  access  charges;  local 
transport  and  intercept  rate  structures. 

Application  Nos.  83-01-22,  82-11-07,  83-06-65,  Oil  83-11-07: 
Before  the  Public  Utilities  Commission  of  the  State  of  California  on 
behalf  of  intervenor,  GTE  SPRINT  Communications  Corporation; 
re  access  charges. 

Administrative  Case  No.  273:  Before  the  Public  Service  Commis- 
sion of  the  Commonwealth  of  Kentucky  on  behalf  of  applicant,  GTE 
SPRINT  Communications  Corporation;  re  jurisdictional  reporting  of 
telephone  traffic. 

Docket  No.  2415-NC-l:  Before  the  Public  Service  Commission  of 
Wisconsin  on  behalf  of  applicant  GTE  SPRINT  Communications 
Corporation;  re  jurisdictional  reporting  of  telephone  traffic. 

Docket  No.  83-0142:  Before  the  Illinois  Commerce  Commission 
on  behalf  of  applicant,  GTE  SPRINT  Communications  Corporation, 
re  jurisdictional  reporting  of  telephone  traffic. 

Cause  No.  29688:  Before  the  Corporation  Commission  of  the 
State  of  Oklahoma  on  behalf  of  GTE  SPRINT  Communications  Cor- 
poration; re  blocking  of  or  compensation  for  unauthorized 
IntraLATA  traffic. 

Cause  No.  28309:  Before  the  Corporation  Commission  of  the 
State  of  Oklahoma  on  behalf  of  GTE  SPRINT  Communication  Cor- 
poration; re  lump-sum  NTS  cost  recovery  plans. 

Cause  No.  U-^5-23,  et  al.:  Before  the  Washington  Utilities  and 
Transportation  Commission  on  behalf  of  GTE  SPRINT  Communica- 
tions Corporation;  re  lump-sum  NTS  cost  recovery  plans. 

Cause  No.  U-85-26:  Before  the  Washington  Utilities  and  Trans- 
portation Commission  on  behalf  of  GTE  SPRINT  Communications 
Corporation;  re  AT&T  WATS  rates. 

Publications,  Speeches  &  Seminars — Articles 

"The  Class-Action  Shakedown  Racket,"  THE  WALL  STREET 
JOURNAL,  September  10,  1991;  with  Richard  W.  Hodges. 

"Economic  Damages  Under  California's  Right  of  Publicity  Law," 
with  Lynne  Klein;  unpublished  draft,  1991. 
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"The  Elements  of  a  Lost  Profits  Damage   Claim,"  THE  NA- 
TIONAL LAW  JOURNAL,  January  29,  1990;  with  Joan  Meyers. 
"Some  Suggestions  on  the  Effective  Use  of  Experts,"  1988. 

Cases 

Donna  Taylor  v.  Shape-Up  Stores  with  Betsy  Lear  and  Henry 
Hecht,  1989. 

A  Note  on  Input-Output  Analysis,  Harvard  Graduate  School  of 
Business,  1972. 

Various  business  cases  for  Harvard  Graduate  School  of  Business, 
1970-1973. 

Speeches  &  Seminars 

Panel  member,  Expenses  in  International  Patent  Litigation,  Stan- 
ford Law  School,  Law  &  Technology  Conference,  May  1  and  2, 
1992. 

Panel  member,  The  Bottom  Line  on  Damages:  Soft  Proof  and 
Hard  Problems,  before  the  American  Bar  Association  Section  of 
Litigation,  Chicago,  October  24-26,  1991. 

Economic  Damages  Under  California's  Right  of  Publicity  Law  be- 
fore the  California  Judges  Association  and  the  Intellectual  Property 
Section  of  the  California  Bar  Association,  Los  Angeles,  1991. 

The  Efficient  Market  Model:  Basic  v.  Levin  son  at  the  Putnam, 
Hayes  &  Bartlett,  Inc.  annual  law  and  economics  seminar,  Phoenix, 
1988. 

Seminars  Organized 

The  Efficient  Market  Model:  Where  is  it  Taking  Us,  1990. 
Polaroid  v.  Kodak:  A  New  Damages  Approach,  1990. 
California  Insurance  Reform  and  a  Reasonable  Rate  of  Return, 
1990. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  DOMENICI 

FROM  DR.  VINCENT  O'BRIEN 

Q.l.  Please  comment  on  the  study  of  class-action  settlements  sub- 
mitted by  Mr.  Radetich. 

Q.2.  Please  comment  on  the  studies  of  class-action  settlements  sub- 
mitted by  Mr.  Lerach. 

A.1.  &  AJ2.  The  studies  submitted  by  Mr.  Radetich  and  Mr.  Lerach 
are  closely  intertwined.  They  both  appear  to  differ  from  mine  in 
two  areas:  (1)  data  on  attorneys'  fees,  and  (2)  data  on  class  recover- 
ies. These  are  discussed  below. 

Data  On  Attorneys'  Fees 

In  my  study,  I  indicated  that  attorneys'  fees  ".  .  .  can  be  as  high 
as  a  third  of  the  recovery.  .  .  ."  Mr.  Lerach  presented  data  from 
Class  Action  Reports  snowing  ".  .  .  that  attorneys'  fees — and 
costs — have  averaged  only  15.2  percent  of  all  recoveries."  Finally, 
Mr.  Radetich  presented  data  that  implied  that  attorneys'  fees, 
costs,  and  the  costs  of  distributing  the  funds  were  20  percent  of  re- 
coveries. 

While  these  statements  may  appear  to  be  contradictory,  they  are 
not.  Each  could  be  true  without  necessarily  contradicting  the  other. 
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Indeed,  the  following  analysis  of  the  underlying  data  demonstrates 
how  the  various  interests  can  be  reconciled. 

My  study  collected  attorney  fee  data  from  individual  case  reports 
in  two  ways.  For  238  cases,  attorney  fee  data  were  expressed  as  an 
amount  "not  to  exceed"  a  certain  percentage  of  the  recovery.  The 
most  common  percentage  was  33  percent  and  this  was  the  basis  for 
my  statement.  However,  for  fifty-nine  cases,  the  actual  amount  of 
attorney  fees  awarded  by  the  court  was  reported.  These  were  $62.9 
million  on  $276.8  million  in  settlements  or  22.7  percent  of  settle- 
ments. Cost  awards  were  available  for  eighty-one  cases.  These  were 
$18.0  million  on  $508.4  in  settlements  or  3.5  percent  of  settle- 
ments. Thus,  my  study  indicates  an  average  award  of  fees  and 
costs  of  26.2  percent. 

The  study  done  by  Class  Action  Reports,  upon  which  Mr.  Lerach 
relies,  covers  334  securities  cases  of  all  types  from  1973  to  1990. 
The  summary  data  presented  with  Mr.  Lerach's  testimony  (Exhibit 
3  in  his  testimony,  attached  here  as  Exhibit  1)  do  not  allow  for  an 
in-depth  comparison,  but  one  thing  is  clearly  shown:  large  cases 
have  much  smaller  fee  awards  than  smaller  ones.  Fee  awards 
range  from  25.2  to  28.6  percent  in  the  six  categories  of  cases  with 
aggregate  class  recovery  under  $20  million.  It  is  only  for  the  32 
cases  (10  percent  of  the  total)  with  aggregate  class  recovery  above 
$20  million  that  lower  awards  were  found.  This  suggests  the  possi- 
bility that  a  few  unusual  cases  distorted  the  results.  The  author  of 
the  study  acknowledges  that  "...  a  relatively  few  *big  cases'  domi- 
nate the  entire  sample." x  For  the  90  percent  of  the  cases  with  re- 
coveries under  $20  million,  the  average  fee  award  was  27.0  percent. 
This  is  substantially  in  agreement  with  my  finding  of  26.2  percent. 

The  study  done  by  Mr.  Radetich  examines  69  securities  class  ac- 
tions in  which  his  firm  had  been  hired  as  the  class  administrator. 
It  indicates  that  ".  .  .  79.5  percent  of  the  gross  settlement  funds, 
for  these  matters,  have  been  distributed  to  class  members."  By  sub- 
traction, this  implies  that  20.15  percent  of  the  funds  go  for  attor- 
neys' fees,  costs,  and  the  costs  of  administering  the  payout. 

To  my  knowledge,  the  data  presented  by  Mr.  Radetich  have 
never  before  been  made  public.  While  they  are  an  important  addi- 
tion now,  Mr.  Radetich's  analysis  suffers  from  two  errors.  When 
these  are  corrected,  his  data  also  show  fees  and  costs  in  the  30  per- 
cent range. 

The  first  of  these  errors  is  that  the  data  include  a  very  large  re- 
covery, the  Boesky  disgorgement,  that  was  obtained  by  the  SEC. 
None  of  the  settlement  funds  went  to  attorneys.  Including  this  case 
in  the  database  is  not  correct  and  it  distorts  the  results.  Eliminat- 
ing this  one  case  yields  a  fees  and  costs  percentage  of  22.4  per- 
cent.2 

The  second  error  is  that  Mr.  Radetich  includes  the  interest 
earned  on  the  settlement  fund  when  performing  his  calculations. 
As  it  often  takes  years  for  the  final  payout  to  occur,  this  interest 
can  be  a  significant  amount.  For  example,  a  $100  settlement  in 
which  the  attorneys  were  paid  a  26  percent  fee  would  yield  a  fund 
of  $74.  If  this  were  invested  at  10  percent  for  two  years,  it  would 


1  Class  Action  Reports,  "Attorney  Fee  Awards  in  Common  Fund  Securities  &  Antitrust  Class 
Actions,"  July-August,  1990. 

3Mr.  Hefner's  data  and  these  calculations  are  shown  in  Exhibit  2. 
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grow  to  $89.54.  Mr.  Radetich  would  report  that  as  an  89.54  percent 
payout  implying  that  attorneys'  fees  and  expenses  amounted  to 
only  10.46  percent. 

Clearly,  this  approach  distorts  the  picture.  By  eliminating  this 
interest,  values  directly  comparable  to  those  in  my  study  can  be 
achieved.3  Using  Mr.  Radetich's  data  with  estimated  interest  elimi- 
nated, indicates  that  attorneys'  fees  and  costs  averaged  30  percent 
for  the  68  cases  examined.4  Thus,  Mr.  Radetich's  data  do  not  con- 
flict with  my  study.  Instead,  they  support  the  same  conclusion  that 
attorneys'  fees  and  costs,  on  average,  reduce  the  class  settlement 
fund  by  upwards  of  26  percent. 

Data  on  Class  Recoveries 

In  my  study,  I  randomly  selected  twenty  cases  and  found  that 
"On  average,  the  cash  amount  of  the  settlement  was  six  percent  of 
the  total  trading  losses.  ..."  I  also  cited  another  study5  of  49 
cases  in  which  settlements  ".  .  .  amounted  to  approximately  three 
percent  of  shareholder  losses."  In  contrast,  Mr.  Lerach  calculated 
that  u.  .  .  claimants  receive  about  60  percent  of  their  recoverable 
damages  after  attorneys'  fees."6 

Mr.  Lerach  arrives  at  a  higher  recovery  for  three  reasons.  First, 
he  makes  a  very  large  adjustment  for  the  difference  between  mar- 
ket losses  and  provable  damages.  Second,  he  relies  on  data  that 
contain  an  error  in  addition.  Third,  he  uses  the  wrong  data.  These 
are  discussed  in  order  below. 

First,  Mr.  Lerach  takes  Mr.  Radetich's  data  on  market  losses  and 
reduces  it  to  27.7  percent  of  its  original  amount  to  arrive  at  prov- 
able damages.  He  bases  this  adjustment  on  a  analysis  of  20  cases 
by  the  leading  plaintiffs'  expert,  John  Torkelsen.7  Mr.  Lerach  then 
divides  Mr.  Radetich's  data  on  distributions  to  claimants  by  this 
amount  to  calculate  a  high  payout  to  claimants.8 

In  other  words,  Mr.  Lerach  is  contending  that  there  is  a  big  dif- 
ference between  investors'  market  losses  and  the  provable  damages 
and  that  I  haven't  taken  this  into  account.  That  simply  is  not  the 
case  as  I  have  taken  this  into  account.  Both  my  analysis  and  the 
one  I  cite  utilize  the  standard  damages  model  developed  by  Mr. 
Torkelsen.  This  model  was  run  using  the  standard  adjustments  for 
market  effects  used  by  plaintiffs  in  most  securities  cases.  Thus,  my 
analysis  (and  the  one  I  cite)  take  into  account  any  differences  be- 
tween investors'  market  losses  and  the  damages  plaintiffs  were 
likely  to  assert  at  trial. 

I  cannot  say  why  these  calculations  yielded  results  different  from 
those  in  Mr.  Torkelsen's  statement.  I  can  only  repeat  that  I  have 
replicated  Mr.  Torkelsen's  damages  model  and  methods  and  this 


3  The  interest  should  be  excluded  because  it  does  not  represent  compensation  for  the  fraud. 
Instead,  it  is  payment  to  the  class  waiting  for  the  distribution.  The  class  receives  no  more  by 
waiting  for  the  distribution  after  interest  has  accrued  than  it  would  if  payment  had  occurred 
immediately  and  the  class  members  had  invested  the  funds  themselves.  Also,  it  does  not  rep- 
resent any  contribution  by  the  attorneys. 

4 These  calculations  are  explained  in  Exhibit  3  and  shown  in  Exhibit  2. 

"Frederick  C.  Dunbar,  Senior  Vice  President,  National  Economics  Research  Associates,  Inc., 
Recent  Trends  In  Securities  Class  Action  Suits,  August,  1992. 

8  While  Mr.  Lerach  relied  upon  Mr.  Radetich's  data,  Mr.  Radetich  stated  that  he  was  unable 
to  ".  .  .  tell  the  Committee  what  percentage  of  a  class  member's  damages  are  on  average  recov- 
ered in  these  cases." 

7  Exhibit  1  of  Mr.  Lerach's  prepared  testimony. 

•Mr.  Lerach's  calculations  are  given  in  Exhibit  2  of  his  testimony. 
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yields  payouts  of  less  than  6  percent.  There  are  several  possible  ex- 
planations for  the  differences.  First,  the  data  on  distributions  to 
claimants  is  overstated  by  the  inclusion  of  the  Boesky 
disgorgement  and  the  interest  earned  by  investing  the  settlement 
fund  pending  distribution,  as  discussed  above.  Second,  Mr. 
Torkelsen  states  that  his  damages  numbers  were  prepared  "...  to 
be  used  in  testimony."  This  is  usually  late  in  the  litigation  process 
and  may  be  after  several  revisions.  My  estimates  are  based  on  the 
type  of  study  that  plaintiffs  provide  early  in  the  litigation  process.9 
Finally,  I  note  that  Mr.  Torkelsen's  results  are  heavily  influenced 
by  a  few  very  large  cases.  As  shown  in  Exhibit  4,  three  cases  with 
the  lowest  percentage  of  damages  to  market  losses  account  for  62 
percent  of  the  total  losses. 

The  second  reason  for  Mr.  Lerach's  high  payout  ratio  is  his  reli- 
ance on  Mr.  Radetich's  inflated  data  on  distributions  to  claimants. 
I  have  already  discussed  how  the  inclusion  of  the  Boesky 
disgorgement  and  the  inclusion  of  interest  earned  on  the  fund 
while  awaiting  distribution  overstate  these  numbers.  In  addition, 
Mr.  Radetich  makes  an  addition  error  that  overstates  distributions 
by  $320,000  which  Mr.  Lerach  incorporates  in  his  analysis. 

The  tnird  reason  for  Mr.  Lerach  s  high  payout  ratio  is  that  he 
uses  a  second  study  by  another  settlements  firm,  Gilardi  &  Co.  The 
only  reference  to  this  study  is  in  his  Exhibit  2.  None  of  the  under- 
lying data  have  been  provided  as  were  the  Heffler  &  Co.  data  and 
no  one  from  Gilardi  &  Co.  has  appeared  before  the  committee. 
Thus,  I  can  not  comment  on  the  validity  of  that  study. 

I  can  state,  however,  that  it  has  a  major  impact  on  the  results. 
If  Mr.  Lerach's  methodology  is  applied  to  just  the  Heffler  &  Co. 
data,  as  I  have  done  in  Exhibit  5,  the  payout  ratio  falls  from  60 
percent  to  39  percent!  If  the  Heffler  &  Co.  data  are  adjusted  for  the 
problems  discussed  above,  the  payout  ratio  declines  to  17.4  per- 
cent.10 

Thus,  while  there  appears  to  be  some  room  for  disagreement  on 
the  exact  percent  of  damages  that  plaintiffs  recover,  there  does 
seem  to  be  a  consensus  that  it  is  a  small  fraction  of  their  damages, 
however  calculated,  and  an  even  smaller  percentage  of  their  mar- 
ket losses. 

Q.3.  During  his  testimony,  Mr.  Lerach  stated  that  your  study  was 
skewed  because  it  relied  on  a  database  that  reports  only  settlement 
of  class  actions.  He  also  stated  that  there  is  no  support  for  the  as- 
sertion that  the  settlement  rate  for  civil  litigation  generally  is  ap- 
proximately 60  to  70  percent.  Please  respond  to  these  statements. 
A.3.  There  are  two  parts  to  this  question:  (a)  bias  in  the  source 
data,  and  (b)  disposition  of  other  cases.  The  answers  follow. 

Bias  in  the  Source  Data 

In  his  oral  testimony,  Mr.  Lerach  suggested  that  my  primary 
data  source,  Securities  Class  Action  Alert,  was  biased  toward 
cases  that  were  settled.  Thus,  my  conclusion  that  93  percent  of  the 
cases  settled  was  misleading.  Tnis  criticism  of  the  database  was 


eSince  virtually  all  of  these  cases  settle,  I  felt  that  this  number  best  represented  the  plaintiffs' 
position. 

10  The  effect  of  each  of  these  individually  is  shown  in  Exhibit  6. 
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specifically  denied  by  the  editor  of  Securities  Class  Action 
Alert  in  the  July  1993  issue  when  he  wrote, 

"There  has  been  criticism  of  the  information  in  Securities 
Class  Action  Alert  as  being  a  collection  of  settled  cases,  this 
is  simply  ludicrous.  The  current  issue,  July  1993,  contains  infor- 
mation on  34  cases  that  were  settled  or  dismissed.  In  addition, 
17  new  cases  are  covered,  including  a  suit  filed  against  U.S. 
HomeCare  Corp.  that  was  filed  just  two  weeks  ago  and  has  not 
been  reported  anywhere  else!" 1X 

I  have  also  checked  this  data  source  in  several  different  ways 
and  have  not  found  any  biases.  First,  I  contacted  the  editor  and 
discussed  the  methods  by  which  the  cases  were  identified  and  re- 
ported. I  did  this  on  more  than  one  occasion  and  found  the  methods 
to  be  reliable  and  unbiased.  Second,  I  circulated  a  copy  of  my  origi- 
nal study  to  over  100  attorneys  involved  in  securities  class  actions, 
including  the  leading  plaintiffs'  attorneys,  and  asked  them  to  notify 
me  of  any  omissions.  Finally,  I  checked  my  list  of  cases  with  other 
sources,  including  Class  Action  Reports  and  published  court  or- 
ders. From  this,  I  believe  that  the  533  cases  I  examined  are  rep- 
resentative of  all  of  the  cases  filed  and  are  not  biased  toward  set- 
tlements. 

I  would  also  like  to  point  out  that  the  results  of  my  study  have 
been  shown  to  be  stable  over  time.  The  first  study  was  completed 
in  1991  using  332  cases.  At  that  time,  disposition  data  had  been 
reported  on  191  of  them.  After  the  initial  study  was  released,  dis- 
position data  on  approximately  84  of  the  remaining  141  cases  were 
reported.  These  new  data  also  showed  a  high  settlement  rate. 

The  study  was  then  updated  to  the  present  by  adding  201  new 
cases,  of  which  82  had  disposition  information.  Again,  the  study 
showed  a  high  settlement  rate  among  the  new  cases  with  disposi- 
tion information.  With  disposition  data  on  353  cases  over  a  five 
year  period,  I  am  quite  confident  that  the  93  percent  settlement 
rate  reported  in  my  study  is  accurate. 

Sources  of  Disposition  Data  on  Other  Litigation 

In  my  testimony  I  compared  the  93  percent  settlement  rate  to  a 
norm  of  60  percent  to  70  percent  in  other  civil  cases.  Also,  I  indi- 
cated that  typically  over  30  percent  of  cases  are  dismissed  or 
dropped.  In  his  oral  testimony,  Mr.  Lerach  indicated  that  he  knew 
of  no  study  of  case  disposition  indicating  a  60  percent  to  70  percent 
settlement  rate. 

There  are  at  least  three  such  studies  published  in  highly  reputa- 
ble legal  journals.  They  are: 

Resnik,  Judith,  "Failing  Faith:  Adjudicatory  Procedure  in  De- 
cline," University  of  Chicago  Law  Review,  Vol.  53,  No.  2,  Spring 

1986,  p.  512. 
Kritzer,  Herbert  M.,  "Adjudication  to  settlement:  shading  in 

the  gray,"  Judicature,  Vol.  70,  No.  3,  October-November  1986,  p. 

163. 
Trubek,  David  M.,  et  al,  "The  Cost  of  Ordinary  Litigation," 

UCLA  Law  Review,  Vol.  31,  No.  1,  October,  1983,  p.  89. 


11  James  M.  Newman,  Securities  Class  Action  Alert,  July,  1993,  p.  38. 
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Q.4.  Some  witnesses  testified  that  the  decline  in  the  number  of 
class-action  suits  reported  by  the  Administrative  Office  of  the  U.S. 
Courts,  and  the  asserted  lack  of  any  increase  in  such  suits  over  the 
last  twenty  years,  indicates  that  there  is  no  need  for  action  by  the 
Congress.  Do  you  agree? 

A.4.  Absolutely  not.  As  I  pointed  out  in  my  testimony,  these  cases 
are  quite  common  and  costly.  Yet,  they  return  very  little  to  the  in- 
vestors and,  in  at  least  90  percent  of  the  cases,  provide  virtually 
no  deterrence.  Even  if  the  number  of  these  cases  filed  has  leveled 
off,  there  is  a  serious  problem  of  economic  waste  and  inefficiency. 
My  consulting  practice  involves  almost  every  type  of  corporate 
litigation.  In  my  opinion,  the  one  area  most  in  need  of  reform  is 
securities  class-action  litigation. 
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RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  SASSER 
FROM  WILLIAM  S.  LERACH 

Q.l.  Critics  charge  that  too  many  cases  are  pursued  with  a  view 
toward  extracting  settlements  from  corporations  and  other  parties, 
without  regard  to  the  merits  of  a  case,  and  that  the  settlements 
yield  large  fees  for  plaintiffs  lawyers  but  compensate  investors  for 
only  a  fraction  of  their  losses.  What  do  you  think  of  these  charges? 
Are  there  abuses  in  the  current  system? 

Introduction 

A.1.  As  I  testified,  any  abuses  in  the  current  system  can  be  ade- 
quately addressed  by,  the  courts.  There  are  strong  arguments  for 
strengthening  the  system  of  private  remedies.  The  charges  that  the 
critics  make  are  false.  They  are  offered  by  a  coalition  of  large  ac- 
counting and  law  firms  and  public  companies  many  of  which  have 
been  implicated  in  major  securities  frauds  in  recent  years  and  want 
to  see  the  system  of  private  enforcement  which  underlies  the  secu- 
rities laws  weakened.  When  meritless  or  frivolous  cases  are  filed 
the  courts  have  adequate  tools — early  dismissal,  prompt  summary 
judgment  and  sanctions — to  protect  the  defendants  and  punish  the 
plaintiffs'  counsel. 

The  Merits  Do  Matter 

A  few  critics  have  claimed  that  the  merits  of  securities  class  ac- 
tions do  not  matter — they  are  always  settled  for  a  small  fraction  of 
the  damages  thus  permitting  the  lawyers  to  get  paid  well  while 
class  members  get  little.  This  is  not  true. 

Increased  Dismissals  And  Summary  Judgments  Indicate  Meritless 
Cases  Are  Identified  And  Disposed  Of 

Defendants  faced  with  a  securities  class-action  suit  are  not  help- 
less. Nor  are  the  courts  powerless  to  deter  frivolous  filings.  In  fact, 
securities  lawsuits  which  lack  merit  are  promptly  dismissed  for 
failing  to  plead  a  case  (Rule  12(b)(6)),  for  failing  to  plead  fraud  with 
particularity  (Rule  9(b))  or  disposed  of  by  summary  judgment  (Rule 
56)  and  Federal  courts  increasingly  impose  sanctions  (Rule  11)  on 
attorneys  who  file  frivolous  suits. 

Access  to  justice  for  those  victimized  by  fraud  is  a  cornerstone  of 
our  judicial  system  and  a  right  provided  by  the  anti-fraud  provi- 
sions of  the  securities  laws.  The  real  issue  is  how  to  deal  with 
meritless  or  frivolous  lawsuits.  Can  meritless  suits  be  promptly  dis- 
missed? Are  those  who  file  frivolous  lawsuits  punished?  If  the  an- 
swer to  these  questions  is  yes,  it  would  appear  that  the  current 
system  is,  in  fact,  separating  wheat  from  chaff,  thus  permitting  in- 
vestors victimized  by  fraud  who  file  well-pleaded  claims  from  going 
ahead  on  the  merits  while  at  the  same  time,  protecting  defendants 
from  having  to  defend  meritless  claims  and  inflicting  appropriate 
punishments  on  those  who  abuse  the  litigation  process  by  filing 
frivolous  claims. 

There  is  widespread  agreement  that  in  recent  years  courts  have 
been  more  willing  to  dismiss  securities  fraud  lawsuits  on  the  plead- 
ings: 
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"In  recent  months  a  number  of  other  companies  from  high-tech 
to  banking  have  had  unusual  success  in  defending  charges  they 
defrauded  investors.  ...  A  growing  number  of  private  cases 
seem  to  be  dying  early  deaths.  I  think  it  is  a  discernible  trend," 
says  Janet  Cooper  Alexander,  a  Stanford  Law  Professor. 

•  *  * 

Lately,  some  judges  have  been  invoking  a  procedural  rule  that 
requires  shareholders'  attorneys  to  allege  specific  acts  of  fraud, 
beyond  insider  trading  or  evidence  of  a  stock  plummeting  in 
value  as  part  of  their  initial  court  filings.  Judges  are  also  re- 
sponding to  a  1986  U.S.  Supreme  Court  directive  to  grant  sum- 
mary judgment  before  trial  more  often  in  cases  where  the  facts 
aren't  in  dispute.  More  important,  some  judges  are  dismissing 
cases  without  giving  shareholders'  attorneys  a  chance  to  probe 
company  files  for  damaging  evidence  to  support  their  claims. 
"More  Companies  Succeed  In  Defending  Charges  They  Defrauded 

Investors,"  Wall  St.  J.,  April  30,  1992,  B-l.1 
A  leading  lawyer  for  defendants  in  securities  cases  has  recently 

written  that  "Federal  courts  have  displayed  a  striking  willingness 

to  dismiss  these  suits." 

A  few  years  ago,  the  tide  of  legal  liability  sweeping  American 
business  seemed  ready  to  burst  into  the  boardroom  with  a  flood 
of  shareholder  class-action  suits.  However,  a  series  of  court  deci- 
sions could  have  directors  breathing  a  little  easier — especially  if 
they  follow  a  few  common  sense  rules. 

Source:  Pitt  &  Groskaufmanis,  "Directors'  Liability:  No  Fraud  By  Hindsight,  Tips 
for  Taking  the  Sting  out  of  Shareholder  Suits',*  Jan./Feb.  1993  The  Corporate 
Board,  The  Journal  of  Corporate  Governance. 

^  Rule  11  permits  courts  to  impose  sanctions  on  any  attorney  who 
files  a  frivolous  suit.  Courts  are  quite  willing,  where  appropriate, 
to  impose  Rule  11  sanctions  for  frivolous  securities  fraud  suits. 
Courts  have  imposed  Rule  11  sanctions  in  securities  cases  as  high 
as  $294,000. 

What  is  going  on  here  is  good— judicial  evolution.  As  SEC  Com- 
missioner Richard  Roberts  has  stated: 

I  am  concerned  that  the  securities  litigation  reform  legislation 
under  consideration  in  Congress,  if  enacted,  would  achieve  re- 
form at  the  expense  of  existing  protections  against  deliberate 
fraud  and  would  make  it  impossible  for  many  defrauded  losses. 
Thus,  I  have  not  supported  the  legislative  securities  litigation  re- 
form efforts  underway  to  date. 

I  argue  that  it  is  difficult  to  make  the  fine,  qualitative  judg- 
ments necessary  to  sift  out  the  meritless  securities  litigation 
from  all  securities  litigation  either  by  rule  or  by  statute.  I  believe 
that  such  a  process  can  be  better  handled  by  the  judicial  system 
itself.  In  fact,  I  submit  that  litigation  reform  is  presently  being 
conducted  by  the  Federal  judiciary.  I  further  submit  that  pro- 
ponents of  litigation  reform  may  be  better  served  by  encouraging 
the  continuation  of  the  judicial  reform  that  has  occurred  to  date 


1A  recent  study  by  the  National  Economic  Research  Associates,  Inc.  concluded:  ".  .  .  the  per- 
centage of  cases  dismissed  has  also  increased  significantly."  Dunbar,  "Recent  Trends  In  Class 
Action  Lawsuits,"  August  1992. 
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rather  than  to  engage  in  the  pursuit  of  well  intentioned  but  ill- 
fated  legislative  reform. 

For  an  example  of  such  judicial  reform,  I  would  point  out  that 
the  Supreme  Court's  recent  decision  in  Reves  v.  Ernst  &  Young 
narrows  substantially  the  exposure  of  accountants  and  other  pro- 
fessional advisers  to  RICO  liability.  The  Reves  decision  should  di- 
minish the  exposure  of  professional  advisers  to  liability  under 
RICO.  Reves  follows  a  number  of  recent  decisions  in  favor  of  ac- 
countants that  indicate  that  the  pendulum  of  liability  had  swung 
too  far  against  accountants  and  is  now  beginning  to  return  more 
toward  the  center.  This  judicial  trend  should  be  a  positive  devel- 
opment for  securities  litigation  reform. 

Further,  earlier  this  month,  the  Supreme  Court  held  that  a 
right  of  contribution  is  available  in  private  actions  under  Section 
19(b)  and  Rule  10(b)(5).  a  result  urged  by  the  Commission  in  an 
amicus  curiae  brief  filed  with  the  Court. 

Moreover,  Rule  11  sanctions  are  now  being  imposed  more  fre- 
quently against  both  plaintiffs  and  defendants  for  taking 
meritless  positions  in  litigation. 

"Litigation  Reform,  Simplification,  and  Internationalization,"  Re- 
marks of  Richard  Y.  Roberts,  Commissioner,  U.S.  Securities  and 
Exchange  Commission  before  the  OCA  Alumni  Meeting,  Washing- 
ton, DC,  June  28,  1993,  pp.  2-3  (footnote  omitted). 

Strong  Cases  Result  In  Large  Recoveries  Or  Verdicts  For  Victims 

To  believe  that  the  merits  do  not  matter,  i.e.,  class-action  law- 
suits are  routinely  resolved  regardless  of  their  merit,  you  must  be- 
lieve that  none  of  the  checks  and  balances  in  the  legal  system  func- 
tion properly  and  that  no  one  in  the  process  performs  their  jobs 
properly:  the  plaintiffs'  lawyers  (many  of  whom  are  leading  mem- 
bers of  the  bar,  authors  and  lecturers)  are  apparently  just  shake- 
down artists,  the  defense  lawyers  (who  are  highlv  skilled  and  well- 
paid)  apparently  cannot  tell  a  good  case  from  a  bad  case  or  do  not 
care,  and  Federal  judges  (independent,  life-time  appointees),  appar- 
ently ignore  their  duties  under  Rule  23  to  approve  class-action  set- 
tlements only  if  they  are  fair  to  the  class.  Tnis  simply  cannot  seri- 
ously be  maintained. 

The  assertion  that  securities  class  actions  are  virtually  never 
tried  is  contrary  to  experience.  Many  class-action  cases  have  also 
been  tried  to  verdict — Melridge  (plaintiffs  won);  Lincoln  Savings 
(plaintiffs  won);  Nucorp  Energy  (defendants  won);  Apple  Computer 
(plaintiffs  won;  judge  took  away  verdict);  Data  Point  (plaintiffs 
won);  Polaroid  (plaintiffs  won;  appellate  court  reversed);  Northwest 
Industries  (plaintiffs  won);  Viatron  Computer  Systems  (plaintiffs 
won);  Marathon  Oil  (defendants  won);  Dolly  Madison  (plaintiffs 
won);  Continental  Illinois  Bank  (defendants  won);  Solitron  Devices 
(plaintiffs  won);  United  States  National  Bank  (plaintiffs  won)— and 
there  are  many  more. 

Good  cases  produce  good  recoveries.  Securities  class  actions  have 
produced  many  large  recoveries  for  victims  all  over  the  United 
States.  WPPSS— $700+  million;  Lincoln  Savings— $200  million; 
Shell  Oil— $183  million;  L.A.  Gear— $50+  million;  U.S.  Financial— 
$50  million;  Financial  Corp.  of  America — $32  million;  Wickes— $32 
million;  VMS— $66  million;  Itel— $40  million;  Equity  Funding— $60 
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million;  Oak  Industries — $32  million;  Nucorp  Energy — $60  million; 
LILCO — $50  million;  Ames  Department  Stores — $42  million;  U.S. 
National  Zfcmfc— $27  million;  Baldwin-United — $183  million;  Walt 
Disney — $45  million;  Network  Eguipment — $21  million;  Genen- 
tech-f$29  million;  Software  Toolworks — $26.5  million;  Warner  Com- 
munications— $18  million;  Pepsico— $18  million — and  there  are 
many  more. 

Recent  Studies  of  Class  Actions  Show  These  Cases  Are  Producing 

Good  Recoveries  For  Victims 

Studies  by  Heffler  and  Company  and  Gilardi  &  Company,  the 
two  largest  class-action  claims  administrators,  of  the  recoveries  and 
distributions  in  173  class  actions  were  submitted  to  the  Committee 
and  are  included  herewith  as  Exhibits  1  and  2.  Set  forth  below  are 
summaries  of  those  two  studies: 


Claims  Administrator 

Cases 

Total 
Claims 

Total  Recoveries 

Total  Market 

Losses 

Percent 
of  Market 
Loss  Re- 
covered 

Hefiler  &  Co 

69 
104 
173 

271,615 
694,111 
965,726 

386,000,000 
2,200,000,000 
2,586,000,000 

2,800,000,000 

7,700,000,000 

10,500,000,000 

13.5% 

Gilardi  &  Co 

29.0% 

TOTALS  

24.6% 

These  results  provide  a  strong  confirmation  that  securities  fraud 
class-action  cases  are  generating  significant  recoveries  of  investors' 
market  losses  (as  opposed  to  their  legally  recoverable  damages). 

Of  course  the  securities  laws  only  permit  a  defrauded  investor  to 
recover  that  portion  of  his  market  or  investment  loss  which  was 
proximately  caused  by  the  fraud.  In  order  to  attempt  to  estimate 
what  percentage  of  class  members'  recoverable  damages  are  being 
recovered  in  these  cases,  Princeton  Venture  Research  prepared  a 
study  on  recent  settlements  in  an  effort  to  determine  on  average 
what  percentage  of  the  market  losses  in  a  given  case  are  actually 
potentially  recoverable  damages.  Princeton  Venture's  data,  which 
was  submitted  with  my  testimony  to  the  Committee  and  is  in- 
cluded herewith  as  Exhibit  3,  concludes  that  on  the  basis  of  review- 
ing these  recent  cases,  recoverable  damages  in  securities  class-ac- 
tion cases  on  average  are  approximately  27.7  percent  of  market 
losses.  Therefore,  applying  Princeton  Venture's  results  to  the  totals 
of  the  Gilardi  and  Heffler  studies  we  conclude  that  in  those  173 
cases  for  which  the  claims  administrators  have  data,  the  poten- 
tially recoverable  damages  were  approximately  27.7  percent  of  the 
$10.59  billion  in  market  losses  or  $2,935  billion.  Thus,  in  those 
cases,  the  distribution  of  $1.75  billion  represents  a  distribution  of 
60  percent  of  the  classes'  recoverable  damages,  after  fees  and  ex- 
penses were  paid. 

Attorneys'  Fees  In  Class  Actions 

The  most  comprehensive  study  ever  done  of  attorneys'  fee  awards 
in  class  actions,  performed  by  the  authoritative  Class  Action  Re- 
ports, studied  404  class-action  cases  involving  recoveries  aggregat- 
ing $6.3  billion.  That  survey  concluded  that  fees  and  costs  in  those 
404  cases  averaged  14.8  percent  of  the  recovery.  These  amounts  are 
well  below  the  fee  percentage  of  33  percent,  which  is  the  "market 
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rate"  for  contingency  fees,  not  including  expenses.  When  limited  to 
the  334  securities  class-action  cases  included  in  the  study  where 
$4.2  billion  was  recovered,  the  fee  and  expense  award  was  just  15.2 
percent  of  the  recovery.  Copies  of  this  study  have  previously  been 
submitted  to  the  Committee. 

Substantial  procedural  safeguards  exist  to  control  the  award  of 
attorneys'  fees  in  securities  class  actions  and  protect  class  mem- 
bers: 

•  Fees  are  paid  only  out  of  the  recovery.  If  there  is  no  recovery, 
the  attorneys  get  no  fee. 

•  Plaintiffs'  counsel  must  advance  the  costs — which  can  be  very 
substantial — to  fund  the  prosecution  of  the  case.  Class  members 
are  not  required  to  put  up  any  money. 

•  No  fee  or  expense  reimbursement  can  be  awarded  without  notice 
to  the  class  of  the  amount  sought  and  a  hearing  at  which  they 
can  object  in  writing  or  in  person. 

•  As  many  of  the  class  members  are  institutional  investors  with 
large  claims,  i.e.,  a  significant  stake,  who  are  repeat  claimants, 
they  have  a  real  incentive  to  monitor  this  process  and  partici- 
pate. 

•  No  fee  or  expense  reimbursement  can  be  made  except  by  the 
Federal  judge  who  has  overseen  and  managed  the  litigation. 

Fees  awards  in  class  actions  are  quite  modest  and  have  actually 
declined  in  recent  years: 

There  is  a  tremendous  fear  on  behalf  of  judges  that  they  will 
be  seen  as  giving  unjustified  windfalls  to  plaintiffs'  attorneys," 
says  John  Coffee,  a  Columbia  University  law  professor. 

Source:  "Shareholder  Suits  Pay  Attorneys  Less,"  Wall  St.  J.,  Feb.  1,  1992. 

Complaints  By  Ms.  Reilly  That  Class  Members  Receive  Tiny 
Recoveries  Of  Their  Damages  Are  Incorrect 

The  only  class  member  to  come  forward  and  complain  about  the 
levels  of  recoveries  in  class  actions  at  the  Committee's  recent  hear- 
ing was  Ms.  Patricia  Reilly. 

Reilly's  primary  complaint  is  that  class  members  in  securities 
class  actions  do  not  receive  large  enough  recoveries  when  settle- 
ments occur.  To  the  extent  her  complaint  is  correct,  the  remedy  is 
to  strengthen — not  weaken — the  remedies  available  to  allegedly  de- 
frauded investors  so  they  can  recover  more. 

Reilly  claims  stockholders  only  get  5  cents  on  a  dollar  of  their 
market  loss  in  these  cases  and  that  the  wrongdoing  officers  and  di- 
rectors pay  nothing.  She  is  wrong. 

•  The  Heffler  and  Gilardi  studies  show  that  shareholders  receive 
almost  25  percent  of  their  market  losses  and  about  60  percent  of 
their  legally  recoverable  damages  after  deduction  of  attorneys' 
fees. 

•  In  many  cases,  shareholders  recover  over  50  percent  of  their 
market  losses  (for  example,  in  the  Lincoln/ACC  case,  investors 
will  ultimately  recover  nearlv  100  percent  of  their  damages). 
The  rights  of  all  class  members — including  Reilly — are  well  pro- 
tected by  the  system.  In  accordance  with  class-action  rules,  they  re- 
ceive notice  of  every  proposed  settlement  and  fee  application  of 
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plaintiffs'  counsel  in  every  class  action  and  have  an  opportunity  to 

appear  and  object. 
In  Pace  Membership,  Reilly  objected  to  a  $9  million  settlement 

and  an  attorneys'  fees  request  of  33  percent.  The  court  considered 

her  written  objections,  permitted  her  to  inspect  plaintiffs'  counsel's 

records,  heard  argument  from  her  and  found  her  objections  were 

unwarranted. 
Judge  Nottingham  in  Pace,  in  response  to  Reilly's  objection  that 

she  was  getting  only  15  percent  of  her  loss,  noted: 

I  guess  part  of  the  problem  is  that  nothing  would  be  going  to 
your  pocket  if  it  weren't  for  the  plaintiffs'  attorneys  .  .  .  You  and 
the  other  class  members  have  to  recognize:  (1)  that  your  market 
loss  is  not  the  actual  damage  that  you  d  be  able  to  prove  in  court 
anyway;  (2)  that  if  you'd  gone  to  court,  you  have  a  substantial 
risk  of  either  recovering  a  much  lesser  amount  based  on  defend- 
ants' damage  theories  or  nothing  at  all  if  you  lost  on  liability. 

After  obtaining  from  Ms.  Reilly  the  information  that  she  had  in- 
vested approximately  $3,000  in  Pace  Membership,  Judge  Notting- 
ham stated: 

Alright.  So,  if  it  weren't  for  the  class-action  device  and  plain- 
tiffs' counsel,  would  you  have  been  able  to  sue  for  any  part  of 
that  $3,000,  retained  your  own  attorney,  and  come  to  court? 

Ms.  Reilly:  No.  .  .  . 
Reilly  also  objected  to  a  $30  million  settlement  in  Tucson  Electric 
and  an  attorneys'  fee  request  of  30  percent.  The  court  permitted 
her  to  appear  and  argue,  in  addition  to  submitting  written  objec- 
tions. The  court  approved  the  settlement  and  awarded  a  reduced 
fee  of  25  percent.  Nevertheless,  Reilly  has  appealed  and  tied  up 
this  settlement,  thus  depriving  thousands  of  class  members  of  an 
ability  to  obtain  their  share  of  this  multi-million  dollar  class-action 
settlement  which,  but  for  her  appeal,  would  have  been  distributed 
long  ago. 

The  Number  Of  Securities  Class  Actions  Filed  Has 
Remained  Constant  While  Stock  Offerings  And  Trading  Have 

Greatly  Increased 

There  is  no  factual  basis  for  the  claim  that  recent  years  have 
seen  an  "explosion"  in  securities  class-action  suits.  A  review  of  the 
relevant  data  indicates  that  while  the  number  of  securities  class 
actions  filed  has  risen  in  the  last  three  years  the  number  of  class 
actions  currently  being  filed  is  just  about  the  same  as  the  number 
that  were  being  filed  20  years  ago.  According  to  the  Administrative 
Office  of  the  U.S.  Courts,  in  1973,  1974  and  1975  there  were 
235,305,  and  258  securities  class-action  suits  filed.  By  comparison 
in  1990,  1991  and  1992  there  were  315,299,  and  268  such  suits 
filed.  On  the  other  hand,  during  the  same  20  year  period  initial 
public  offerings  of  stock,  all  common  stock  offerings,  and  stock  mar- 
ket trading  volume  (measured  by  dollar  value  of  the  trades  or 
shares  traded)  have  all  increased  exponentially.  The  enclosed  black 
binder  (Exhibit  4)  "Statistical  Information:  Public  Offerings  Stock 
Trading  and  Class  Actions"  contains  a  series  of  charts  demonstrat- 
ing all  of  these  trends  and  their  inter-relationships.  You  will  see 
from  these  charts  that  the  only  "explosion"  that  has  occurred  in 
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this  area  in  the  last  20  years  has  been  an  "explosion"  in  initial  pub- 
lic offerings  (up  2,500  percent)  common  stoclc  public  offerings  (up 
1,000  percent)  and  stock  market  trading  (up  1,000-3,000  percent) 
(as  well  as  greatly  increased  merger  and  acquisition  activity  which 
is  not  shown  on  the  charts). 

The  statistics  from  the  Administrative  office  actually  overstates 
the  true  number  of  securities  fraud  class-action  cases  filed  by  a 
substantial  amount.  As  you  are  aware,  when  the  stock  of  a  widely- 
owned  public  company  collapses,  there  are  frequently  numerous 
class-action  lawsuits  filed — normally  three  or  four  and  occasionally 
up  to  a  dozen.  Because  a  civil  cover  sheet  designating  in  each  of 
these  individual  actions  as  a  securities  fraud  class  action  must  be 
filed  with  each  of  the  individual  complaints,  this  results  in  the  Ad- 
ministrative Office  counting  each  of  these  identical  cases  as  a  sepa- 
rately filed  class  action  even  though  in  practice  they  are  soon  con- 
solidated into  one  case  and  prosecuted  as  such.  We  do  not  have  any 
way  of  getting  the  actual  numbers  reflecting  the  consolidation  proc- 
ess from  the  Administrative  Office.  However,  according  to  Class  Ac- 
tion Reports,  the  Administrative  Office's  figures  are  overstated  by 
about  one-third.  Accepting  this  conservative  assumption,  the  num- 
ber of  securities  fraud  class  actions  being  filed  is  less  than  200  per 
year.  This  is  obviously  a  small  and  manageable  number  and,  in 
fact,  an  infinitesimal  percentage  of  the  approximately  225,000  new 
Federal  filings  made  each  year. 

Capital  formation  has  not  been  adversely  impacted  by  securities 
litigation.  In  fact,  1986-1991  has  seen  a  "going  public"  boom  which 
has  raised  billions  in  capital,  created  hundreds  of  millionaires  and 
millions  of  new  jobs.  In  light  of  these  results,  who  can  seriously 
maintain  that  the  securities  markets  or  securities  professionals  are 
being  victimized  by  securities  class  actions?  These  actual  results 
are  totally  inconsistent  with  any  motion  that  abusive  securities  liti- 
gation is  stifling  the  raising  of  capital  or  creation  of  new  public 
companies. 

The  Claims  By  Professionals  Who  Are  Sued  In  Securities  Class 
Actions  Are  Vastly  Overstated 

Many  of  the  largest  suits  against  accounting  firms  in  recent 
years  were  brought  by  the  U.S.  government  arise  out  of  the  col- 
lapse of  savings  and  loans.  These  were  not  class  actions  under  the 
securities  laws  and  these  suits  will  not  be  affected  in  any  way  by 
legislation  like  H.R.  417.  The  accounting  profession  is  trying  to  use 
the  statistical  and  monetary  impact  of  government  suits  against 
them  for  their  role  in  the  savings  and  loan  scandals  to  get  rid  of 
suits  by  investors  for  securities  fraud.  This  is  disingenuous  in  the 
extreme. 
The  AICPA  itself  just  admitted: 

About  50  lawsuits  alleging  audit  failures  involving  public  com- 
panies are  filed  each  year,  and  that  number  has  remained  rel- 
atively constant  over  the  last  10  years.  Unfortunately,  we  have 
seen  some  very  significant  incidents  of  fraud.  .  .  . 

AICPA,  "Questions  and  Answers — An  Auditor's  Responsibility  to 
Detect  Fraud,"  May,  1993. 

These  suits  have  apparently  not  measurably  affected  the  big  ac- 
counting firms'  profitability.  Ernst  &  Young,  one  of  the  largest  of 
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the  Big  Six  firms,  recently  agreed  to  pay  $400  million  to  settle 
suits  by  the  United  States  arising  out  of  the  failure  of  many  sav- 
ings and  loans.  After  this  settlement,  Ernst  &  Young  has  assured 
the  public  that: 

75  percent  will  be  covered  by  insurance.  The  balance  will  be 
paid  by  the  firm  in  equal  installments  over  the  next  four  years. 
The  annual  settlement  payments  are  about  1  percent  of  our  reve- 
nues and  well  within  our  financial  capability.  .  .  .  We  are  very 
confident  of  the  firm's  ability  to  handle  the  settlement  terms. 
Ernst  &  Young  will  now  move  forward  as  a  financially  strong 
and  secure  organization.  .  .  . 

Letter  of  Charles  B.  Eldridge  of  Ernst  &  Young,  November  24, 
1992. 

These  suits  have  also  not  affected  the  ability  of  accountants  to 
obtain  malpractice  insurance.  According  to  the  Singer  Insurance 
Group  of  New  Jersey,  which  insures  over  100  accounting  firms  in 
the  New  York  City  area,  at  least  nine  insurance  companies  are — 

"bidding  against  each  other  to  try  to  secure  as  much  [account- 
ing firm  insurance]  business  on  the  books  as  they  can  during 
1993.  We  have  seen  premiums  go  down  by  as  much  as  50  percent 
in  extreme  cases.  On  the  average,  they  are  going  down  between 
20  percent  and  30  percent." 

Letter  of  Al  Singer,  President,  Singer  Insurance  Group,  Inc., 
June  10,  1993. 

Q.2.  Some  of  the  criticisms  of  the  current  system  may  not  be  mutu- 
ally exclusive.  Indeed,  while  critics  of  the  current  system  argue 
that  steps  should  be  taken  to  curb  litigation,  others  have  argued 
that  other  steps  should  be  taken  to  facilitate  investor  lawsuits, 
such  as  lengthening  the  statute  of  limitations  for  securities  fraud. 
Are  these  two  criticisms  of  the  current  system  mutually  exclu- 
sive? Or,  should  securities  litigation  reform  and  lengthening  the 
statute  of  limitations  be  considered  together? 

A.2.  As  I  testified  and  responded  above,  the  Federal  courts  are 
amply  equipped  to  curb  any  abuses  in  the  current  system.  As  I  also 
testified,  there  is  a  need  to  strengthen  private  rights  of  action 
under  the  Federal  securities  laws  in  a  number  of  areas.  These 
areas  include:  imposing  treble  damages  in  appropriate  cases,  pro- 
viding non-removable  state  court  jurisdiction,  increasing  discovery 
sanctions  for  defendants,  barring  secrecy  orders,  modifying  plead- 
ing requirements,  and  increasing  the  statute  of  limitations  for  secu- 
rities fraud. 

I  do  not  believe  the  record  supports  the  litigation  "reform"  pro- 
posals advocated  by  the  accounting  industry  and  others,  particu- 
larly imposition  of  the  English  Rule  and  abrogation  of  joint  and 
several  liability.  I  share  the  views  expressed  by  Federal  and  state 
law  enforcement  officials — the  SEC  and  NASAA — at  the  June  17, 
1993  hearing  that  the  straightforward  issue  of  lengthening  the 
statute  of  limitations  should  be  considered  separately  and  imme- 
diately by  Congress  and  should  not  be  held  hostage  (in  NASAA's 
words)  to  a  "whole  host  of  unrelated  and  contentious  litigation  're- 
form' issues."  As  the  SEC  stated  flatly,  "Extending  the  limitation 
period  does  not  encourage  frivolous  actions."  (Tr.  at  97.) 
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A  one-year  period  is  simply  not  long  enough  for  investors  to  dis- 
cover a  complex  fraud  and  investigate  it  and  plead  it  with  the  par- 
ticularity required  under  Rule  9  of  the  Federal  Rule  of  Civil  Proce- 
dure, especially  given  the  constant  threat  of  sanctions  under  Rule 
11  for  filing  what  is  perceived  to  be  a  frivolous  action.  Also,  the 
three-year  absolute  bar  provision  of  the  current  statute  of  limita- 
tions is  completely  unsatisfactory,  as  it  operates  to  bar  claims 
where  victims  may  be  taken  in  by  a  long  ongoing  scheme — some- 
thing that  frequently  happens  in  municipal  bond  financings  and 
the  Tike — where  monies  raised  from  initial  investors  are  used  to 
pay  interest  during  the  construction  phase  of  a  project,  thus  lulling 
early  investors  into  a  false  sense  of  complacency  while  the  three- 
year  absolute  bar  provision  is  running. 

The  one-year  from  date  of  inquiry  notice  prong  of  the  current 
Federal  statute  of  limitations  for  §  10(b)  claims  can  operate  very  un- 
fairly from  the  standpoint  of  investors.  For  instance,  defendants 
will  frequently  claim  that  earlier  disclosed  information  even  if  it 
did  not  in  any  way  lay  out  that  a  fraud  had  occurred,  nevertheless 
put  investors  on  the  inquiry  notice  and  triggered  the  running  of  the 
short  one-year  period.  This  possibility  has  also  contributed,  I  be- 
lieve, to  what  some  perceive  to  be  overly  fast  filing  of  securities 
fraud  cases  upon  a  dramatic  revelation  and  sharp  drop  in  the  stock 
price.  Since  the  defendants  are  free  to  point  to  earlier  partial  dis- 
closures as  putting  people  on  inquiry  notice  of  fraud,  it  is  impor- 
tant to  file  as  quickly  as  possible  after  the  ultimate  dramatic  rev- 
elation and  stock  drop  to  protect  the  plaintiffs  against  this  argu- 
ment. 

In  my  opinion,  a  statute  of  limitations  of  three  years  from  the 
date  of  inquiry  notice  and  without  any  absolute  bar  provision 
would  be  the  appropriate  statute  of  limitations  for  §  10(b)  claims. 
This  type  of  statute  of  limitations,  I  believe,  is  most  consistent  with 
the  intent  of  the  Federal  securities  laws  to  protect  investors  from 
fraud.  Prior  to  the  Supreme  Court's  adoption  of  the  uniform  and 
shortened  statute  of  limitations  in  its  Lampf  decision  in  cases 
pending  in  Federal  courts  located  in  California,  courts  looked  to  the 
California  three-year  inquiry  notice  statute  and  that  worked  fine 
for  all  concerned.  I  would  urge  a  return  to  the  three-year  inquiry 
notice  standard. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  SASSER 
FROM  GORDON  K.  BILLIPP 

Q.l.  Critics  charge  that  too  many  cases  are  pursued  with  a  view 
toward  extracting  settlements  from  corporations  and  other  parties, 
without  regard  to  the  merits  of  a  case,  and  that  the  settlements 
yield  large  fees  for  plaintiffs  lawyers  but  compensate  investors  for 
only  a  fraction  of  their  losses. 

What  do  you  think  of  these  charges?  Are  there  abuses  in  the  cur- 
rent system? 

A.1.  As  a  layman,  I  do  not  have  sufficiant  information  to  know 
whether  or  not  these  are  "too  many  cases."  I  would  assume  that 
there  are  abuses  in  the  current  system. 

O.2.  Some  of  the  criticisms  of  the  current  system  may  not  be  mutu- 
ally exclusive.  Indeed,  while  critics  of  the  current  system  argue 
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that  steps  should  be  taken  to  curb  litigation,  others  have  argued 
that  other  steps  should  be  taken  to  facilitate  investor  lawsuits, 
such  as  lengthening  the  statute  of  limitations  for  securities  fraud. 
Are  these  two  criticisms  of  the  current  system  mutually  exclu- 
sive? Or,  should  securities  litigation  reform  and  lengthening  the 
statute  of  limitations  be  considered  together? 

AJ2.  Consider,  and  act  upon,  the  two  criticisms  separately.  Perhaps 
reform  is  needed  to  curb  excesses.  But,  absolutely  the  statute  of 
limitations  should  be  extended! 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  SASSER 
FROM  RUSSELL  E.  RAMSER,  JR. 

Q.i.  Critics  charge  that  too  many  cases  are  pursued  with  a  view 
toward  extracting  settlements  from  corporations  and  other  parties, 
without  regard  to  the  merits  of  a  case,  and  that  the  settlements 
yield  large  fees  for  plaintiffs  lawyers  but  compensate  investors  for 
only  a  fraction  of  their  losses. 

What  do  you  think  of  these  charges?  Are  there  abuses  in  the  cur- 
rent system? 

A.1. 1  think  these  charges  may  be  true  and  I  am  satisfied  there  are 
abuses  in  the  current  system.  However,  I  think  these  abuses  would 
be  minimized  if  the  investors  had  a  written  agreement  with  their 
lawyers  as  to  how  any  compensation  or  costs  would  be  divided  be- 
tween them. 

OJ2.  Some  of  the  criticisms  of  the  current  system  may  not  be  mutu- 
ally exclusive.  Indeed,  while  critics  of  the  current  system  argue 
that  steps  should  be  taken  to  curb  litigation,  others  nave  argued 
that  other  steps  should  be  taken  to  facilitate  investor  lawsuits, 
such  as  lengthening  the  statute  of  limitations  for  securities  fraud. 
Are  these  two  criticisms  of  the  current  system  mutually  exclu- 
sive? Or,  should  securities  litigation  reform  and  lengthening  the 
statute  of  limitations  be  considered  together? 

AJ2.  I  do  not  feel  these  criticisms  of  the  current  system  are  mutu- 
ally exclusive.  In  my  opinion  many  cases  of  financial  fraud  are  not 
being  adequately  prosecuted.  By  lengthening  the  statute  of  limita- 
tions, investors  would  benefit  from  having  a  longer  period  of  time 
to  develop  the  merits  of  their  case  if  such  merits  really  exist. 


PRIVATE  LITIGATION  UNDER  FEDERAL 
SECURITIES  LAWS 


WEDNESDAY,  JULY  21,  1993 

U.S.  Senate, 
Committee  on  Banking,  Housing,  and  Urban  Affairs, 

Subcommittee  on  Securities, 

Washington,  DC. 

The  subcommittee  met  at  10:10  a.m.,  in  room  538  of  the  Dirksen 
Senate  Office  Building,  Senator  Christopher  J.  Dodd  presiding. 

OPENING  STATEMENT  OF  SENATOR  CHRISTOPHER  J.  DODD 

The  committee  will  come  to  order  for  the  purpose  of  holding  a 
hearing  this  morning  on  litigation  reform. 

Let  me  first  of  all  welcome  everyone  again  to  our  second  hearing 
on  private  securities  litigation.  And  I  want  to  give  a  special  wel- 
come to  our  colleagues  who'll  be  coming  from  the  House,  Congress- 
man Tauzin  and  Ron  Wyden,  who've  been  very  involved  in  this 
issue  for  many,  many  vears. 

I  also  want  to  thank  our  other  witnesses  who've  taken  the  time 
to  be  here  this  morning  and  prepare  extensive  testimony. 

At  our  first  hearing  last  month,  I  outlined  what  we  hope  to 
achieve  in  these  hearings.  We  have  the  strongest,  fairest  securities 
market  in  the  world.  Investors  all  over  the  world  want  to  partici- 
pate in  our  markets  because  they  are  fair.  Investors  have  remedies 
when  they  are  treated  unfairly,  or  when  they  are  victims  of  fraud. 
That's  significant. 

There  is  an  important  role  for  private  securities  litigation.  I  be- 
lieve that  very  strongly.  And  I  think  everyone  of  us  on  mis  commit- 
tee support  that  role. 

Our  purpose  in  these  hearings  is  to  determine  whether  the  cur- 
rent system  operates  in  the  way  that  it  should.  Is  it  fair  to  share- 
holders? Does  it  promote  the  capital  formation  that  is  so  important 
to  economic  growth  and  job  creation  in  this  country? 

At  the  last  hearing,  the  subcommittee  considered  charges  that 
there'd  been  a  litigation  "explosion,"  in  targeting  high  technology 
companies  in  particular. 

We  heard  from  corporate  chief  executives  who  said  plaintiffs' 
lawyers  target  their  companies  when  their  stock  drops  below  a  cer- 
tain percentage,  simply  to  extract  settlements.  We  heard  from  a 
shareholder  who  told  us  she'd  recovered  only  a  fraction  of  her 
losses,  while  a  large  plaintiffs  law  firm  won  huge  attorneys'  fees. 
But  when  we  heard  from  the  plaintiffs  lawyers  and  from  otner  wit- 
nesses, these  allegations  were  disputed. 

(279) 


280 

We  then  turned  to  academic  and  other  experts  who  had  done 
studies  on  top  of  studies  on  securities  litigation,  and  we  found  that 
even  they  disagreed  as  to  the  facts. 

Consequently,  after  a  long  hearing  that  lasted  well  into  the  after- 
noon, we  found  no  agreement  on  whether  there  is  in  fact  a  prob- 
lem, the  extent  of  the  problem,  or  the  solution  to  the  problem.  In 
my  experience  with  this  subcommittee,  I've  never  encountered  an 
issue  where  there  is  such  disagreement  over  the  basic  facts.  We 
often  argue  about  policy,  we  argue  about  ideology,  we  often  argue 
about  politics,  but  it  is  rare  that  we  spend  so  much  time  arguing 
about  basic  facts. 

It  has  now  been  over  5  weeks  since  our  first  hearing,  and  we  con- 
tinue to  receive  letters  and  reports  from  the  witnesses  of  the  first 
hearing,  each  one  taking  issue  with  the  statements  made  by  the 
others. 

Today,  we  will  try  again.  Based  on  my  reading  of  the  testimony 
last  night,  I  do  not  Delieve  we  will  find  our  distinguished  witnesses 
today  in  any  more  agreement,  quite  frankly,  than  our  witnesses 
were  at  the  first  hearing.  But  I  hope  that  through  this  process,  we 
at  the  committee  at  least  can  reach  some  conclusions  about  wheth- 
er the  current  system  of  private  litigation  is  serving  the  public  in- 
terest. 

Today,  we'll  focus  more  closely  on  the  way  in  which  securities 
litigation  affects  the  financial  disclosure  system.  How  legitimate 
are  concerns  that  the  threat  of  litigation  is  hurting  the  disclosure 
information? 

We're  also  going  to  look  at  the  important  role  of  accountants,  un- 
derwriters, and  others.  These  professionals  play  an  essential  role  in 
maintaining  the  integrity  of  the  financial  reporting  system. 

But  accountants,  in  particular,  argue  that  the  burden  of  private 
litigation  falls  far  too  heavily  on  them.  They  say  they  automatically 
are  joined  as  defendants  in  securities  fraud  suits  because  of  their 
deep  pockets,  and  that  they  may  be  held  liable  for  a  disproportion- 
ate share  of  actual  losses.  They  may  be  right.  They  argue  that  our 
legal  system  is  making  them,  in  effect,  guarantors  and  holding 
them  liable  for  the  mistakes  of  others.  And  I'm  concerned  they  may 
be  right  on  that  point  as  well. 

Other  witnesses,  as  you  know  are  here,  will  argue  that  the  threat 
of  private  litigation  is  absolutely  essential  to  give  professionals  an 
incentive  to  do  their  job  and  to  win  compensation  for  investors 
when  those  professionals  fail  to  carry  out  their  responsibilities. 

They  criticize  the  accounting  profession  and  say  that  it  has  failed 
to  live  up  to  its  role  as  a  public  watch  dog.  These  critics  point  to 
financial  frauds  that  have  occurred  in  which  investors  have  lost 
millions  or  even  billions  of  dollars.  They  argue  that  we  should  not 
lose  sight  of  the  important  role  that  private  litigation  can  perform 
in  helping  investors  to  recover  losses  caused  by  real  fraud. 

Along  with  our  distinguished  witnesses  from  the  accounting  pro- 
fession, from  the  securities  industry,  from  the  bar,  and  from  aca- 
demia,  we're  going  to  hear  from  consumer  and  shareholder  rep- 
resentatives, as  well. 

Protecting  investors  from  fraud  is  the  cornerstone  of  securities 
laws,  whether  the  investor  is  a  small  shareholder  or  a  pension  fund 
manager.  I  look  forward  to  hearing  their  views  in  particular. 
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Let  me  again  thank  our  witnesses  for  coming  here  this  morning 
and  participating  in  this  second  hearing.  I  see  that  our  colleague, 
Congressman  Wyden,  has  arrived. 

Ron,  let  me  ask  my  colleagues  that  are  here  for  just  any  opening 
statements  they  have. 

Mr.  Chairman,  do  you  have  one? 

OPENING  STATEMENT  OF  SENATOR  DONALD  W.  RIEGLE,  JR. 

Senator  Riegle.  Thank  you  very  much,  Senator  Dodd.  And  I 
know  we  have  other  Members  too  that  have  opening  statements. 
But  I  want  to  commend  you  for  scheduling  this  second  hearing  on 
the  private  securities  litigation  system. 

I  think  it's  clear  to  all  observers  that  vibrant  securities  markets 
are  absolutely  crucial  to  our  economic  growth.  Businesses  have  got 
to  have  access  to  the  capital  they  need  to  fund  research  and  devel- 
opment, to  expand  operations,  and  certainly  create  and  maintain 
the  job  base  in  America. 

And  we  are  fortunate  in  our  country  that  our  securities  markets 
are  the  most  liquid  in  the  world.  Indeed,  initial  public  offerings  of 
stock  this  year,  in  the  first  6  months,  have  proceeded  at  a  record 
pace,  and  that's  a  good  sign. 

Now  some  suggest  that  the  efficiency  of  our  capital  raising  sys- 
tem is  being  undermined  by  growing  private  securities  litigation. 
They  argue  that  such  cases,  many  of  them  baseless,  are  often  set- 
tled without  regard  to  the  merits.  To  the  extent  this  is  true,  the 
system  is  imposing  a  "litigation  tax"  on  capital  formation  that 
hinders  our  competitiveness  and  our  future  growth. 

We  must  not  forget,  however,  that  the  strength  of  our  capital 
markets  rests  in  large  part  on  the  faith  that  investors  can  have  as 
they  seek  redress  in  cases  of  fraud. 

The  SEC's  Director  of  Enforcement  testified  before  this  sub- 
committee just  a  few  weeks  ago.  And  I  quote: 

The  implied  private  right  of  action  under  section  10(b)  and  rule  10(bX5)  there- 
under is  critically  important  to  the  effective  operation  of  the  Federal  securities  laws. 

He  cautioned  the  subcommittee  that  changes  to  joint  and  several 
liability  or  aiding  and  abetting  standards,  quote  again: 

Go  far  beyond  other  measures  that  would  affect  only  baseless  claims. 

I  think  the  subcommittee,  and  in  a  sense  the  full  committee,  is 
very  fortunate  today  in  having  such  a  distinguished  panel  of  wit- 
nesses, including  representatives  of  the  accounting  and  legal  pro- 
fessions, the  securities  industry,  important  consumer  groups,  and 
the  investment  community  to  discuss  these  issues. 

And  we  have,  as  well,  our  House  colleagues,  Congressman  Tau- 
zin  and  Congressman  Wyden,  here  to  describe  legislation  that 
they've  introduced  in  this  area. 

I  want  to  especially  welcome  our  House  colleagues  over  to  the 
Senate  side  today,  and  we're  pleased  that  you're  here  to  testify,  and 
we  always  welcome  your  views  and  your  input.  We  feel  very  strong- 
ly here  in  this  committee  about  working  together  with  the  House, 
and  also  on  a  bipartisan  basis,  to  try  to  work  our  way  through 
these  issues. 

I  also  want  to  especially  welcome  my  good  friend,  Bob  Bowman, 
who  is  testifying  later  this  morning  on  behalf  of  the  Financial  Ex- 
ecutives  Institute.   Bob   currently   serves   as   the   Executive  Vice 
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President  and  Chief  Financial  Officer  of  the  ITT  Corporation,  and 
prior  to  that,  distinguished  himself  during  8  years  as  Treasurer  of 
the  State  of  Michigan  in  a  most  impressive  way. 

And  so  I  want  to  thank  all  the  witnesses  for  their  participation. 
I've  got  to  attend  to  some  matters  in  the  Finance  Committee  this 
morning,  but  I  will  stay  as  long  as  I  can. 

Thank  you. 

Senator  Dodd.  Thank  you  very  much,  Mr.  Chairman. 

Senator  D'Amato. 

OPENING  COMMENTS  OF  SENATOR  ALFONSE  M  D'AMATO 

Senator  D'Amato.  Mr.  Chairman,  my  statement  would  be  super- 
fluous, given  the  manner  in  which  you  have  introduced  this  subject 
to  the  committee.  I'm  interested  in  listening  to  our  two  Congress- 
men testify  before  I,  too,  have  to  leave. 

You  have  set  it  forth  well.  But  certainly  there's  something  that 
has  to  be  done  as  it  relates  to  litigation  that  is  hurting  the  eco- 
nomic climate  and  is  deleterious  to  capital  formation. 

So  I'm  most  interested  in  seeing  what  we  can  do,  and  under  your 
leadership,  and  that  of  my  distinguished  colleague  from  New  Mex- 
ico, Senator  Domenici,  I  hope  that  we  can  come  up  with  the  kind 
of  proposals  that  will  make  some  sense,  protect  consumers,  but  by 
the  same  token,  spare  us  from  unneeded  litigation  that  is  costly  to 
our  system. 

Senator  Dodd.  Senator  Domenici. 

OPENING  STATEMENT  OF  SENATOR  PETE  V.  DOMENICI 

Senator  Domenici.  Mr.  Chairman,  I  think  you  know  that  I  have, 
on  this  issue,  a  propensity  to  talk  a  lot. 

[Laughter.] 

But  I  assure  you,  I  won't.  You  have  put  things  in  perspective,  al- 
though I  frankly  believe,  by  the  time  this  hearing's  over  with,  a 
number  of  the  facts  that  you've  discussed  as  being  equal  on  each 
side  will  probably  tend  to  move  one  way  or  the  other.  Nonetheless, 
I  must  tell  you  what  I  think  this  is  all  about  and  what  I  think  the 
reason  for  us  being  here  is. 

First  of  all,  I  don't  think  there  should  be  any  doubt  that  this 
hearing  is  about  the  investors.  This  hearing  is  not  about  high-tech 
companies  or  others;  it's  how  do  we  best  protect  those  who  invest 
in  risk-taking  companies  and  other  equities  in  the  United  States  in 
this  great  equity  market. 

I've  come  to  the  conclusion,  with  nothing  pejorative  about  partici- 
pants, that  the  judicial  system  and  juries  should  be  the  last  resort 
in  protecting  investors  in  a  regulatory  manner.  Litigation  is  the 
most  inefficient  way  to  regulate  that  we  could  ever  imagine.  And 
I  believe  we  are  seeing  litigation's  inefficiency  pervade  the  Amer- 
ican scene. 

We  only  have  a  little  piece  of  it  here.  It  is  pervasive  in  many 
other  areas,  where  we  ask  juries  and  trial  lawyers  to  determine 
complex  issues.  In  so  doing,  we  clearly  create  absolutely  unpredict- 
able situations  that  are  not  necessarily  based  upon  reality.  And,  as 
a  consequence,  cases  are  settled  for  millions  of  dollars  even  though 
there  are  no  merits  to  them. 
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Indeed,  I  believe  good  cases  and  bad  cases  are  settled,  and  I 
think  a  real  in-depth  analysis  would  say  there  isn't  much  difference 
in  the  settlements,  because  a  company  ends  up  deciding  that  they 
can't  gamble  on  a  jury  in  this  kind  of  complicated  issue,  and  they 
settle. 

Equally  as  bad,  there  is  now  a  threshold  of  insurance  among 
them  so  that  those  who  really  do  something  wrong  don't  pay  any- 
way because  it  all  settles  within  the  insurance  limits.  We  end  up 
spreading  out,  among  equity  companies  and  at  the  expense  of  in- 
vestors, we  spread  out  this  growing  cost  of  insurance  and  the 
threat  of  litigation. 

And  what  does  it  enure  to?  I  mean,  there  are  some  telling  us  it 
makes  the  securities  industry  and  the  investor  more  secure.  But 
what  we've  already  heard  is  that  it's  pennies  for  real  victims  and 
not  much  more  for  phantom  victims,  but  millions  for  lawyers,  re- 
gardless of  the  merits. 

Now,  in  the  process,  people  are  affected.  So,  indeed,  harassing 
high-tech  companies  and  their  CEO's  and  their  boards  is  the  order 
of  the  day.  Whether  it's  real  or  perceived,  the  threat  of  securities 
class-action  litigation  is  a  big  factor  of  what  you  do  or  don't  do,  as 
a  corporate  executive.  In  most  instances,  we  are  forcing  manage- 
ment to  do  things  that  doesn't  end  up  benefiting  anyone. 

Let  me  suggest  that  if  you  are  a  new  risk  company,  risk  has 
taken  on  the  equivalence  of  fraud.  So  that  if  you're  in  a  risk,  high 
risk  company,  which  we  like  in  America,  things  don't  go  well  all 
the  time  and  your  stock  is  volatile.  Well,  let  the  stock  price  dip 
once.  And  that  risk  company's  sued  and  the  settlement  is  there 
around,  somewhere  around  $12-$25  million,  and  one  could  even 
graph  what  happened. 

A  couple  of  companies  said,  let's  get  macho  and  defend  these 
cases.  And  a  couple  of  them  in  a  row  defended  them,  and  the  jury 
gave  somebody  $125  million.  So  there  are  many  who  think  that's 
really  what  the  case  was  worth.  I  doubt  that  very,  very  much. 
That's  really  what  it's  worth  under  today's  system.  The  con- 
sequence is  that  the  word's  out;  settle.  The  word's  out;  settle,  and 
the  class-action  lawyers  love  it. 

In  addition,  let  me  suggest  that  we  should  have  our  companies 
disclosing  more,  rather  than  less.  They  should  be  disclosing  more 
than  the  law  requires,  not  less,  and  they  should  be  disclosing  it 
punctually,  when  they  know  it,  even  though  they  don't  have  to. 

There  is  now  a  chilling  effect  on  the  amount  of  information  that 
companies  volunteer  because  to  volunteer  good  information  is  to  in- 
vite a  lawsuit  if  it  doesn't  pan  out. 

So  I've  come  to  the  conclusion,  and  I  think  this  is  a  fair  analogy, 
if  the  trends  continue,  this  committee  could  be  talking  about  its 
own  version  of  don't-ask-don't-tell-just-sue. 

[Laughter.] 

Senator  Dodd.  How  did  we  get  into  that  subject? 

[Laughter.] 

I  thought  I'd  avoid  that  here  this  morning. 

Senator  Domenici.  All  right.  Anyway,  it'll  be  up  some  more. 

The  accountants  face  a  different  situation,  Mr.  Chairman.  We 
have  the  accountants  of  America  moving  in  the  right  direction  in 
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terms  of  assuming  more  serious  responsibility  as  the  auditor  and 
watch  dog. 

The  one  question  we  really  have  to  ask,  if  we're  going  to  expect 
accountants  to  be  more  proactive,  and  they've  adopted  some  new 
proactive  rules  and  some  new  guidelines  and  some  new  ethics,  then 
should  we  give  them  a  fair  playing  field,  or  should  we  continue  to 
make  them  totally  liable,  rather  than  proportionately  liable,  when 
something  goes  amiss. 

If  there  are  twenty  people  that  have  done  things  wrong,  includ- 
ing a  CEO,  including  a  treasurer  of  a  company,  and  a  CPA,  if  we're 
going  to  ask  them  to  completely  change  their  approach  to  their  fi- 
duciary relationship  to  their  ethics,  should  we  not  seriously  con- 
sider proportionate  liability?  I  think  the  time  has  come  to  do  that. 

Thank  you  very  much. 

Senator  Dodd.  Senator  Bennett. 

OPENING  STATEMENT  OF  SENATOR  ROBERT  F.  BENNETT 

Senator  Bennett.  Thank  you,  Mr.  Chairman. 

I  recognize  I'm  not  a  Member  of  the  subcommittee,  but  I  appre- 
ciate your  tolerance  in  letting  me  participate  in  this  because  it  is 
a  matter  of  great  concern  and  will  surface  before  the  full  commit- 
tee. 

The  only  comment  that  I  would  make,  picking  up  on  what  Sen- 
ator Domenici  has  said,  is  that  we  are  indeed  concerned  about  the 
investor.  Very  often  in  the  testimony  that  we've  been  given,  and  as 
I  looked  through  the  prepared  statements  and  some  of  the  testi- 
mony that  we  will  be  given,  the  assumption  is  made  that  there  is 
a  difference  between  the  investor  and  the  corporation. 

Someone  says  the  corporation  must  be  punished  for  having  done 
something  wrong  that  makes  the  investor  have  less  information 
than  the  investor  needs.  In  the  name  of  getting  information  for  the 
investor,  the  company  is  damaged  by  class-action  lawsuits.  And 
who  gets  hurt.  The  investor.  We  should  understand  that  there  is 
no  difference  between  the  company  and  the  investor. 

When  we're  trying  to  protect  the  widow  and  the  orphan  who  has 
put  her  money  into  a  corporation  in  the  hope  that  it  will  provide 
for  her  old  age — to  put  the  most  inflammatory  face  on  it  that  we 
can — it's  the  widow  and  the  orphan  who  own  the  stock  that  get 
hurt  when  the  stock  drops  because  of  frivolous  class-action  suits. 

So  I  would  hope  we  would  keep  that  in  mind  as  we  beat  our 
breasts  and  thunder  about  our  love  for  the  investor,  and  to  protect 
the  investor  against  the  terrible  company.  It's  the  investor  that 
gets  hurt  when  the  company  has  to  pay  out  exorbitant  settlement 
fees  and  legal  fees  that  aren't  justified  in  terms  of  actual  practice 
and  behavior. 

And  with  that,  Mr.  Chairman,  I  will  join  you  in  listening  to  the 
witnesses. 

Senator  Dodd.  Thank  you  very  much,  Senator  Bennett. 

We  welcome  our  two  colleagues  from  the  House,  and  your  state- 
ments and  supporting  documentation  that  you  may  have  with  you 
will  be  included  in  the  record.  I'll  apply  that  to  all  of  our  witnesses 
today  and  just  say  it  once,  so  that  it  doesn't  have  to  be  repeated. 

I'm  going  to  put  the  clock  on  here.  Again,  when  I  say  it  to  every- 
body, I  don't  expect  you  to  live  with  it  rigidly,  but  just  to  give  you 
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a  signal  as  to  where  we  are,  so  we  can  keep  the  process  moving. 
Those  lights  will  go  off,  the  yellow  and  red  lights,  at  about  5,  6 
minutes.  Try  to  get  to  a  point  where  you're  sort  of  wrapping  up, 
and  that  way  we  can  keep  the  process  going. 

We've  got  a  pretty  extensive  list  of  witnesses  here,  and  want  to 
get  to  the  questions. 

Billy,  we  are  pleased  to  have  you  with  us  here  this  morning,  and 
I  know  you've  been  involved  in  this  issue  for  some  time,  as  Ron 
has.  And  so  we're  happy  to  receive  your  testimony. 

You  ought  to  pull  that  microphone  up  very  closely  to  you. 

STATEMENT  OF  U.S.  REPRESENTATIVE  W.J.  "BILLY*  TAUZIN 
FROM  THE  STATE  OF  LOUISIANA 

Representative  Tauzin.  Senator,  thank  you  very  much. 

Ron  and  I  are  pleased  to  join  you  in  this  exercise  of,  we  hope, 
learning  more  about  this  problem  and  perhaps  learning  about  how 
we  can  solve  it. 

I  came  today  for  those  two  reasons;  one,  to  join  you  in  recogniz- 
ing that  there  really  is  a  problem  when  these  lawsuits  amount  to 
bounty  payments  and  blackmail-almost  settlements  in  a  litigation 
system  that  was  really  designed  to  identify  fraud  and  redress 
wrongs  committed  by  people  who  were  knowingly  and  fraudulently 
misusing  the  system,  then  something's  wrong. 

And  when  settlements  are  routinely  made  because  parties  know 
that  they  simply  cannot  afford  to  do  what  we  ought  to  be  able  to 
do  in  court,  and  that  is  answer  charges  and  allegations  and  correct 
misstatements  of  fact,  the  cost  of  doing  that  is  so  high  that  it's 
easier  to  pay  off  the  attorneys  and  the  claimants  in  the  class-action 
suit,  just  to  stop  the  allegations,  just  to  stop  the  assassination  of 
the  reputation  of  the  individuals  involved  in  the  company,  then 
something  has  gone  wrong. 

I  have  not  come  to  tell  you  that  we  ought  to,  in  any  way,  harm 
the  system  by  which  fraud  and  error  that  is  committed  knowingly, 
negligently,  to  harm  stockholders  and  investors  in  companies  ought 
to  be  abolished. 

On  the  contrary,  we  ought  to  make  it  a  better  system.  We  ought 
to  do  as  Senator  Domenici  said;  make  sure  that  real  fraud  is  de- 
tected and  that  persons  are  punished  in  a  way,  in  a  financial  way 
that  it  means  something  to  them.  The  cost  is  not  spread  on  every- 
body in  this  sort  of  bounty/blackmail  payment  system  that's  devel- 
oped in  our  country. 

I  didn't  just  come  to  tell  you  something's  wrong,  however.  I  also 
came,  I  hope,  to  give  you  some  ideas  about  how  we  have  suggested 
we  can  improve  the  law  and  make  it  work  better  for  investors,  for 
companies,  and  for  all  who  are  involved  in  this  process.  And  as  I 
searched  for  a  way  in  which  to  make  our  case  about  what  is  wrong 
with  the  system,  I  think  something  that  happened  in  this  room  a 
month  ago  probably  made  the  case  for  me. 

A  month  ago,  you  invited  some  corporate  execs  to  come  and  tell 
you  about  their  experience  with  this  law,  to  come  and  tell  you  how, 
within  hours  of  something  going  wrong  with  their  stock,  some  dra- 
matic shift  in  the  stock  prices,  they  found  themselves  in  court. 
Within  hours,  a  lawsuit  was  filed,  claiming  that  they  had  fraudu- 
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lently  done  something  to  cause  not  only  the  stock  to  go  down,  but 
to  misappropriate  money  as  an  insider  trader,  perhaps. 

They  came  forward  to  tell  you  about  their  experience  with  it,  and 
how  it  affects  their  ability  to  be  productive  agents  for  an  economy 
that  needs  some  productive  agents  in  it. 

They  flew  in,  I  think,  from  California  for  the  most  part,  to  be 
with  you,  from  the  high-tech  region  of  the  country  where  jobs  are 
still  being  created.  And  they  came  to  tell  you  about  how  America 
used  to  work,  like  Mr.  Smith  going  to  Washington,  and  how  they 
wish  it  worked  again,  and  how  this  litigation  system  is  preventing 
it  from  working  the  way  it  used  to  work,  and  the  way  it  could 
work.  Then  they  got  on  a  plane  and  flew  home.  And  on  their  way 
home,  one  of  the  trial  lawyers  who  practices  in  this  field,  took  the 
stand  here,  and  he  began  to  do  what  trial  lawyers  do  in  these  kinds 
of  cases.  He  practiced  triple  A;  allege,  accuse  character,  assassinate 
if  necessary,  and  then  leave  it  to  you  and  everybody  else  who  heard 
these  charges  to  try  to  fight  your  way  through  to  find  the  truth. 

It  didn't  matter  whether  the  charges  were  true  or  not.  Just  laid 
them  out  for  you,  while  these  gentlemen  were  on  their  way  to  Cali- 
fornia, and  left  it  to  us  to  find  out  over  the  last  month  just  how 
factual  those  allegations  were.  Well,  we  did  some  research.  We 
checked  into  it.  I've  got  a  chart  up  here,  a  little  show-and-tell,  that 
perhaps  I  think  makes  the  case. 

I'm  going  to  run  you  through  a  couple  of  Mr.  Lerach's  allegations 
the  other  day  on  these  three  chairmen,  as  they  were  on  their  way 
to  California.  He  alleged,  for  example,  that  EMC  Corporation  chair- 
man, Richard  Egan,  sold  stock  just  before  the  stock  value  fell.  I 
checked  the  facts.  The  facts  are  that  the  suit  in  that  case  was 
thrown  out  of  court  because — these  are  the  court's  words — the  sales 
began  well  before  the  deterioration  of  EMC's  prospects.  The  court 
called  that  complaint  "dead  on  arrival." 

But  the  counsel  came  to  this  chamber  and  led  you  to  believe  that 
this  was  some  awful  insider  trader,  this  chairman  of  this  corpora- 
tion, who  ought  to  be  punished  somehow.  And  left  that  allegation 
sitting  here  for  someone  to  try  to  correct  it.  I've  tried  to  correct  it 
today. 

He  also  alleged,  in  his  appearance  here,  that  the  chairman  of 
Adaptec,  John  Adler,  was  sued  because  he  sold  stock  shortly  before 
the  share  price  collapsed,  alleging  an  enormous  fortune  was  made 
in  the  process. 

Here's  the  facts  about  Adaptec  and  the  suit.  The  stock  sale  took 
place  9  months  before  the  price  declined,  and  Mr.  Adler  actually 
bought  more  stock  1  month  before  the  decline  in  the  price.  And  all 
of  the  transactions  were  on  record,  as  they  all  are  on  record  with 
the  SEC  for  all  to  see,  including  the  counsel  who  made  this  horrible 
charge,  this  horrible  character  assassination  allegation  before  this 
committee  as  the  gentleman  was  flying  back  to  California  after 
having  done  his  civic  duty  in  coming  to  try  to  tell  you  what's  wrong 
with  this  system. 

Another  case  in  point.  Mr.  Lerach  mentioned  about  the  suit 
brought  against  Silicon  Graphics.  In  that  suit,  where  Mr.  Lerach 
talks  about  it  being  a  case  that  was  not  in  fact  a  frivolous  case, 
these  are  the  judge's  words: 
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The  class  actions  seem  to  be  falling  into  disfavor  these  days,  and  this  case 
is  one  example  why.  The  likely  outcome  was  a  settlement,  and  the  only  winners 
would  be  the  attorneys. 

There  was  a  lady  who  testified.  Mr.  Lerach  didn't  miss  her  ei- 
ther. He  talked  about  her  failure  to  disclose  to  you  her  relationship 
in  securities  firms.  Check  the  record,  gentlemen.  Check  her  state- 
ment. 

She  disclosed,  up  front,  that  she  worked  for  a  stockbroker  firm. 
And  yet  the  allegation  was  made  that  she  somehow  came  over  here 
and  failed  to  disclose  to  you,  her  relationship  to  stockbrokering. 

I  make  these  points  to  you,  and  there  are  others  on  the  board, 
just  to  make  the  case:  It's  so  easy  to  allege,  to  accuse,  to  character 
assassinate  companies,  individuals,  people  who  work  with  compa- 
nies and  individuals  who  make  public  stock  offerings,  and  then 
leave  it  to  them  to  pay  all  the  expenses  of  discovery  by  which  you 
have  to  disprove  these  negative  statements. 

Now,  gentlemen,  I'm  not  going  to  tell  you  that  some  stock  compa- 
nies are  not  headed  by  corporate  execs  who  are  proud  of  their  com- 
panies, and  who  may,  from  time  to  time,  make  very  optimistic 
statements  about  the  job  they're  doing  and  the  job  their  company's 
going  to  do.  But  that's  a  far  cry  from  fraudulently  luring  people 
into  investing  into  that  company.  There  ought  to  be  a  difference  in 
the  law. 

If  I  have  but  a  few  minutes,  Chris,  I'd  like  to  run  through  what 
we  have  proposed  on  the  House  side,  as  a  very,  one-two-three-four- 
step  process  where  we  could  cure  some  of  this,  where  we  could  help 
make  this  a  better  system,  where  investors  would  be  protected,  and 
companies  would  be  spared  some  of  this  awful  allege-accuse-assas- 
sinate  system  where  they  have  to  pay  people  off  just  to  make  them 
go  away.  Here's  what  we  suggest. 

First  of  all,  why  not  make  a  correlation  between  responsibility 
and  blame  by  establishing  proportionate  liability? 

Under  the  rule,  we  would  put  into  the  law  and  in  our  bill,  the 
decision  whether  to  sue  a  party  would  turn  on  the  merits  of  the 
claim,  not  on  the  needs  for  additional  sources  of  financing  the 
claim. 

This  business  of  suing  everybody  in  a  shotgun  approach,  every- 
body who  touched  the  securities  firm,  in  the  hopes  that  they'll  chip 
in  something  in  the  settlement,  that  the  insurance  will  be  enough 
to  make  a  good  settlement  pile,  ought  to  come  to  an  end. 

We  ought  to  attach  blame  where  it  really  lies,  and  if  someone 
committed  fraud,  go  after  them. 

Second,  the  bill  gives  the  plaintiffs  and  attorneys  an  incentive  to 
file  only  those  cases  in  which  the  claim  appears  to  have  merit  by 
providing  the  option  to  the  judge  of  requiring  the  losing  plaintiff  to 
pay  the  defendant's  legal  costs.  Just  makes  it  a  little  more  careful. 

Maybe  the  suit's  not  going  to  be  filed  within  the  first  3  hours. 
Maybe  the  plaintiffs  counsel  will  actually  investigate  a  little  bit  to 
see  whether  or  not  real  fraud  has  been  committed,  or  there  simply 
has  been  a  vacillation  of  volatility  in  the  stock. 

Third,  the  bill  distinguishes  between  honest  mistakes  and  fraud. 
We  ought  to  do  that  in  law.  We  ought  to  make  a  distinction  be- 
tween people  who  are  going  around  honestly  conducting  their  busi- 
ness and  making  mistakes,  and  those  who  lmowingly,  purposely  de- 
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fraud  people  in  our  society.  The  current  law  makes  no  such  distinc- 
tion. 

We  would  make  such  a  distinction  by  requiring  a  higher  stand- 
ard of  proof,  clear  and  convincing  evidence  that  the  defendant  in- 
tended to  commit  securities  fraud,  when  the  case  is  brought. 

And  finally,  we  would  attack  a  clear  series  of  abuses  in  the  litiga- 
tion system.  One,  we  would  bar  the  payment  of  bounties.  The  idea 
of  paying  people  for  bringing  them  lawsuits  ought  to  end  in  Amer- 
ica. And  second,  we  would  prohibit  attorneys  from  acting  as  counsel 
in  cases  in  which  they  have  a  financial  interest.  That  ought  to  be 
pretty  common  sensical  reform. 

Gentlemen,  we  don't  have  to  rewrite  securities  litigation  law.  We 
don't  have  to  throw,  as  some  people  say,  the  baby  out  with  the  bath 
water.  We've  got  a  good  set  of  laws.  We  need  to  improve  them.  We 
suggest  to  you  working  with  us  to  improve  them.  We  suggest  end- 
ing the  allege-accuse-assassinate  system. 

If  you  join  me  in  this  effort,  let  me  warn  you,  it  just  may  happen 
to  you  too.  The  first  thing  that  happened  when  we  filed  the  bill, 
the  allege-accuse-assassination  started. 

The  accountants  want  to  see  this  bill  passed.  They  support  those 
of  us  who  agree  with  them.  And  we  get  support  from  these  people 
in  the  political  process,  as  you  get  support  from  folks  who  agree 
with  you  in  your  campaigns. 

The  first  thing  that  happened  was,  accuse-and-assassinate.  Those 
then  supported  by  the  accountants  so  it  must  be  a  terrible  bill, 
must  be  something  wrong  here.  It's  the  same  old  game.  You  join 
me  in  an  attempt  to  improve  this  law,  you  may  be  subjected  to  it, 
too. 

But  I  ask  you  to  think  seriously.  We've  got  to  take  this  kind  of 
risk,  make  some  improvements  in  the  law.  We're  not  just  here  just 
to  be  here.  We  ought  to  make  a  difference.  We  ought  to  make  the 
laws  better  for  America.  And  here's  a  chance  to  do  it,  gentlemen. 

Thank  you. 

Senator  Dodd.  Thank  you  very  much. 

Congressman  Wyden. 

STATEMENT  OF  U.S.  REPRESENTATIVE  RON  WYDEN  FROM 

THE  STATE  OF  OREGON 

Representative  Wyden.  Mr.  Chairman,  thank  you.  I  very  much 
appreciate  the  chance  to  be  with  you,  and  certainly  agree  with 
much  of  what  I  have  heard  all  the  Members  saying,  and  my  friend, 
Congressman  Tauzin. 

I  first  want  to  commend  you  for  even  holding  these  hearings.  As 
someone  who  has  sat  through  more  than  twenty  hearings  on  the 
accounting  profession  over  on  the  House  side,  I  can  tell  you  one  of 
my  constituents  described  it  as  having  something  akin  to  the  sex 
appeal  of  prolonged  root  canal  work. 

These  are  extraordinarily  complicated  and  arcane  issues,  and  I 
appreciate  your  tackling  them. 

I  think,  Mr.  Chairman,  you  and  Senator  Domenici  both  said 
something  that  I  think  defines  the  kind  of  bipartisan  challenge 
that  we've  got  here.  You  said,  Mr.  Chairman,  that  there  are  great 
disagreements  on  the  question  of  legal  reform,  and  that  is  certainly 
the  case. 
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I  happen  to  be  for  it.  I  have  voted  for  product  liability  reform  leg- 
islation in  the  House,  along  with  Congressman  Tauzin,  when  we 
did  it  in  the  Commerce  Committee.  You're  absolutely  right;  there 
are  enormous  differences  of  opinion. 

Senator  Domenici,  to  his  credit  is  absolutely  right  in  saying  that 
the  securities  laws  are  primarily  there  to  help  the  investors.  And 
that's  what  this  is  all  about.  Beyond  our  sympathies  for  high-tech 
companies,  and  I  have  them  in  great  numbers  in  Oregon,  the  secu- 
rities laws  are  primarily  to  help  investors. 

So  I  would  hope  that,  as  the  debate  goes  forward  about  legal  re- 
form, we  could  address  one  issue  that  has  been  the  product  of  7 
years,  7  years  worth  of  public  discussion,  more  than  twenty  hear- 
ings, more  than  100  hours  of  formal  testimony  on  what  I  think  is 
the  public  interest  foundation  which  can,  in  effect,  lay  the  predicate 
for  moving  on  to  discussions  about  legal  reform. 

That  public  interest  foundation,  in  my  view,  is  more  aggressive 
efforts  by  auditors  to  look  for  fraud,  and  when  they  find  it,  to  re- 
port it  promptly  to  Government  regulators. 

I  think  all  of  you  and  our  colleagues  know  that,  again  and  again, 
what  we  found  during  the  1980's  was,  shortly  after  a  clean  audit 
was  issued,  we  would  have  a  major  public  corporation  go  belly  up. 
We  would  see  this  in  financial  services,  we  would  see  it  in  defense, 
we  would  see  it  in  health  care,  we  would  see  it  in  environment. 
Again  and  again  we  would  see,  right  after  a  clean  audit,  a  corpora- 
tion would  go  belly  up. 

It  prompted  the  Washington  Post,  in  an  editorial  last  year,  to  ask 
"Where  were  the  auditors? ' 

Now,  what  I  cr,n  tell  you  is  we  know  that  they  were  not  about 
the  task  the  U.S.  Supreme  Court  set  out  for  them  in  the  Arthur 
Young  case  in  1984,  which  was  to  recognize  that  their  responsibil- 
ities, first  and  foremost,  as  Senator  Domenici  talked  about,  ran  to 
the  investors  and  the  public,  and  not  to  the  client. 

So  what  we  have  tried  to  do  in  the  House  is  to  fashion  a  biparti- 
san bill  to  bring  about  more  aggressive  efforts  to  find  fraud  and  re- 
port it.  It  has  passed  the  House  now  with  bipartisan  support,  and 
I'm  very  hopeful  that  we  can  get  this  enacted  in  this  Congress  now 
when  there  is  agreement. 

The  auditors,  to  their  credit,  have  come  around  to  supporting  us. 
They  have  worked  closely  and  cooperatively  with  us.  The  Securities 
and  Exchange  Commission  supports  this.  The  Public  Oversight 
Board  supports  it.  And  we  have  to  have  it  because  the  internal 
changes  which,  as  Senator  Domenici  points  out,  are  clearly  a  step 
in  the  right  direction,  don't  go  far  enough. 

We  formally  have  to  change  the  process  when  an  auditor  resigns. 
What  happens  right  now,  it's  known  as  the  8K  process,  the  auditor 
is  supposed  to  indicate  why  they  resign,  thereby  giving  an  oppor- 
tunity for  regulators  to  follow  up. 

Unfortunately,  the  8K  process  is  still  a  system  that  allows,  in  a 
great  many  instances,  auditors  to  give  evasive  statements  that  list 
virtually  every  reason  but  the  truth  as  to  why  an  auditor  resigns. 

So  under  our  legislation,  we  would  force  a  prompt  disclosure  of 
it.  We  would  have  a  chance,  for  example,  to  deal  with  the  kind  of 
problem  that  we  saw  in  Charlie  Keating's  American  Continental 
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Corporation  case,  which  is  a  perfect  example  of  why  the  system 
doesn't  work. 

In  that  filing,  the  company  stated,  and  the  auditor  did  not  dis- 
agree, that  the  auditor  was  resigning  but  that  there  were  no  dis- 
agreements in  any  matter  of  accounting  principles  or  practices.  In 
fact,  there  was  massive  fraud  and  the  accountants  knew  it,  but  the 
system  did  not  require  that  there  be  prompt  disclosure  so  that  the 
Government  could  have  intervened  in  a  fashion  that  would  have 
really  protected  the  public  and  the  investors. 

Our  legislation  that's  passed  the  House  would,  for  the  first  time, 
specifically  require  auditors  to  report  publicly  when  a  company  is 
ripping  off  the  investor  and  the  public. 

Mr.  Chairman,  I  see  the  red  light  is  on.  In  the  House,  we  get  5 
minutes,  so  we've  had  some  practice  on  this. 

I  very  much  appreciate  your  willingness  to  dig  into  these  issues. 
We  have  come  a  long  way  on  fraud  reporting.  This  legislation  has 
passed  the  House  several  times.  It's  finally  gotten  a  consensus 
among  professional  groups.  I  think  that  the  professional  groups  un- 
derstand that  this  legislation  ought  to  pass  as  a  floor  of  public  pro- 
tection, so  that  there  then  can  be  discussions  of  how  next  to  change 
the  legal  system.  And  I  look  forward  to  working  with  you  and  our 
colleagues  on  a  bipartisan  basis  in  both  areas. 

Senator  Dodd.  Thank  you  very  much,  Ron,  for  your  testimony. 

You  and  I  have  talked  about  this  in  the  past,  and  I  know  how 
very  hard  you've  worked  over  a  long  period  of  time  on  this.  As  you 
know,  at  the  end  of  last  session,  there  was  a  procedural  problem 
we  had  that  had  nothing  to  do  with  the  substance  of  the  legisla- 
tion. 

Our  hope  is  that  it  will  be  a  part,  either  on  its  own  or  a  part 
of  something  else  in  a  larger  context.  But  I  know  of  no  one  who 
has  any  substantive  disagreements  with  what  you  have  fashioned 
and  worked  so  hard  on  over  the  years. 

Let  me  just  ask  of  both  of  you.  You  both  have  two  pieces  of  legis- 
lation. Do  you  both  support  each  others  bills? 

Representative  Tauzin.  Yes,  we  do. 

Senator  Dodd.  Are  you  cosponsors  of  each  others  bills? 

Representative  Tauzin.  Well,  let  me  not  speak  for  Ron.  I  totally 
support  the  effort  that  Ron  is  making.  And,  as  Ron  has  pointed  out, 
not  only  is  it  a  bipartisan  effort,  it's  an  effort  in  which  those  of  us 
on  the  subcommittee  and  the  full  committee,  Energy  Commerce, 
worked  collectively  to  produce.  It's  one  in  which  we've  worked  hard 
to  bring  the  professional  groups  in  support.  They  have  come  com- 
pletely behind  the  measure. 

Senator  Dodd.  You're  talking  about  Ron's  bill. 

Representative  Tauzin.  I'm  talking  about  Ron's  bill. 

Senator  Dodd.  Right. 

Representative  Tauzin.  I  will  not  speak  as  to  Ron's  support  for 
the  liability  reform  bill,  other  than  to  say  that  Ron  and  I  have  had 
many  discussions,  and  Ron  is  interested  in  helping  us  examine  this 
area,  and  see  whether  improvements  can  be  made. 

Senator  Dodd.  Let  me  ask  Ron. 

Representative  Wyden.  Mr.  Chairman,  I  have  voted  for  product 
liability  reform  in  the  House.  I  have  in  effect  crossed  the  Rubicon 
and  there  is  no  question  that  our  legal  system  needs  reform. 
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I  think  you  and  all  our  colleagues  know  what  a  difficult  task  this 
is,  in  order  to  bring  about  reforms  so  we  can  help  our  companies, 
while  at  the  same  time,  not  hurting  the  innocent  victims  that  Sen- 
ator Domenici  and  every  other  Member  wants  to  protect,  as  well. 

I  would  submit  to  you  that  I  believe  that  it  is  critical  that  we 
move  ahead  with  fraud  reporting  first,  in  an  area  where  we  have 
consensus,  where  it  is  possible  now,  as  a  result  of  7  years'  worth 
of  work  of  a  lot  of  Members  and  bipartisan  labor  to  have  a  consen- 
sus, pass  that  bill,  lay  the  foundation  of  protecting  the  public  inter- 
est, stopping  these  kinds  of  frauds  and  abuses  that  come  from  a 
system  that  doesn't  require  full  disclosure.  And  after  that  bill  is 
passed  and  signed  into  law,  then  begin  the  discussion  of  how  to 
proceed  on  legal  reform. 

I  think  it  is  the  view  of  the  profession  that  it  is  important  to  get 
fraud  reporting  out  of  the  way.  We  can  do  that  now.  We  have  a 
consensus. 

As  I  said,  I  believe  that  legal  reforms  are  needed.  I  voted  for 
them.  But  I  think  it  would  be  a  great  mistake  to  tie  the  two  to- 
gether. My  sense  is,  if  you  tie  the  two  together,  we  hang  ourselves 
up  again  for  eons  trying  to  address  thoughtfully  a  legal  reform  bill. 

I  would  say  on  the  basis  of  7  years  of  toiling  in  the  vineyards  and 
recognizing,  recognizing  that  Senator  Domenici  and  Congressman 
Tauzin  are  absolutely  right  in  saying  that  there's  a  very  real  prob- 
lem with  respect  to  the  legal  system,  I  would  ask  that  we  move  the 
fraud  reporting  first,  assure  the  public  that  before  we  start  talking 
about  other  issues,  we're  going  to  protect  their  interests  first,  and 
then  go  from  there. 

Senator  Dodd.  But  I  noted  you  voted  for  product  liability  reform. 
So,  given  the  opportunity,  you'd  vote  for  the  Tauzin  bill? 

Representative  Wyden.  Well,  I  think  we're  going  to  work 
through,  in  hearings,  carefully  how  to  address  it. 

Senator  Dodd.  I'm  going  to  nominate  you  for  an  ambassadorial 
post  in  a  minute. 

[Laughter.] 

Representative  Wyden.  Well,  having,  having 

Representative  Tauzin.  Senator,  if  I  can  jump  in  here,  let  me  tell 
you  quickly,  we're  not  wedded  to  every 

Senator  Dodd.  I  understand.  I  think  you  made  the  point. 

Representative  Tauzin.  — and  what  we're  literally  going  to  try  to 
do  is  negotiate  a  good  reform  package  with  you. 

Senator  Dodd.  I  don't  want  to  dwell,  I  don't  want  to  dwell. 

Let  me  come  back,  Billy,  to  your  bill.  There  are  a  couple  of  areas 
where  I  have  some — and  Senator  Domenici  knows  this — I  have  just 
some  fundamental  problems. 

The  English  rule,  for  instance,  I  just  think  is  a  dreadful  idea.  I'll 
be  very  blunt  with  you.  The  idea  that  we  will  require  the  losing 
side  to  pay  the  attorneys'  fees  has  such  a  negative  impact  on  your 
moderately  financed  plaintiff  that  you  just  discourage  people  from 
coming  forward  entirely. 

I'm  not  suggesting  there  are  not  cases  you'd  like  to  have  fee- 
shifting,  but  I  just  see  an  absolute  rule  as  being  a  major  blow  to 
people  who  don't  have  the  resources  to  come  forward.  You  just  beat 
them  financially. 
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Representative  Tauzin.  Well,  understand,  Senator,  we've  not  rec- 
ommended that  the  English  rule  be  in  effect,  in  every  case  a  losing 
defendant  pays  costs.  But  we  have  suggested  that  there  be  some 
option  to  the  judge  to  do  that,  where  it  is  clear  that  one  of  these 
cases  has  been  brought  just  to  see  if  they  can  exact  some  sort  of 
blackmail  settlement. 

Senator  Dodd.  That's  being  done  already.  There  is  some  discre- 
tion on  the  part  of  the  judge. 

Representative  Tauzin.  The  problem  is  that  rule  11  is  very  rarely 
exercised. 

Senator  Dodd.  But  it  exists.  It's  there  on  the  books. 

Representative  Tauzin.  Yes.  But  in  fact,  in  one  of  the  cases  that 
Mr.  Lerach  talked  about  and  that  the  chairmen  of  the  companies 
talked  about,  there  was  a  finding  but  there  was  no  merit  whatso- 
ever to  the  case,  but  the  judge  refused  to  use  rule  11  in  that  case. 
I  think  we  can  strengthen  that  provision  perhaps  in  this  reform, 
without  necessarily  going  to  the  English  rule. 

Senator  Domenici.  Mr.  Chairman. 

Senator  Dodd.  Let  me  just  finish  the  last  point,  Pete,  then  I'll 
turn  over  the  whole  thing  to  you. 

Your  bill  also  would  raise  the  preponderance  of  the  evidence 
standard  to  clear  and  convincing.  Not  even  the  SEC  has  to  meet 
such  a  high  standard  in  its  enforcement  cases,  as  you're  suggesting 
with  the  reform  here.  Why  would  you  apply  a  different  standard 
in  this  situation  than  the  SEC  has  to  meet? 

Representative  Tauzin.  Because  we're  talking  about  fraud.  It's 
simply  too  easy  today  to  allege  and  to  absolutely  vilify  not  only  the 
reputation  of  the  individuals  involved  but  the  whole  corporate 
structure  and  to  damage  the  success  of  that  company  by  alleging 
fraud.  It's  so  easy  to  say  that  because  some  statements  don't  jibe 
with  what  really  happened  in  the  real  world,  that  there  was  oDvi- 
ously  an  intent  to  defraud.  And  that  is  routinely  done  now.  It 
seems  to  me  we  ought  to  have  a  higher  standard  of  proving  fraud 
than  proving  negligence.  And  we  usually  do  in  the  law. 

Senator  Dodd.  OK. 

Representative  Wyden.  Mr.  Chairman,  can  I  just  add  a  point  on 
that? 

Senator  Dodd.  Yes.  Then  I'll  turn  to  my  colleague  from  New 
Mexico. 

Representative  Wyden.  You're  having  nominated  me  for  an  am- 
bassadorship is  much  appreciated,  but  I  think  your  questions  to  my 
colleague,  I  mean,  highlight  the  point.  There  are  a  number  of  areas 
in  the  Tauzin  bill,  that  I  think  will  get  bipartisan  support,  that 
make  sense.  Streamline  the  system,  don't  hurt  victims. 

There  are  other  areas  where  we've  got  a  lot  more  work  to  do. 
Let's  work  on  those  kinds  of  areas  while  at  the  same  time  going 
forward  with  something  where  there's  a  consensus  that  helps  the 
public. 

Senator  Dodd.  Let  me  just  ask  you,  Ron,  quickly.  And,  again,  I 
want  to  express  my  admiration  for  what  you've  done  with  your  bill. 
Your  obviously  trying  to  get  people  to  come  forward  to  detect  fraud. 

There  have  got  to  be  some  steps  that  you  think  need  to  be  taken 
by  issuers  and  accountants,  or  regulators,  for  that  matter,  to  better 
ensure  that  fraud  is  kept  out  of  the  securities  market  to  begin 
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with,  so  it's  not  just  a  question  of  detecting  it  and  then  reporting 
it,  but  how  do  you  stop  it  from  occurring. 

Your  bill  deals  with  getting  it  reported.  And  I  don't  disagree  with 
that.  But  are  there  some  steps  in  your  mind  that  could  be  taken 
to  discourage  it  from  ever  occurring  in  the  first  place? 

Representative  Wyden.  First  let  me  emphasize,  Mr.  Chairman, 
that  we  don't  want  this  bill  to  ever  kick  in.  I  mean,  what  we're  try- 
ing to  do  is  set  up  a  preventive  system. 

But  I  think  when  you  pass  the  fraud  reporting  legislation,  you 
are  sending  a  message  to  every  corporate  board  room  in  America. 
You  are  telling  every  corporate  board  room,  every  manager  in  that 
board  room  that,  for  the  first  time,  the  auditors'  responsibilities  are 
clearly  going  to  be  to  the  public  and  not  to  the  company. 

It  is  amazing,  there  was  a  op  ed  piece  written  in  the  New  York 
Times  recently  by  a  gentleman  named  Jay  Barris,  who  is  consid- 
ered one  of  the  premier  financial  services  lawyers  in  the  country. 
This  person  was  concerned  because  accountants  weren't  standing 
up  for  their  clients. 

This  is  an  individual,  one  of  the  premier  authorities,  and  he  was 
misrepresenting  what  the  Supreme  Court  said  the  profession's  all 
about.  One  of  the  premier  authorities  in  the  country  didn't  under- 
stand that  the  accountants'  responsibility  runs  to  the  public. 

I  think  when  you  pass  fraud  reporting,  you  send  a  message  to 
every  corporate  board  room  in  America  that  things  are  different. 
That  auditors'  responsibilities  are  not  primarily  to  the  company, 
but  to  the  public.  And  I  think  that's  the  real  preventive  benefit 
here  that  will  keep  these  frauds  from  breaking  out. 

Representative  Tauzin.  I  concur  in  that  view,  Senator.  I  think 
it's  correct. 

Senator  Dodd.  I  don't  think  there's  any  debate  here  on  that. 

Senator  Domenici. 

Senator  Domenici.  Well,  Mr.  Chairman,  you  indicated  your  dis- 
like for  the  English  rule. 

Frankly,  I  think  the  situation  is  so  far  out  of  hand,  whereas  10 
years  ago,  I  might  have  agreed  with  you,  but  I'm  not  so  sure  I 
agree  with  you  now.  Because  I  think  one  of  the  ways  to  put  balance 
back  in  this  is  to  send  a  message  to  the  lawyers.  He's  trying  to 
send  a  message  to  the  accountants  and  auditors  of  America. 

You  commented  that  you  would  not  want  to  stifle  lawsuits  for 
those  who  are  not  financially  able  to  bear  the  cost  of  bringing  a  law 
suit.  It  would  be  instructive  for  us  to  find  out  whether  a  class  ac- 
tion in  the  securities  area  under  the  Federal  Rules,  has  ever  not 
gone  forward  because  there  wasn't  enough  money.  The  class-action 
plaintiffs'  lawyers  put  up  the  money.  It's  all  contingent  fees.  The 
lawyers  hire  the  plaintiffs  in  these  cases.  That  is  part  of  the  prob- 
lem. 

Do  you  think  Pat  Reilly,  the  lady  who  came  here  and  told  us  that 
she  was  part  of  a  class-action  suit,  and  she  got  very  little  and  was 
complaining  about  it,  had  to  put  up  any  money?  She  didn't  tell  us 
she  had  to  put  up  a  whole  bunch  of  money  for  that  lawsuit  to  go 
forward.  Where  did  the  money  come  from?  Either  of  you  have  any 
idea  where  the  money  comes  from  for  the  filing  of  these  suits? 

Don't  the  lawyers  do  all  of  the  discovery  on  the  case?  If  we  win, 
we  get  paid  a  large  proportion  of  the  settlement  fund? 
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I  don't  think  you  ought  to  worry  too  much  about  not  being  able 
to  afford  class-action  litigation.  It  may  be  that  lawyers  won't  be 
able  to  afford  the  frivolous,  unmerited  law  suits  they're  filing,  and 
I  don't  know  that  anybody  should  consider  that  as  stifling  the  ap- 
propriate adjudication  of  issues. 

Nobody  ever  appointed  the  lawyers  of  America,  in  their  capacity 
as  lawyers,  to  be  those  who  are  supposed  to  prevent  what's  going 
on  that's  not  right  in  the  industry. 

Senator  Dodd.  Well,  Pete,  if  you'll  just  yield  for  a  second.  If  you 
change  the  law  to  say  that  and  strengthen  the  requirement  that 
judges  award  attorneys'  fees  to  the  losing  side,  you're  going  to  have 
a  very  different  reaction  by  the  trial  bar  in  these  matters.  They're 
no  longer  going  to  be  doing  it  the  way  you  suggest,  but  they're 
going  to  be  looking  for  that  money  up  front  from  their  clients, 
which  means  they're  going  to  have  clients  who  are  going  to  be  un- 
willing to  go  forward. 

Senator  Domenici.  First,  Mr.  Chairman,  I  don't  think  that's 
what  Representative  Tauzin's  bill  says.  It's  optional. 

But  we  have  prepared  language  heretofore.  You've  reviewed  it 
and  it's  not  whoever  loses  pays.  But  rather,  you  establish  some 
more  strenuous  burden  attached  to  that  loss.  It's  not  just  losing  a 
real  factual  case.  We  wouldn't  change  anything  there. 

Representative  Tauzin.  Senator,  if  I  may?  In  Financial  Executive 
Journal,  Mr.  Lerach  gave  an  interview  that  I  commend  to  your  at- 
tention about  how  these  lawsuits  are  prepared  and  filed  and  proc- 
essed. 

In  it,  he  states  that  today,  there's  a  vast  amount  of  information 
available  on  public  companies  that  was  simply  not  available  a  dec- 
ade ago.  For  instance,  it's  easier  to  obtain  securities  analysts'  re- 
ports on  a  company,  every  press  release  issued  by  the  company,  all 
inside  trading  records.  Today,  you  can  obtain  all  the  SEC  10K  fil- 
ings immediately,  on  a  disk.  It's  pretty  simple  now  to  get  a  lawsuit 
filed  within  hours  of  any  volatility  in  the  stock  prices.  And  that's 
what  occurred. 

Senator  Dodd.  We  asked  him  that  question.  I  think  there's  a 
good  example  where  some  reform  is  needed.  Very  honestly,  he  said 
the  reason  we  do  it  is  because  you  want  to  be  the  lead  firm.  And 
the  first  guy  to  file  is  the  one  that  gets  to  be  the  lead  firm.  Now, 
there's  ways  I  suspect  we  can  change  that  so  just  because  you  file 
first  doesn't  mean  you  get  all  the  action. 

Representative  Tauzin.  There  may  be  some  things  we  could  do 
there. 

I  only  suggest  to  you  that  it's  not  very  difficult  for  lawyers  to  get 
these  cases  filed;  it's  very  cheap  to  file  them.  Information's  already 
available  from  public  filings  for  them  to  get  enough  allegations  in 
the  suit  to  get  into  court,  and  then  it's  up  to  the  defendants  to 
come  up  with  all  the  money  in  the  discovery  process,  pending  the 
settlement,  which  usually  is  based  upon  how  much  it's  going  to  cost 
us  to  go  through  discovery,  how  much  can  we  pay  them  just  to  get 
them  away  from  us.  And  that's  not  a  good  system. 

Senator  Domenici.  Don't  they  also  have  lists  in  their  own  offices 
of  who  owns  stock  in  these  various  companies  so  that  the  lawyers 
can  select  their  plaintiffs? 
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Representative  Tauzin.  Yes.  That's  all  on  disk  too.  So  they  can 
call  around  and  get  all  their  plaintiffs  together  in  a  hurry. 

It's  a  very  simple  process.  They  have  gotten  as  high-tech  as  the 
companies  they're  suing,  for  Goa's  sake.  And  they  are  as  good  at 
using  computers  as  any  high-tech  firm  in  Silicon  Valley.  It's  not  a 
question  of  somehow  we're  going  to  change  the  law  and  keep  them 
out  of  court.  They're  going  to  go  to  court. 

What  we  want  to  do,  Senator,  is  ensure  that  when  they  make  al- 
legations of  fraud,  when  they  character  assassinate  not  only  the 
companies  but  all  these  individuals  that  serve  as  board  members 
and  officers  of  corporations,  people  who  dare  to  work  for  them  as 
accountants,  financial  advisors,  or  analysts,  and  allege  that  these 
people  are  fraudulent,  that  they're  somewhat  devious  characters  in 
our  economic  system,  that  thev  come  with  a  little  more  than  just 
an  allegation  or  charge  that  nooody  can  answer. 

Senator  Dodd.  Well,  Billy,  Fm  sympathetic  to  some  changes 
here,  but  in  fairness  I  should  point  out  that  under  Federal  law, 
when  you  allege  fraud  in  these  matters,  you  must  allege  it  with 
particularity.  That's  the  law.  It  says  particularity. 

Representative  Tauzin.  Senator,  look  at  the  particularities  up 
there.  It's  easy  to  allege  lie.  It's  easy  to  say  something. 

When  I  was  going  to  law  school,  one  of  our  professors  once,  al- 
ways quoted,  it's  a  simple  thing  to  accuse  the  Bishop  of  Boston  of 
bastardy;  it's  a  different  thing  to  prove  it.  It's  easy  to  allege  it  with 
particularity. 

But  look  at  the  facts  here.  Look  at  what  they  did  to  the  chairmen 
of  these  boards  of  these  companies  on  their  way  to  California,  and 
led  you  to  believe  they  were  such  devious  characters,  when  the 
facts  are  completely  opposite. 

Senator  Domenici.  Why  did  you  have  to  make  that  fellow  Catho- 
lic? Couldn't  you  have  said  somebody  else? 

[Laughter.] 

Representative  Tauzin.  You've  got  two.  You've  got  the  Chairman 
and  another  guy  right  here. 

Senator  Domenici.  Strike  that  from  the  record. 

[Laughter.] 

Representative  Tauzin.  In  the  Catholic  Church,  we  follow  a  pol- 
icy to  tell,  even  if  you're  not  asked,  you  know  how  it  goes. 

[Laughter.] 

Senator  Dodd.  All  right,  we're  moving  on  here,  I'll  tell  you.  This 
may  become  the  most  popular  hearing  in  Washington. 

Representative  Wyden.  Mr.  Chairman,  the  Jewish  kids  would 
like  no  part  of  this. 

[Laughter.] 

Senator  Dodd.  Senator  Bennett. 

Senator  Bennett.  Thank  you,  Mr.  Chairman. 

I  have  the  advantage  or  disadvantage,  depending  on  one's  point 
of  view,  of  not  having  gone  to  law  school.  So  I  approach  this  from 
a  slightly  different  perspective.  I'm  very  sympathetic  with  the  com- 
ments that  the  Congressman  has  made  and  the  allegation  versus 
fact  chart  that  he's  given,  because  I  have  seen  this  happen  in  the 
business  community. 

I  won't  repeat  the  story  that  I  repeated  at  our  earlier  hearing 
about  my  father's  experience  of  lawsuits  that  were  clear  blackmail. 
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filed  again  and  again,  in  a  routine  fashion,  simply  to  obtain  a  set- 
tlement. And  the  individual  riling  them  knew  they  were  without 
foundation,  and  the  company  settling  them  knew  they  were  with- 
out foundation.  But  both  realized  that  the  nuisance  value  was 
about  $100,000  every  year.  The  law  firm  would  file  it  every  year. 
The  company  would  settle  every  year  because  the  company  realized 
that  $100,000  a  year  was  cheaper  than  the  legal  expenses  of  de- 
fending themselves  appropriately. 

It  sounds  to  me  like  what  you're  proposing,  Congressman,  would 
go  a  long  way  toward  stopping  that  kind  of  nonsense.  And  I  do  not 
find  any  problem  with  saying  that  the  judge  now  has  the  option  to 
invoke  the  English  rule,  as  opposed  to  some  reform  advocates  who 
say  the  judge  must  give  the  losing  side  the  bill. 

I  think  that's  inappropriate.  I  agree  with  you  that  that  would 
provide  a  chilling  effect  in  many  circumstances.  But  if  someone 
knows  that  there's  always  the  possibility  that  the  judge  could  find 
his  suit  frivolous,  that  that  would  cause  him  to  go  in  with  a  slightly 
higher  threshold  of  proof  than  just  the  allegation  threshold  that  ex- 
ists now. 

There's  one  other  aspect  of  it  with  which  I've  had  some  personal 
experience  that  I'd  like  you  to  comment  on  briefly,  and  maybe  it 
does  not  belong  in  this  circumstance.  But  I  think  it  is  appropriate 
in  the  discussion. 

There  are  people  who  make  their  living  short-selling  stock,  and 
have  discovered  that  the  allegation  method  of  mouse  trapping  a 
company  can  cause  the  stock  to  drop,  and  thereby  create  short-sell- 
ing opportunities  that  they  can  take  advantage  of. 

Usually,  they  don't  file  suit  with  the  lawyers.  Usually,  they  find 
some  columnist  who  is  widely  read  who  will  repeat  the  rumor  in 
his  or  her  column,  watch  the  stock  drop,  and  then  the  short-seller 
cashes  in  on  the  drop  in  stock.  And  when  the  reality  comes  along 
weeks,  months  later,  and  the  stock  starts  to  recover,  the  short-sell- 
er has  made  the  profit  and  moves  on. 

Clearly,  these  strike  suits,  as  they  were  called  in  the  previous 
hearings,  present  tremendous  opportunities  for  a  short-seller.  The 
net  effect  on  a  company  who  goes  through  one  of  these  cir- 
cumstances is  that  management  time  is  devoted  to  issues  that  have 
nothing  to  do  with  building  the  company.  Lawyers  get  rich,  which 
means  that  management  resources  are  diverted  away  from  things 
that  would  build  the  company,  and  the  economy  overall  suffers. 

Now,  somebody  says,  oh,  it  isn't  that  big,  but  I  guess  the  chaos 
theorist  who  says,  when  the  butterfly  flaps  his  wings  one  place,  it 
causes  a  hurricane  someplace  else,  would  say  that  this  kind  of  ac- 
tivity does  hurt  the  economy  overall  as  it  has  its  ripple  effect.  We 
see  lower  jobs,  we  see  lower  profits,  and  ultimately,  from  a  Govern- 
ment point  of  view,  we  see  lower  tax  revenue  and  bigger  deficits. 

In  your  studies  of  this,  and  you  two  have  spent  more  time  look- 
ing at  this  than  I  have,  do  you  see  any  indication  that  some  people, 
in  addition  to  the  lawyers  getting  rich  on  these  fees  in  these  black- 
mail settlements,  are  using  this  kind  of  device  to  manipulate  the 
markets  and  make  short-sale  profits  by  pushing  things  down 
through  this  kind  of  allegation?  Or  is  that  a  chimera  out  of  my  in- 
experience? 
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Representative  Tauzin.  Senator,  I'm  sure  that  occurs,  just  as  I'm 
sure  that  in  political  campaigns,  there's  a  certain  amount  of  value 
in  your  opponent  saying  bad  things  about  you  to  bring  your  stock 
down.  While  we  would  certainly  like  to  discourage  both  of  those 
things  from  happening,  I'm  not  sure  we  can  make  them  illegal. 

What  we  ought  not  do  is  encourage,  unnecessarily,  the  filing  of 
those  kinds  of  suits  or  encourage,  in  our  own  business,  the  practice 
of  fraud  and  deceit  in  campaigning.  It's  the  same  kind  of  analogy. 
It  seems  to  me  that  the  more  you  permit  the  current  system  to 
exist  without  reforming  it,  the  more  you  permit  some  people  to  feed 
off  of  it  in  that  fashion,  just  as  some,  not  the  great  majority  of  law 
firms  in  America,  but  some  law  firms  are  clearly  feeding  off  of  rule 
10(b)(5)  cases. 

Just  as  some  who  will  use  that  same  process  to  feed  on  a  market 
that  would  cause  the  stock  to  go  down  in  the  face  of  allegations, 
such  as  you  had  before  this  committee,  I'm  sure  that  occurs.  I'm 
sure  that  there'll  always  be  people  willing  to  use  whatever  system 
we  devise  to  protect  against  fraud,  to  actually  commit  fraud  and 
sort  of  turn  things  on  its  head.  Again,  I'm  not  sure  we  can  make 
it  all  illegal,  but  we  doggone  well  ought  to  quit  encouraging  it. 

Senator  Bennett.  Thank  you. 

Senator  Dodd.  Thank  you  very  much,  both  of  you,  and  I  appre- 
ciate immensely  your  commitment  to  this  issue.  And  we'll  stay  in 
touch  with  you  on  it,  as  we  move  forward  here  and  try  and  craft 
some  legislation. 

Clearly,  we're  going  to  deal  with  product  liability  this  year.  We 
almost  did  last  year  when  we  came  within  a  vote  or  two  of  passing 
some  major  reforms  in  product  liability. 

Senator  Heinz  and  I  go  back  almost  7  or  8  years  ago,  trying  to 
get  something  done  in  that  area  with  Guido  Calibrezi,  the  Dean  of 
Yale  Law  School,  who  has  a  deep  interest  in  tort  reform.  I  think 
there's  an  appetite  here  to  want  to  do  something  in  this  area,  and 
I  think  it's  a  question  of  what  is  the  responsible  way  to  move.  So 
you've  contributed  significantly  to  that. 

Representative  Tauzin.  If  I  can  make  one  final  point,  Senator? 

Senator  Dodd.  Yes. 

Representative  Tauzin.  We  can  wait  for  the  major  tort  reform  to 
occur  in  America.  All  we  can  do,  as  Mr.  Wyden  has  suggested,  we 
can  move  forward  with  good  public  interest  legislation  requiring 
better  disclosure,  more  pressure  on  people  to  not  in  fact  be  careless 
or  fraudulent  in  their  statements  or  allegations  about  a  company's 
potential  success.  We  can  do  all  those  things,  but  we  ought  to,  si- 
multaneously, at  least  give  a  fair  playing  field  to  the  people  who 
are  going  to  accept  that  greater  public  responsibility.  Give  them 
some  chance  to  avoid  the  awful  horror  of  these  lawsuits. 

Senator  Dodd.  And  by  the  way,  let  me  just  say  for  the  purpose 
of  clarity  that  what  you  re  suggesting  is  not  the  pure  English  rule. 

Representative  Tauzin.  That  s  right. 

Senator  Dodd.  People  know  generally  what  the  English  rule  is. 

Representative  Tauzin.  Us  Cajuns  don't  like  the  English  rule 
much  either. 

[Laughter.] 

Representative  Tauzin.  They  kicked  us  out  of  Nova  Scotia  a  long 
time  ago,  if  you'll  recall. 
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Senator  Dodd.  Let  me  just  note,  so  people  know,  that  page  five 
of  Congressman  Tauzin's  bill,  says  that  if  the  court,  in  any  implied 
private  action  arising  under  this  act,  enters  a  final  judgment 
against  a  party  on  the  basis  of  a  motion  to  dismiss,  motion  for  sum- 
mary judgment,  trial  on  the  merits,  the  court  shall — and  this  is 
where  it  becomes  mandatory — upon  motion  by  the  prevailing  party, 
award  the  prevailing  party  reasonable  fees  and  other  expenses,  un- 
less the  court  determines  that  the  position  of  the  losing  party  was 
substantially  justified. 

My  point  here,  as  I  would  say  to  you,  while  it's  not  the  English 
rule,  it  can  still  have  the  same  effect.  Obviously  any  good  lawyer 
has  to  say  to  his  clients,  if  we  come  through  this  and  we  lose,  I'm 
coming  back  to  you  to  pick  up  these  fees.  I'm  not  going  to  swallow 
them  necessarily.  And  that's  where  I  get  a  bit  concerned  about  it. 
But  it's  not  the  English  rule,  per  se. 

Representative  Tauzin.  Senator,  we  have  a  rule  in  Louisiana. 
That  is,  if  you  file  a  lawsuit  and  you  try  your  case,  and  the  judge 
refuses  to  render  judgment,  and  a  prolonged  time  passes,  you  can 
file  a  motion  to  have  the  judge's  salary  suspended  until  he  renders 
judgment. 

Senator  Dodd.  That's  Louisiana,  though. 

[Laughter.] 

Representative  Tauzin.  But  the  point  I'm  making,  Senator,  is  no- 
body ever  uses  that  rule  because  it  guarantees  you  the  wrong  kind 
of  judgment. 

[Laughter.] 

Senator  Dodd.  C-SPAN  is  covering  this  live.  I  suspect  there  are 
going  to  be  a  few  people  who  are  going  to  try  using  that. 

Representative  Tauzin.  But  the  point  is  that  there's  some  rules 
that  just  don't  work.  We  think  we  can  build  a  better  rule  here. 

Thank  you. 

Senator  Dodd.  Thank  you.  Thank  you  both. 

We're  now  going  to  go  to  our  second  panel.  Let  me  introduce 
them  to  you,  and  ask  them  to  join  us. 

Jake  Netterville  is  chairman  of  the  board  of  the  AICPA,  from 
Baton  Rouge,  LA. 

Let  me  just  say,  Russell  Long  and  Senator  Bennett  Johnson 
called  me  and  have  spoken  highly  of  you,  Mr.  Netterville,  and  we're 
pleased  to  have  you  here  with  us. 

Mr.  Netterville.  Thank  you,  Mr.  Chairman. 

Senator  Dodd.  They  wanted  to  let  you  know  they  have  a  high 
regard  for  you. 

Professor  Abraham  Briloff  is  professor  emeritus  of  accounting  at 
the  Baruch  College  at  the  City  University  of  New  York. 

Mr.  Robert  Bowman  is  from  the  Financial  Executives  Institute  in 
New  York.  While  he  may  have  been  a  public  official  of  Michigan- 
Senator  Riegle  has  already  made  reference  to  him — he's  now  a  resi- 
dent of  Connecticut.  And  we're  pleased  to  have  Mr.  Bowman  with 
us. 

Maryellen  Andersen  is  with  the  Council  of  Institutional  Investors 
from  Hartford,  Connecticut.  We're  pleased  that  she's  here. 

Mr.  A.  A.  Sommer,  Jr.,  is  the  chairman  of  the  Public  Oversight 
Board  of  the  AICPA  in  Washington. 
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Melvyn  Weiss  is  a  partner  of  Milberg,  Weiss,  Bershad,  Hynes 
and  Lerach.  His  partner,  Bill  Lerach,  was  here  last  week.  We're 
pleased  to  have  Mr.  Weiss  with  us  this  week. 

Marc  Lackritz  is  president  of  the  Securities  Industry  Association. 

Ralph  Whitworth  is  the  president  of  the  United  Shareholders  As- 
sociation. Mr.  Whitworth  and  I  had  the  chance  to  meet  yesterday 
coincidentally  in  the  corridors  of  the  Congress. 

Mr.  Ralph  Nader  is  with  Public  Citizen  and  no  stranger  to  the 
committee  process  here  or  to  most  people  in  this  country  on  issues 
of  public  concern  and  consumer  interest,  and  he's  a  Connecticut 
resident,  I  might  add.  We're  loading  up  with  the  nutmeg  State  here 
this  morning. 

We  welcome  all  of  you. 

I  apologize  in  sort  of  crowding  you  in  here,  but  it  seemed  to  be 
the  best  way  to  proceed,  so  we  can  get  some  dialog  going  between 
you. 

I'm  going  to  ask  you  to  try  and  keep  your  remarks  down  to  that 
time  of  5  minutes  or  so,  so  we  can  get  through  your  testimony  as 
quickly  as  possible,  and  then  get  to  the  questions. 

Mr.  Netterville,  we'll  begin  with  you.  And  again,  thanks  for  being 
here,  and  keep  your  eye  on  that  clock. 

STATEMENT  OF  JAKE  L.  NETTERVILLE,  CHAIRMAN  OF  THE 
BOARD,  AMERICAN  INSTITUTE  OF  CERTIFIED  PUBLIC  AC- 
COUNTANTS, BATON  ROUGE,  LA;  ACCOMPANIED  BY:  MARK 
GITTENSTEIN,  SPECIAL  COUNSEL  TO  AICPA  AND  FORMER 
CHIEF  COUNSEL,  SENATE  JUDICIARY  COMMITTEE 

Mr.  Netterville.  Thank  you,  Mr.  Chairman,  and  Members  of 
the  subcommittee. 

I'm  Jake  Netterville,  managing  partner  of  Postlethwaite  & 
Netterville,  a  90  person  accounting  firm  in  Baton  Rouge,  LA.  I'm 
here  today  as  chairman  of  the  board  of  the  American  Institute  of 
Certified  Public  Accountants,  a  national  professional  association. 

With  me  is  Mark  Gittenstein,  former  chief  counsel  of  the  Senate 
Judiciary  Committee,  who  is  serving  as  special  counsel  to  the 
AICPA  on  civil  justice  matters. 

While  I  can  speak  from  the  experience  of  the  accounting  profes- 
sion, I'm  not  a  lawyer.  Mark  can  better  respond  to  questions  on 
particulars  of  civil  litigation  reform.  So  with  your  permission,  Mr. 
Chairman,  I'd  like  for  him  to  join  me  at  the  table. 

Senator  Dodd.  Well,  he  can  sit  there.  But  let  me  tell  you, 
everybody's  got  someone  they  want  to  bring,  and  so  why  don't  you 
give  us  your  testimony,  and  if  we  get  into  some  difficult  questions 
and  you  need  a  lawyer,  we'll  hire  him  for  you. 

[Laughter.] 

But  in  the  meantime,  if  everybody's  got  a  backup  in  here,  we'll 
never  get  through  this. 

Senator  DOMENICI.  It's  going  to  be  on  a  contingency  basis,  how- 
ever. 

[Laughter.] 

Senator  Dodd.  Yes,  I'm  sure. 

Senator  Domenici.  It's  nice  to  have  you  back  in  the  Senate  too, 
I  would  say. 
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Mr.  Netterville.  Let  me  say  at  the  outset  that  we're  not  here 
to  try  to  close  the  courthouse  door  on  victims  of  fraud,  nor  do  we 
wish  to  shield  knowing  perpetrators  of  fraud  from  any  liability  to 
which  the  present  system  exposes  them.  We  propose  no  such  thing. 

But  the  current  system  is  broken,  plain  and  simple.  The  evidence 
is  compelling  and  can  no  longer  be  ignored.  The  securities  litigation 
system  is  actually  obstructing  the  strong  financial  reporting  that 
investors  need.  It  prevents  defrauded  investors  from  recovering 
anything  but  a  few  cents  on  the  dollar.  And  it  fails  to  deter  fraud 
because  meritorious  and  non-meritorious  claims  are  treated  the 
same. 

If  all  cases  have  the  same  settlement  value,  regardless  of  merit, 
if  real  con  artists  in  management  are  treated  the  same  as  innocent 
managers,  if  accounting  firms  with  crooked  CPA's  are  treated  the 
same  as  firms  with  accountants  who  have  no  intent  to  deceive,  how 
could  this  system  do  any  more  than  breed  cynicism,  rather  than 
deter  fraud? 

In  fact,  the  data  supplied  at  last  month's  hearings  by  the  oppo- 
nents of  securities  litigation  reform  actually  make  this  case.  For  ex- 
ample, I  asked  Mr.  Gittenstein  to  analyze  the  data  supplied  at  that 
hearing  by  Mr.  Lerach,  a  plaintiffs  attorney. 

Mr.  Chairman,  I  request  that  this  analysis  be  entered  into  the 
record. 

In  the  20  settlements  Mr.  Lerach  referred  to,  the  average  share- 
holder who  sued,  recovered  a  mere  14  cents  on  the  dollar  of  the 
damages  claimed,  a  number  consistent  with  three  other  studies  dis- 
cussed at  the  panel's  last  hearing  on  these  issues.  And  there  is 
more  evidence  the  system  is  broken. 

Two  professors  at  the  University  of  California  at  Berkeley  have 
studied  550  companies  that  had  information  that  would  surprise 
market  analysts  if  disclosed;  both  good  news  and  bad  news.  The 
overall  conclusion  of  the  study  was  that  managers  were  extremely 
reluctant  to  provide  unexpected  information  that  was  not  man- 
dated. The  professors  concluded  it  was  because  of  the  litigation 
threat. 

I  would  ask  that  this  study  also  be  made  a  part  of  the  record. 

An  especially  unsettling  effort  of  the  liability  threat  was  that 
managers  were  actually  more  willing  to  disclose  bad  news  than  to 
disclose  good  news.  But  most  disturbing  is  the  finding  that  over 
half,  over  50  percent  of  the  companies  surveyed  did  not  disclose  in- 
formation in  their  possession,  good  or  bad,  that  had  direct  market 
value  to  investors.  That's  not  all,  Mr.  Chairman. 

Unfair  and  excessive  liability  exposure  also  impedes  auditors' 
ability  to  assume  new  responsibilities  in  such  areas  as  forward 
looking  financial  data.  For  example,  the  Institute,  American  Insti- 
tute of  CPA's,  is  proposing  a  new  standard  which  would  require 
management  to  make  disclosures  on  risks  and  uncertainties,  and 
auditors  to  report  on  those  disclosures. 

Wouldn't  an  investor  like  to  know  that  the  company  might  have 
to  cover  a  possible  cash  shortage  by,  for  example,  disposing  of  a 
line  of  business? 

Yet  many  of  the  comment  letters  we're  hearing  on  this  new  pro- 
posal are  opposed  to  it,  not  on  its  merits,  but  because  of  the  in- 


301 

creased  liability  exposure  this  new  responsibility  would  create  for 
accountants  who  would  audit  these  additional  disclosures. 

Mr.  Chairman,  I  know  some  are  concerned  that  somehow  data 
regarding  the  incidence  of  securities  fraud  suits  suggests  that  this 
is  not  a  serious  or  growing  problem.  In  fact,  the  data  show  that 
these  cases  are  increasingly  targeted  at  high-tech  companies,  the 
ones  on  the  cutting  edge  of  America's  global  international  competi- 
tiveness. 

What's  more,  we're  talking  about  some  of  the  largest  cases  in  the 
Federal  courts.  The  average  securities  fraud  case  against  the  larg- 
est accounting  firms,  for  example,  is  $80  million.  Tnis  is  not  your 
simple  breach  of  contract  dispute  between  parties.  Each  securities 
class-action  suit  involves  several  thousand  claimants. 

For  the  268  suits  mentioned  in  these  hearings,  we  calculate  that 
the  alleged  damages  total  over  $10.7  billion,  further  evidence  of  the 
magnitude  of  a  problem  that  cannot  be  ignored  by  this  subcommit- 
tee. 

Before  we  ask  for  your  help  to  repair  the  securities  litigation 
structure,  however,  I  think  it's  only  right  for  the  accounting  profes- 
sion to  ask  itself:  what  can  CPA's  do  to  improve  the  financial  re- 
porting system?  Let  me  briefly  describe  what  we  are  doing. 

The  AICPA  has  recently  developed  a  program  it  believes  will  fur- 
ther improve  the  value  of  financial  information  and  the  public's 
confidence  in  it.  This  is  our  white  paper  on  meeting  the  financial 
reporting  needs  of  the  future.  And  you  have  a  copy  of  that. 

Here  are  just  a  few  of  our  proposals: 

We  heartily  endorse  all  25  recommendations  of  the  Public  Over- 
sight Board,  and  we  thank  them  for  their  valuable  contribution. 

We  propose  a  new  disciplinary  system  under  which  every  single 
CPA  will  know  his  or  her  profession  and  will  respond  swiftly  and 
forcefully  to  substandard  work  or  professional  misconduct.  The 
message  is  clear.  We  will  rid  our  profession  of  bad  apples. 

We  propose,  for  the  first  time,  to  close  the  revolving  door  between 
accounting  firms  and  audit  clients  with  a  1-year  waiting  period  be- 
fore an  audit  partner  can  be  hired  by  a  client. 

The  accounting  profession  will  establish  a  systematic  process  for 
reviewing  previous  cases  of  fraud  to  learn  from  our  past  mistakes. 
And  we  enthusiastically  endorse  Representative  Wyden's  bill,  the 
Financial  Fraud  Detection  and  Disclosure  Act  to  facilitate  this 
early  detection  and  reporting  of  financial  fraud. 

In  conclusion,  Mr.  Chairman,  we  have  a  securities  litigation  sys- 
tem which  works  contrary  to  the  basic  principles  of  civil  justice, 
and  weakens  the  financial  reporting  system  upon  which  investors 
rely.  How  can  we  fix  it? 

Let  me  suggest  a  set  of  principles  to  guide  the  legislative  remedy. 

First,  reform  should  facilitate  the  disclosure  of  useful  financial 
information  and  the  auditing  of  those  disclosures. 

Second,  reform  should  increase  incentives  for  people  who  are 
truly  defrauded  to  obtain  the  compensation  they  deserve. 

Third,  reform  should  increase  incentives  for  innocent  defendants 
to  go  to  trial  to  vindicate  themselves. 

And  fourth,  reform  should  deter  manipulation  of  the  judicial  sys- 
tem through  which  some  overreaching  attorneys  profit  by  pursuing 
plainly  meritless  cases. 
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The  evidence  is  unmistakable.  The  securities  laws  are  working 
exactly  contrary  to  the  principles  of  investor  protection  and  civil 
justice.  The  problem  cries  out  for  reform.  The  solutions  are  com- 
plex, Mr.  Chairman,  and  we're  here  to  work  with  you  every  step 
of  the  way. 

Thank  you. 

Senator  Dodd.  Thank  you  very  much,  Mr.  Netterville.  That  was 
excellent  testimony.  We  thank  you  for  being  here. 

Mr.  Sommer,  it's  a  pleasure  to  have  you  before  the  committee.  I 
should  have  made  note  at  the  time  I  introduced  you  that  you've 
had  a  very  distinguished  record  of  public  service  to  this  country, 
and  we're  all  deeply  indebted  to  you. 

As  a  former  SEC  Commissioner,  and  having  worn  a  variety  of 
other  hats  over  the  years,  and  in  many  different  bar  associations 
and  the  like,  and  today  the  Chairman  of  the  Public  Oversight 
Board,  you've  fulfilled  many  public  responsibilities,  and  we're 
pleased  to  have  you  back  before  this  committee.  I  presume  it's  be- 
come familiar  surroundings  to  you  over  the  years. 

Mr.  Sommer.  Yes. 

Senator  Dodd.  It's  a  pleasure  to  see  you  again. 

STATEMENT  OF  A.A.  SOMMER,  JR.,  CHAIRMAN,  PUBLIC  OVER- 
SIGHT BOARD,  AMERICAN  INSTITUTE  OF  CERTIFD3D  PUBLIC 
ACCOUNTANTS,  WASHINGTON,  DC 

Mr.  Sommer.  Thank  you  for  your  gracious  words,  Mr.  Chairman. 

Mr.  Chairman,  Members  of  the  subcommittee,  on  behalf  of  the 
Public  Oversight  Board  and  myself,  we  appreciate  the  opportunity 
to  be  here  before  you  and  discuss  this  very  important  topic. 

While  time  is  scarce,  I  would  like  to  say  a  word  about  what  the 
Public  Oversight  Board  is.  It  was  organized  in  1977  to  oversee  a 
new  program  initiated  by  the  AICPA  to  compel  firms  or  to  cause 
firms  that  audited  publicly  held  companies  to  undergo  periodic  peer 
reviews. 

The  purpose  of  the  Public  Oversight  Board  was  to  assure  that 
that  program  was  carried  out  in  the  public  interest,  and  not  simply 
for  the  benefit  of  the  accounting  profession.  The  Board  consists  of 
five  people,  it  is  independent.  While  its  financing  comes  from  the 
dues  of  the  members  of  the  program  it  oversees,  it  has  absolutely 
unbridled  discretion  as  to  how  it  will  spend  money,  how  much  it 
will  spend,  what  it  will  pay  its  staff,  what  it  will  pay  its  members, 
or  who  will  be  on  the  board.  It  is  totally  unbridled  and  it  can  only 
be  abolished  if  the  entire  program  is  abolished,  which  is  unthink- 
able, given  the  place  it  has  in  the  self-regulatory  pattern. 

John  McCloy  was  the  first  chairman,  a  very  distinguished  man 
who  established  standards  of  integrity  and  independence  that  all  of 
his  successors  and  hopefully  the  present  incumbents  in  office  have 
preserved. 

You  know  many  of  those  people  who  are  on  that  board.  We  have: 
Mel  Laird,  former  Secretary  of  Defense,  a  very  distinguished 
former  Member  of  the  House;  Paul  McCracken,  former  Chairman 
of  the  Council  of  Economic  Advisers;  Bob  Froehlke,  who  was  the 
Secretary  of  the  Army  and  served  after  that  with  the  distinction  as 
Chairman   of  Equitable   Life   and   IDS   Mutual   Funds;   and   Bob 
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Mautz,  who  is  a  very  distinguished  former  accounting  educator,  re- 
tired accounting  educator. 

In  the  aggregate,  we  have  42  years  of  experience  on  this  board, 
and  it  has  given  us  a  unique  vantage  point  from  which  to  judge  the 
problems  of  the  accounting  profession,  it's  shortcomings,  and  what 
should  be  done  to  make  it  a  stronger  profession,  able  to  perform 
its  activities  and  its  responsibilities  better. 

We  had  observed  for  some  time  the  problem  of  litigation  in  the 
profession,  and  we  had  intended,  at  some  point,  to  speak  out  on 
that  and  other  problems.  Our  work  was  hastened  somewhat  when 
we  were  asked  by  leaders  of  the  profession  whether  we  would  sup- 
port the  effort  to  secure  legislation  that  would  provide  for  separate 
and  proportionate  liability,  rather  than  joint  and  several,  as  a 
means  of  allocating  damages. 

However,  our  study  indicated  to  us  that  litigation  was  only  a 
part  of  the  problem  confronting  the  profession.  The  major  problem, 
to  use  a  term  that  has  been  commonly  used  in  many  contexts,  is 
that  there's  an  expectation  gap.  Some  of  that  is  because  people 
don't  understand  what  financial  statements  are  and  what  an  audit 
means.  But  more  importantly,  there  is  a  responsibility,  in  our  judg- 
ment, for  the  profession  to  undertake  additional  measures  to  close 
that  gap. 

In  the  report  that  you  received  when  we  first  issued  it  in  March, 
and  additional  copies  of  which  were  delivered  to  your  offices  yester- 
day, we  set  forth  25  recommendations  addressed  to  various  parties, 
including  preeminently  the  accounting  profession,  as  to  things  that 
should  be  done  to  close  the  expectation  gap  and  increase  the  credi- 
bility of  financial  statements  and  hopefully,  as  a  byproduct,  reduce 
litigation  risk. 

Among  these  are:  Increased  measures  to  detect  fraud;  reporting 
by  auditors  on  internal  controls;  greater  skepticism  in  audits;  and 
reporting  on  risks  and  uncertainties,  as  mentioned  by  Mr. 
Netterville.  We  recommend  radical  changes  in  some  of  the  rules 
and  practices  that  prevail. 

Our  perception  of  the  public  interest  is  that  there  must  be  a 
healthy,  dynamic,  informed  auditing  function  in  this  country  if  we 
are  to  preserve  our  capitalistic  system  where  lenders  and  equity  in- 
vestors provide  the  capital  we  need  to  create  jobs  and  continue  the 
growth  of  our  economy. 

Audits  must  be  performed  by  people  who  are  well-trained,  who 
are  competent,  and  who  have  integrity,  competence  and  independ- 
ence. If  we  cease  to  have  people  like  that  in  the  profession,  the  pub- 
lic interest  will  be  severely  damaged. 

We  believe  that  the  litigation  threat  that  exists  today  with  re- 
gard to  the  accounting  profession  poses  a  real  danger  that  that 
kind  of  a  profession  is  going  to  be  undermined  in  a  number  of 
ways. 

For  one  thing,  many  informed  observers  believe  that  the  amounts 
of  damages  being  sought  in  many  of  these  cases,  and  some  of  the 
judgments  that  have  been  rendered,  create  a  likelihood  that  one  or 
more  of  the  major  firms  may  collapse,  with  resulting  liability  not 
only  for  the  firm,  but  for  the  individual  partners  who  cannot  be  in- 
sulated under  the  present  procedures  from  liability. 
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If  that  occurs,  I  think  it  is  easy  to  imagine  the  extent  to  which 
there  will  be  an  exodus  from  the  profession,  the  extent  to  which 
people  will  refuse  to  join  the  profession  if  they  are  going  to  be  ex- 
posed to  this  massive  exposure  to  liability,  not  only  to  their  capital 
in  the  firm,  but  to  their  personal  fortunes. 

There  is  evidence  today  that  there  is  already  a  reluctance  on  the 
part  of  students  coming  out  of  business  schools  to  enter  this  profes- 
sion. There  is  probably  more  than  one  cause  of  that,  but  certainly 
fear  of  litigation  and  trie  liability  that  they  may  be  assuming  is  one 
of  those. 

Furthermore,  as  Mr.  Netterville  mentioned,  firms  today  are  re- 
luctant to  undertake  responsibility  for  auditing  and  reporting  upon 
additional  kinds  of  information  that  business  and  investors  need, 
such  as  forward-looking  information  and  reporting  on  risks  and  un- 
certainties. A  number  of  types  of  information  have  become  nec- 
essary for  sound  investing,  and  that  information  is  not  enjoying  the 
additional  credibility  that  flows  from  an  auditor's  opinion. 

The  change  that  is  proposed  for  allocating  damages,  in  our  esti- 
mation, is  one  step  and,  frankly,  a  relatively  small  one  in  the  direc- 
tion of  remedying  the  problem  that  exists. 

All  of  us  have  sympathy  for  the  investor  who  is  defrauded.  All 
of  us  have  sympathy  for  the  person  who  is  a  loser  because  of  some 
misdeed  on  the  part  of  anyone;  auditor,  management,  directors,  or 
who.  However,  we  believe  it  is  only  fair  that  that  damage  should 
be  allocated  on  the  basis  of  the  extent  to  which  each  of  the  defend- 
ant parties  has  been  responsible  for  the  harm.  And  we  do  not  be- 
lieve that  anyone,  not  only  accountants,  but  other  people  as  well, 
should  be  held  responsible  for  damages  that  they  did  not  cause. 
There  is  a  need  today  for  more  radical  reform  in  the  tort  system 
than  has  been  proposed. 

One  of  our  responsibilities  at  the  POB — and  I  only  have  about 
one  minute,  Mr.  Chairman — one  of  our  responsibilities  is  to  review 
all  of  the  cases  that  are  filed  against  auditing  firms  that  relate  to 
publicly  held  companies. 

We  review  those  very  carefully.  Time  and  again,  we  encounter 
cases  that  are  demonstrably  misfired,  demonstrably  not  appro- 
priate cases  to  be  brought  against  the  auditor.  Some  of  those  cases 
involve  charges  of  misdeeds  on  the  part  of  an  auditor  at  a  time 
when  the  auditor  wasn't  even  retained  by  the  company. 

Congress  should  consider  favorably  a  proposal  with  regard  to  the 
allocation  of  damages  for  wrongdoing.  But  there  is  a  broader  and 
deeper  problem  here  that  I  would  hope  Congress  in  due  course  will 
address. 

Thank  you  very  much  for  your  attention,  and  again,  I  appreciate 
the  opportunity  to  appear  before  you. 

Senator  Dodd.  Thank  you  very  much,  Mr.  Sommer. 

I'm  going  to  jump  over  Professor  Briloff,  if  you  don't  mind.  Mr. 
Whitworth  has  a  meeting  he's  committed  to,  that  he's  going  to  then 
come  back  from,  as  I  understand  it.  So  let's  take  Mr.  Whitworth's 
testimony  now.  We'll  then  excuse  you,  but  we  expect  you  to  come 
on  right  back  after  that  meeting,  and  I  appreciate  the  significance 
of  the  meeting.  I'm  sure  your  colleagues  at  the  table  won't  mind 
you  going  ahead. 
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STATEMENT  OF  RALPH  V.  WHITWORTH,  PRESIDENT,  UNITED 
SHAREHOLDERS  ASSOCIATION,  WASHINGTON,  DC 

Mr.  Whitworth.  Thank  you.  I  appreciate  that,  Mr.  Chairman. 

I  iust  wanted  to  start  out  by  commending  the  subcommittee  for 
holding  these  hearings,  and  commending  you,  Mr.  Chairman,  and 
the  subcommittee  for  the  powerful  commitment  that  you've  had 
over  the  past  several  years  to  individual  investor  protection,  par- 
ticularly in  the  late  1980's,  the  turmoil  there,  and  with  the  partner- 
ship rollups  and  now  on  this  issue.  Of  course,  Til  just  summarize 
my  remarks,  and  you'll  accept  the  full  testimony  in  the  record. 

I'm  here  to  say  that  our  system  of  private  rights  of  action  has 
evolved  into  a  game  of  gotcha  litigation,  and  that 

Senator  Dodd.  Why  don't  you  tell  us  a  bit  about  who  you  rep- 
resent. 

Mr.  Whitworth.  Yes.  I'm  with  the  United  Shareholders  Associa- 
tion, 65,000  members,  non-profit,  based  here  in  Washington.  We 
have  members  in  all  50  States  and  in  fact  in  some  foreign  coun- 
tries. 

I  think  my  dad  used  to  tell  me,  he  said,  you've  got  to  watch  it 
because  sometimes,  when  you're  up  to  your  neck  in  alligators,  you 
forget  that  you  were  originally  there  to  drain  the  swamp.  I  think 
that's  what  we're  looking  at  here,  because  when  I  went  back  to  the 
legislative  history  on  this  issue,  in  fact,  I  took  it  clear  back  to  Jus- 
tice Brandies  at  the  turn  of  the  century  when  he  first  started  talk- 
ing about  this,  and  looked  at  the  legislative  history,  looked  at  the 
comments  in  the  implementing  regulations  at  the  time  that  these 
rules  were  set  up.  And  the  record  bears  absolutely  no  resemblance 
to  what  we  see  today  as  far  as  winners  and  losers  and  who  the 
players  are. 

People  talk  about  this  being  an  extraordinarily  complex  issue 
and  arcane.  But  if  we  step  back  and  look  at  what  we  were  trying 
to  do  originally  with  these  regulations,  we  were  trying  to  catch  per- 
petrators of  fraud  and  penalize  them,  trying  to  compensate  victims, 
and  trying  to  deter  future  fraud. 

All  you  have  to  do  now  is  see  if  that's  happening,  and  it  abso- 
lutely is  not.  In  fact,  the  victims  are  paying  now,  the  victims  that 
we  were  trying  to  protect  at  that  time. 

The  system  of  penalties  and  incentives  that  Congress  con- 
templated at  that  time  has  turned  upside  down.  Today,  the  win- 
ners in  these  suits  are  invariably  lawyers  who  collect  contingency 
fees,  professional  plaintiffs,  if  you  can  believe,  who  for  all  intents 
and  purposes  are  paid  bonuses  to  bring  these  cases  and  in  cases 
where  real  fraud  happened,  the  executives  and  the  board  members, 
who  use  corporate  funds  and  corporate  funded  insurance  policies  to 
escape  personal  liability. 

You  very  seldom  see  a  case  where  personal  liability  is  exacted 
against  an  officer  or  a  director  because  of  settlements  and  insur- 
ance policies.  And  the  one  constant  in  this  is  that  shareholders  pay 
for  all  of  it.  In  fact,  in  many  cases,  shareholders  get  hit  three 
times.  They  get  hit  for  the  original  fraud,  if  there  was  fraud.  They 
get  hit  when  the  suit  is  filed  because  the  stock  goes  down  then. 
Then,  they  get  hit  when  they  get  soaked  when  these  contingency 
fees  are  paid.  Finally,  they  end  up  with  pennies  on  the  dollar, 
which  you've  heard  plenty  about.  But  even  when  these  pennies  on 
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the  dollar  trickle  down  to  the  shareholders,  to  the  extent  that  they 
still  own  stock  in  the  company,  they're  being  paid  with  their  own 
money.  Or,  if  an  insurance  company  pays  for  it,  they  pay  for  in- 
creased insurance  premiums  through  their  investment  in  the  com- 
pany. 

For  this  system  to  effectively  deter  fraud,  compensate  victims 
and  penalize  perpetrators,  we've  got  to  realign  the  incentives.  We 
need  more  incentives  to  press  meritorious  cases  to  ultimate  adju- 
dication, and  we  need  fewer  incentives  to  file  frivolous  cases.  That 
seems  axiomatic,  but  that's  the  heart  of  it.  In  fact,  today,  the  meri- 
torious cases  and  the  marginal  cases  are  often  treated  exactly  the 
same  because  the  incentive  of  the  managers  of  these  lawsuit  fac- 
tories incentive  is  to  maximize  their  share  of  the  settlement  at  the 
earliest  possible  time,  and  move  on  to  the  next  case. 

I  use  the  analogy  of  maximizing  profits  because  I'm  convinced 
that  many  of  these  firms  analyze  these  cases,  just  like  you  analyze 
a  business  proposition.  They  apply  present  value  analysis  to  their 
expenses,  they  present  value  their  resources,  find  out  when  they 
might  get  a  settlement  and  how  much  it  might  be,  and  decide 
whether  to  take  the  case. 

In  fact,  I  had  a  conversation  with  a  partner  in  one  of  these 
prominent  firms,  and  I'm  going  to  give  you  a  little  bit  on  that  con- 
versation. Incidentally,  one  of  the  plaintiffs  lawyers  that  I  was 
talking  to  earlier  this  week  said,  "well,  you  can't  tell  that  story  be- 
cause it's  hearsay."  So  I'll  just  tell  you  that  this  is  hearsay,  but  I 
think  it's  very  valuable  that  you 

[Laughter.] 

— that  you 

Senator  Dodd.  You  may  need  a  lawyer  over  there,  I  think. 

[Laughter.] 

Mr.  Whitworth.  — that  you  hear  it. 

OK  So  here's  what  I  was  told.  That  the  firm  has  to  be  prepared, 
they  need  to  be  set  up  to  strike  very  quickly,  and  we  heard  earlier 
why  that  was. 

And  that  the  suits  are  filed — this  is  important — they  file  them 
against  the  officers  and  directors  in  their  capacity  as  individuals, 
and  they  file  suit  against  the  company  as  an  entity.  So  they  file 
two  sets  of  suits. 

Now  once  a  colorable  case  is  on  file,  one  that  the  court  says,  OK, 
let's  go  to  discovery,  then  a  war  of  attrition  begins.  And  the  objec- 
tive during  that  process  is  to  get  the  officers  and  directors  on  depo- 
sition. Because  as  soon  as  the  court  allows  the  depositions  to  begin, 
that's  when  the  company  starts  talking  settlement. 

Now,  remember  they're  talking  settlement,  not  with  their  money, 
but  with  the  shareholders'  money  or  an  insurance  company's. 

So  now  we've  got  the  heat  turned  up  on  the  officers,  the  settle- 
ment talks  begin,  and  invariably,  you  can  check  all  the  records  on 
this,  these  suits  are  settled  like  this.  They  drop  all  the  suits 
against  the  officers  and  directors,  and  they  settle  the  suit  against 
the  company,  OK.  And  the  company's  funds  or  an  insurance  policy 
are  used  to  settle  that  suit. 

I  was  told  that  the  secret  to  success  in  this  process  is  that  the 
law  firm  has  to  have  the  staying  power  to  get  to  that  stage  where 
the  risks  cross  over  and  the  company  says,    let's  get  this  thing  set- 
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tied."  So  the  law  firms  have  to  have  finances  and  resources  to  stay 
in  the  game.  It's  not  just  any  law  firm  that  can  do  this. 

When  they  do  get  to  that  point,  then  it's  automatically,  if  you 
look  at  the  economics,  going  to  be  settled,  because  the  insurance 
company,  and  the  corporation  say,  look,  if  we  can  settle  it  for  this 
$10  or  $20  million,  and  we  compare  that  to  the  risk  that  we  have 
in  the  final  judgment  and  the  cost  of  going  to  trial.  .  .  .  They  make 
a  business  decision. 

OK,  think  of  the  dynamics  of  that  situation  just  for  a  moment. 
We  have  a  central  concept  in  our  legal  system  that  the  client  de- 
cides when  to  settle.  I  think  that's  clear  to  everybody.  But  in  these 
cases,  we  have  diffuse  clients,  we  have  too  many  clients  to  make 
that  decision,  so  that  decision  is  taken  on  by  lawyers  and  named 
plaintiffs,  who  recommend  a  settlement. 

But  how  can  these  representatives  be  objective  when  they've  got 
these  large  expenses  invested,  they  have  the  potential  to  get  a  big 
contingency  fee,  and  when  the  named  plaintiff  stands  to  get  a 
handsome  bonus.  Yes,  they  pay  these  plaintiffs  bonuses  very  often. 

So  these  are  not  objective  people  deciding  that  issue.  Sure,  they 
have  notices  to  shareholders  of  the  settlement.  But  essentially,  the 
clients'  role  is  being  overtaken  or  supplanted  by  people  whose  in- 
terests diverge  radically  from  that  of  the  clients.  We've  got  to  set 
up  our  system  to  guard  against  the  conflict  there. 

We  hear  about  a  litigation  crisis  in  this  country.  I  think  the 
American  people  would  be  shocked  if  they  knew  that  we  actually 
pay,  that  our  system  sanctions  paying  people  to  bring  lawsuits! 
And  that's  what  these  plaintiffs'  bonuses  are.  I  think  to  most  peo- 
ple it  just  wouldn't  pass  the  smell  test. 

Finally,  Mr.  Chairman,  these  dynamics  work  great  for  the  law 
firms  and  for  the  perpetrators  of  fraud  who  aren't  penalized,  but 
they  have  an  insidious  effect  on  innocent  companies,  our  securities 
markets,  and  most  of  all,  the  shareholders  who  pay  the  bill. 

Now  the  answer  isn't  to  eliminate  the  suits  or  to  apply  the  Eng- 
lish rule.  That  would  be  like  closing  all  the  banks  to  stop  Jesse 
James.  But  there  is  a  proper  role  for  these  suits,  in  fact,  a  critical 
role,  for  the  three  reasons  I  mentioned. 

Unfortunately,  these  functions  are  subordinated  to  legal  fee 
maximization,  and  that's  what  needs  to  be  corrected.  We  need  more 
safeguards  to  defeat  that  divergence  of  interests  in  that  settlement 
discussion.  That's  the  heart  of  it,  I  think. 

If  you  look  to  Justice  Brandies,  he's  the  father  of  the  disclosure 
philosophy  of  our  securities  laws,  I  guess  we  could  say.  And  he 
wrote  a  book,  "Other  People's  Money"  back  in  1914,  remember  we 
had  a  play  recently,  I  think  it  debuted  in  Hartford  actually,  named 
"Other  People's  Money,"  but  this  was  the  book.  Justice  Brandies 
said  something  very  powerful  in  that  book.  He  said  that  publicity 
is  a  powerful  remedy  for  social  and  business  diseases,  and  that 
sunlight  is  the  best  disinfectant.  And  that  electric  light  is  the  most 
efficient  policeman. 

Now  the  shareholders  need  more  sunlight  shined  on  the  legal 
fees  and  on  what  bonuses  the  named  plaintiffs  are  getting  in  these 
settlements.  Right  now  the  notices  of  settlement  say  the  sharehold- 
ers will  receive  a  substantial  benefit,  and  they  should  go  on  to  say 
that  the  lawyers  shall  receive  a  lavish  benefit,  and  so  will  the 
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named  plaintiff.  But  they  don't.  They  do  give  a  figure,  though.  I 
don't  want  to  misrepresent  that,  but  I  think  it  should  be  detailed 
and  pointed  out  in  bold  letters. 

Finally,  beyond  that,  look  closely  at  Senator  Domenici's  bill,  par- 
ticularly the  area  of  joint  and  several  liabilities  as  applied  to  ac- 
counting firms,  and  also  his  approach  to  fee  shifting.  I  think  that's 
an  excellent  place  to  start. 

I'll  be  happy  to  elaborate  on  the  testimony  with  the  Staff,  or 
work  with  you  in  any  way  from  here. 

Senator  Dodd.  Thank  you  very  much,  Mr.  Whitworth. 

Mr.  Whitworth.  I'll  be  right  back. 

Senator  Dodd.  You're  going  to  come  back? 

Mr.  Whitworth.  Yes.  I'm  going  to  run  to  the  Hart  Building. 

Senator  Dodd.  All  right,  very  good. 

Professor  Briloff,  we  appreciate  your  presence  here  today.  You 
are  certainly  well  known  to  anyone  who  has  been  involved  in  these 
issues  over  the  years,  and  your  concerns  predate  any  of  the  big 
name  cases  of  the  recent  past.  So  it  is  a  pleasure  to  have  you  here 
before  the  committee. 

STATEMENT  OF  ABRAHAM  J.  BRILOFF,  PHX).,  PROFESSOR 
EMERITUS  OF  ACCOUNTING,  BARUCH  COLLEGE,  CUNY,  NEW 
YORK,  NY 

Mr.  Briloff.  Thank  you,  Mr.  Chairman. 

In  thinking  through  the  brief  remarks  I  want  to  give  beyond  my 
prepared  text  summary,  I  thought  that  the  best  way  of  approaching 
it  would  be  consistent  with  the  title  theme  that  I  gave  to  the  pre- 
pared statement:  Who  are  we?  Why  are  we  here? 

I  will  begin  by  asking  the  questions:  Who  am  I  and  why  am  I 
here? 

Senator  Dodd.  You  are  not  a  candidate  for  Vice  President,  are 
you? 

[Laughter.] 

Mr.  Briloff.  I  have  expressed  my  appreciation  to  Admiral 
Stockdale  for  those  questions. 

[Laughter.] 

But  actually,  Mr.  Chairman,  in  all  seriousness  those  questions 
that  Admiral  Stockdale  asked  were  very  profound.  If  we  think 
back,  they  are  very  analogous  with  the  questions  which  were  asked 
two  millennia  ago  by  Rabbi  Hillel  when  he  said: 

If  I  am  not  for  myself,  who  will  be?  But  if  I  am  for  myself  alone,  what  am 
I?  If  not  now,  when? 

I  am  Abraham  Briloff,  Emanuel  Sachs  distinguished  professor 
emeritus  of  the  Bernard  Baruch  College  of  the  City  University  of 
New  York.  Why  am  I  here? 

The  committee  invited  me,  and  I  am  very,  very  privileged  to  have 
accepted  that  invitation  because  it  implies  that,  despite  the  years, 
there  may  be  something  that  I  might  be  able  to  contribute  to  this 
dialog. 

I  am  not  here  to  represent  the  accounting  establishment  on  the 
right,  nor  the  legal  profession  directly  to  my  left,  and  otherwise.  I 
believe  that  I  am  here  to  represent  the  traditional  auditing  profes- 
sion as  it  was  contemplated,  and  the  auditing  profession  which  so- 
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ciety  requires  most  urgently  and  compellingly,  consistent  with  soci- 
ety's expectations. 

My  friend  Al  Sommer  referred  to  "the  expectations  gap."  There 
is  that.  But  society's  expectations  are  precisely  what  we  require  in 
order  to  make  the  corporations  implement,  the  corporate  engine 
which  is  essential  to  our  capitalistic  society,  function  effectively 
and  efficiently. 

And  so  it  is  that  in  my  thinking  through  for  these  brief  remarks 
I  am  not  thinking  pathologically  m  terms  of  the  litigation  and  the 
lawsuit;  instead  I  want  to  think  prophylactically:  what  must  our 
profession  do  to  meet  the  social  expectations  and  requirements  of 
the  totality  of  our  society? 

I  believe  we  have  to  go  far  beyond  that  which  the  Public  Over- 
sight Board  and  the  American  Institute  promised  in  terms  of  the 
various  programs  that  they  have  outlined. 

We  do  not  really  have,  as  I  see  it,  a  litigation  crisis.  We  have  an 
identity  crisis. 

The  auditing  profession  does  not  know,  or  the  auditors  really  do 
not  know  to  whom  they  are  responsible  for  what,  and  when. 

The  public  presumes  that  it  is  the  auditor  who  is  fearlessly  writ- 
ing the  record  of  the  corporate  history  in  a  period  of  time.  Not  so. 
The  auditor  is  merely  lending  his  so-called  "attest  function"  to  say 
that  that  which  the  corporate  management  has  done  somehow  or 
other  can  be  subsumed  in  our  so-called  "Book  of  GAAP,"  Generally 
Accepted  Accounting  Principles. 

Now  the  Public  Oversight  Board  saw  that  in  their  special  report. 
They  said:  "Look,  the  auditor  sometimes  gets  caught  up."  The  client 
sees  a  liberal  interpretation — I  sometimes  refer  to  it  as  a  sneaky 
or  a  funky  interpretation 

[Laughter.] 

— which  somehow  the  auditor  cannot  absolutely  fight  against; 
and  so,  the  auditor  capitulates. 

Now  the  probabilities  are  that  at  that  moment  of  capitulation  it 
is  only  a  million  dollars  of  funkiness.  But  having  gotten  over  that 
threshold,  the  next  year  it  is  $10  million,  and  then  $20  million. 
And  what  happens  when  it  becomes  $2  billion. 

Well,  the  auditors  then  say:  "You  know,  this  is  a  major  problem." 
We  will  now  take  it  to  the  Financial  Accounting  Standards  Board 
and  the  Emerging  Issues  Task  Force  and  tell  them  that  there  is 
this  enormous  problem  which  should  never  have  been  capitulated 
to. 

Correspondingly,  those  statements  [from  the  AICPA  and  POB] 
express  the  urgency  of  the  auditor's  independence,  which  I  main- 
tain is  the  sine  qua  non  of  our  relationship,  with  the  responsibility. 
But  they  do  not  talk  in  terms  of  where  it  is  that  the  preponderant 
fees  are  now  coming  from — namely,  management  advisory  and  con- 
sultative service. 

What  they  have  done  generally — especially  the  major  firms — is  to 
use  the  audit  as  a  loss  leader.  Bid  it  in. 

Competitive  bidding  unfortunately  was  required  under  the  Rules 
of  the  Federal  Trade  Commission.  Bid  in  the  audit  cheap  so  that 
maybe  we  can  then  get  the  entre  into  these  lucrative  services. 

Now  the  grievous  cost  on  that  is  not  only  the  poor  audit  that 
might  come  forth,  or  the  loss  of  independence,  but  as  a  result  of 
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the  audit  being  brought  in  cheap  those  who  are  identified  within 
the  firms  with  the  audit  function. 

Students  come  back  to  me  and  say:  "If  you  are  there,  you  are 
doing  time  and  paying  your  dues."  You  get  your  experience  and  try 
to  move  to  one  of  the  more  glamorous  fields — namely,  taxation  to 
some  degree,  but  management  consultant.  That  is  where  the  best 
and  the  brightest  go.  The  work  is  easier.  The  glamour  is  greatest. 
And  the  compensation  is  highest. 

So  it  is  that  there  is  a  great  deal  that  needs  to  be  done  prophy- 
lactically.  There  is  the  commitment  to  internal  control  that  the 
AICPA  White  Paper  refers  to. 

Great!  But  then  I  ask,  why  did  they  not  go  along  with  the  SEC 
Regulations'  proposal  in  1979  when  the  SEC  proposed  just  that? 
Namely,  the  opinion  for  management  with  respect  to  internal  con- 
trol with  the  attestation  thereto  by  the  independent  auditor? 

I  recall  vividly  the  vice  president  of  auditing  of  the  American  In- 
stitute of  CPA's  speaking  aggressively  against  that  as  to  what  that 
would  do. 

So  they  are  now  resurrecting  something  that  might  have  been 
appropriate  then,  but  I  want  to  take  that  point.  I  want  to  take  that 
point — namely,  it  is  a  good  one:  review  the  internal  control  system; 
but  what  does  "internal  control  system"  mean  to  me? 

Not  just  to  make  sure  that  the  cash  was  counted  and  the  inven- 
tory is  in  place  and  whatever  it  is,  but  that  the  total  process  within 
the  corporate  structure,  the  way  in  which  judgment  calls  are  made 
with  respect  to  the  determination  of  which  accounting  precept 
should  or  should  not  apply,  all  of  that  should  be  fully  and  effec- 
tively disciplined  and  documented  and  the  independent  auditor 
should  make  certain,  absolutely  certain  in  the  case  of  publicly  held 
corporations,  that  all  of  this  is  then  submitted  fully,  intensely,  and 
vitally  to  the  Independent  Audit  Committee,  ana  that  the  Inde- 
pendent Audit  Committee  consider  their  tasks  as  something  com- 
pletely different  from  the  near  sinecure  and  honorific  appointment. 

The  Audit  Committee,  as  Justice  Goldberg  said  some  years  ago, 
ought  to  have  available  to  them  a  consortium  of  experts  to  the  ex- 
tent required  so  that  the  Independent  Audit  Committee  can  then 
sit  in  judgment. 

There  is  a  great  deal  that  needs  to  be  done  in  order  to  perfect 
the  corporate  engine,  which  is  a  vital  engine.  It  needs  to  be  pro- 
tected not  just  for  shareholders,  not  just  for  creditors,  but  for  the 
entire  capitalistic  society  because  the  engine  of  our  capitalistic  soci- 
ety is  within  the  corporation. 

If  it  functions  effectively,  our  society  will  function  effectively.  To 
the  extent  that  there  are  shortcomings  and  shortfalls,  then  they 
have  to  be  corrected. 

So  it  is  with  respect  to  the  litigation  crisis,  for  the  reasons  indi- 
cated in  the  final  segment  of  my  prepared  statement,  I  appreciate 
the  sense  of  outrage  where  there  are  frivolous  actions,  and  I 
empathize  with  my  colleagues  with  respect  to  that. 

But  here  I  cannot  help  but  recall  the  circumstance  of  the  librar- 
ian who  required  additional  space  and  turned  to  the  administration 
for  budgetary  appropriation  for  an  expansion  of  the  library,  and 
they  turned  to  him  and  said:  "Now,  look.  You  know  that  80  percent 
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of  the  books  in  this  library  are  not  read.  Why  not  therefore  remove 
them  and  then  you  will  have  enough  space?" 

The  librarian  said,  "you  are  absolutely  right."  But  now  tell  us, 
which  is  the  80  percent  to  be  removed?  I  do  not  know,  and  you  do 
not  know. 

Could  the  judge  really  know  at  the  outset — at  least  as  I  see  it — 
which  actions  are  frivolous? 

I  knew  when  Saul  Steinberg  sued  me  because  he  did  not  like 
what  I  was  writing  that  he  was  engaging  in  a  frivolous  pursuit, 
and  I  was  angry  at  all  the  time  I  had  to  devote  in  discovery  and 
depositions  of  why  I  wrote,  how  I  wrote,  what  I  used,  and  all  of  the 
drafts  that  were  prepared  along  the  way. 

I  was  pleased  with  the  summary  judgment  handed  down  against 
him.  In  that  case,  of  course,  he  had  the  deep  pocket — namely,  he 
was  using  his  shareholders'  money  to  pursue  me.  I  was  angry,  as 
my  statement  says,  but  I  came  to  the  conclusion  that  our  judicial 
process  is  the  worst  of  all  possible  systems,  excepting  for  all  the 
others. 

So  again  I  thank  you  so  much  for  giving  me  these  moments  to 
share  some  of  the  thoughts.  I  would,  of  course,  be  pleased  to  an- 
swer any  specific  questions  you  might  have  as  to  what  I  said, 
wrote,  heard,  or  what  I  may  have  said  previously. 

Thank  you. 

Senator  Dodd.  Professor,  thank  you  very  much. 

You  would  not  be  a  bad  candidate  for  vice  president  after  that 
statement. 

[Laughter.] 

We  appreciate  immensely  your  presence  here  today. 

Our  next  witness  is  Mr.  Weiss.  We  thank  you  for  being  here.  We 
had  the  pleasure  of  the  company  of  your  partner  here  at  the  last 
hearing.  So  we  will  accept  your  testimony. 

Senator  Domenici.  Mr.  Chairman,  before  you  do  that  could  I  also 
join  in  thanking  Professor  Briloff? 

I  do  not  know  you,  and  I  do  not  know  as  much  about  you  as  I 
should,  but  I  greatly  appreciate  the  wisdom  you  have  offered  us 
today  and  thank  you  so  much  for  making  the  trip  here. 

Senator  Dodd.  Very  thoughtful. 

Mr.  Briloff.  Thank  you. 

Senator  Dodd.  Mr.  Weiss,  that  is  a  hard  act  to  follow. 

STATEMENT  OF  MELVYN  I.  WEISS,  ESQUIRE,  PARTNER, 
MILBERG  WEISS  BERSHAD  HYNES  &  LERACH,  NEW  YORK,  NY 

Mr.  Weiss.  You  had  better  believe  it,  Mr.  Chairman. 

One  of  the  greatest  privileges  in  my  life  was  to  deliver  the  Briloff 
lecture  at  the  University  of  Binghamton  and  SUNY  this  past  year 
in  which  I  spoke 

Senator  Dodd.  Pull  that  microphone  closer  to  you  if  you  would, 
Mr.  Weiss. 

Mr.  Weiss.  — at  which  time  I  spoke  a  lot  about  the  problems  of 
the  accounting  profession. 

I  was  very  grateful  to  the  professor  for  being  there  with  me  that 

day- 

This  is  a  very  sad  occasion  for  me  because  I  sit  here  listening  to 
so  many  misstatements  about  what  has  been  going  on  in  the  litiga- 
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tion  process,  and  the  reasons  for  litigation,  and  the  need  for  litiga- 
tion, and  I  only  have  5  minutes.  I  cannot  cover  it  in  5  minutes,  but 
I  am  going  to  try  to  cover  highlights. 

There  has  been  60  years  of  failure  by  the  accounting  profession. 
There  is  no  question  about  it.  All  you  have  to  do  is  read  the  ac- 
counting profession's  submissions  to  this  committee. 

They  admit  it.  They  also  admit  that  there  is  no  litigation  explo- 
sion. They  show  statistics  that  contradict  their  words.  They  say 
that  in  the  last  three  years  the  number  of  litigations  has  declined 
30  percent  from  191  to  142. 

The  AICPA  sends  out  other  literature  which  shows  that  there 
has  been  a  steady  50  litigations  per  year  arising  out  of  audit  work 
over  the  last  10  years — no  "explosion."  But  they  are  coming  in  here, 
despite  this  constant  failure  to  do  their  job  because  every  now  and 
then  somebody  takes  them  to  task. 

Now  what  is  the  failure,  really?  The  failure  is  one  of  independ- 
ence. 

What  does  that  mean?  It  means  that  they  are  serving  as 
handmaidens  and  henchmen  for  clients  who  have  perpetrated 
many,  many  wrongs  over  a  long  period  of  time,  and  they  have  per- 
mitted these  wrongs  to  go  undetected  until  catastrophic  events 
occur  that  cause  these  companies'  stocks  to  plummet  or  to  go  out 
of  business.  Make  no  mistake  about  it. 

Their  failures  are  the  failures  of  those  they  serve  as  well.  That 
means  that  there  are  victims  out  there  who  have  been  victimized 
by  these  failures. 

Would  a  lawyer  bring  a  lawsuit  as  a  class  action  under  rule  23 
that  that  lawyer  thought  was  frivolous?  That  lawyer  would  have  to 
be  insane. 

It  is  one  kind  of  case  in  our  system  that  has  more  protections 
built  in  than  any  other  kind.  It  is  truly  fishbowl  litigation.  A  law- 
yer files  a  lawsuit  as  a  class  action,  denominates  it  as  such,  and 
immediately  becomes  a  fiduciary — a  fiduciary  to  the  class  and  to 
the  court  and,  as  an  officer  of  the  court,  undertakes  many  respon- 
sibilities. 

One  of  the  major  objectives  of  our  judiciary  today,  Members  of 
the  committee,  is  to  be  able  to  handle  litigation  that  is  brought  to 
it,  given  its  limited  resources,  its  inadequate  number  of  judges — be- 
cause the  judgeships  have  not  been  filled.  They  have  big  problems 
in  our  courts. 

So  judges  put  pressure  on  litigants  to  get  the  cases  settled.  And 
as  officers  of  the  court,  we  have  that  responsibility.  It  is  the  first 
thing  on  every  agenda  when  we  go  to  a  pretrial  conference  in  a 
complex  litigation.  It  is  on  every  agenda  of  every  meeting  of  every 
Federal  judge  I  know  that  handles  complex  cases. 

I  am  now  representing  Phar-Mor,  a  catastrophic  fraud  with 
many,  many  victims.  Judge  Zeigler  in  the  Eastern  District  of  Penn- 
sylvania was  assigned  that  case  because  he  knows  how  to  handle 
settlements  of  complex  litigations. 

If  we  did  not  have  Judge  Pollock  in  New  York  where  I  labored 
for  2  years  in  the  Drexel  Miliken  cases,  where  together  with  the 
FDIC  and  the  RTC  we  recovered  over  $2  billion  for  victims  of 
wrongdoing  because  he  pushed  us  to  settle  and  whipped  us  into  a 
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settlement  mode,  our  victims  might  be  in  litigation  for  10,  15  years 
without  remedies. 

We  perform  the  kind  of  role  that,  as  officers  of  the  court,  we  are 
responsible  to  perform. 

If  there  are  settlements,  make  no  mistake  about  this,  they  come 
because,  as  the  defendants  often  tell  us,  you  cannot  settle — we  can- 
not settle  with  you  until  you  draw  blood.  Did  you  ever  hear  that 
phrase?  Anybody  who  is  a  trial  lawyer  has  heard  that  phrase:  Until 
you  draw  blood! 

And  what  does  that  mean?  We  have  to  get  the  evidence  to  show 
them  that  if  they  go  to  trial  they  are  going  to  lose,  or  they  have 
a  very  serious  risk  of  loss.  Then  the  judge  appoints  a  settlement 
master,  or  a  settlement  judge,  another  Federal  judge,  and  starts 
whipping  us  into  a  settlement  mode. 

Why?  So  that  the  judiciary  can  function  and  that  all  the  cases 
that  come  before  it  can  be  handled,  criminal  and  civil. 

It  is  very  difficult  to  refute  arguments  that  somebody  who  sold 
stock  10  months  before  the  stock  collapsed  was  or  was  not  a  wrong- 
doer. When  the  judge  takes  the  case  away  from  the  jury,  one  will 
never  know. 

But  trust  me  when  I  tell  you  that  I  have  cases,  many  of  them, 
where  the  wrongs  that  gave  rise  to  the  subsequent  collapses  oc- 
curred or  started  more  than  10  months  before  the  collapses. 

I  have  a  case  right  now  in  Connecticut,  the  Lone  Star  Industries 
case,  where  the  accountants  were  dismissed  out  of  the  lawsuit  on 
a  9(b)  motion.  Talk  about  protections.  Talk  about  what  the  account- 
ants have  to  protect  them.  Talk  about  what  wrongdoers  have  to 
protect  them. 

Talk  about  9(b).  A  very  tough  hurdle.  A  very  tough  pleading  hur- 
dle for  a  plaintiff  to  get  over. 

Talk  about  rule  11. 

Talk  about  Summary  Judgment  grants  despite  lots  of  evidence  of 
wrongdoing  like  I  had  exercised  against  me  in  the  Convergent 
Technologies  case,  and  despite  the  fact  that  I  was  thrown  out  of 
court  at  the  District  Court  level  I  was  offered  $10  million  to  settle 
on  appeal  and  I  turned  it  down  because  I  did  not  think  it  was  ade- 
quate. 

I  have  made  my  reputation,  and  my  firm  has  made  its  reputation 
because  we  just  do  not  settle.  We  settle  when  we  think  our  client 
is  getting  the  right  results  in  the  circumstance,  and  every  cir- 
cumstance is  different  and  unique.  We  are  very  conscientious  about 
it 

I  would  be  happy  to  answer  any  other  questions.  There  is  very 
little  time  here,  and  I  do  not  want  to  take  up  too  much. 

Senator  Dodd.  Well  I  appreciate  that.  The  restraint  is  on  every- 
body in  that  sense,  Mr.  Weiss. 

We  appreciate  your  testimony. 

Mr.  Weiss.  Thank  you. 

Senator  Dodd.  Mr.  Bowman,  thank  you  for  being  here. 
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STATEMENT  OF  ROBERT  A.  BOWMAN,  EXECUTIVE  VICE  PRESI- 
DENT AND  CHffiF  FINANCIAL  OFFICER,  ITT  CORPORATION, 
ON  BEHALF  OF  FINANCIAL  EXECUTIVES  INSTITUTE,  NEW 
YORK,  NY 

Mr.  Bowman.  Good  morning,  Chairman  Dodd.  It  is  a  pleasure  to 
be  here. 

And  thank  you  to  Senator  Riegle  for  his  kind  remarks.  Leaving 
Michigan  was  tough,  but  joining  you  in  Connecticut  has  been  a 
pleasant  experience  for  the  last  4  weeks. 

I  was  ably  represented  in  Michigan  by  two  outstanding  Senators 
and  I  know  I  will  receive  the  same  kind  of  treatment  there,  and 
I  appreciate  that. 

I  am  here  today,  Mr.  Chairman,  on  behalf  of  FEI,  Financial  Ex- 
ecutives Institute,  representing  14,000  financial  officers  and  some 
8,000  businesses,  and  probably  trillions  of  dollars  in  outstanding 
securities.  No  one  group  probably  has  as  much  at  stake  in  the  secu- 
rities market  than  FEI  and  its  affiliated  companies.  Prior  to  that, 
as  you  know,  I  worked  in  Michigan. 

We  will  not  want  to  leave  out  the  fact  that  municipalities,  large 
and  small,  also  rely  tremendously  on  the  securities  market. 

The  subcommittee  today  is  addressing  a  number  of  important  is- 
sues: specifically,  litigation,  reform,  and  also  Congressman  Wyden's 
bill  relating  to  the  proper  use  of  auditors,  and  when  auditors  can 
tell  the  SEC  and  should  tell  the  SEC  in  terms  of  wrongdoing. 

I  am  going  to  confine  my  remarks  to  Congressman  Wyden's  bill. 

Underpinning  any  security  transaction  for  a  new  entity  and  an 
existing  entity,  debt  or  equity,  is  prompt  and  full  disclosure.  If  you 
lose  that,  we  all  run  into  trouble.  It  is  what  underwrote  anything 
we  did  in  Michigan,  and  it  is  what  underwrites  all  the  FEI  mem- 
bers. 

Turning  specifically  to  Congressman  Wyden's  bill,  there  are  two 
questions  which  I  wish  to  address. 

The  first  is  timely  reporting  by  the  public  auditors  to  senior  man- 
agement and  to  the  SEC  for  material  illegality  and  the  other  has 
been  raised  by  my  other  colleagues  on  this  panel:  Is  there  a  proper 
time,  and  are  there  more  proper  oversight  controls  that  public 
auditors  should  engage  in  in  the  near-term  future? 

First,  on  the  proper  accounting  by  auditors  to  senior  manage- 
ment and  ultimately  the  SEC  if  tnere  is  alleged  material  illegality. 
We  fully  concur  with  Congressman  Wyden's  bill:  Prompt  and  full 
disclosure  of  any  alleged  illegality  should  go  to  the  SEC  as  soon  as 
is  practicable. 

We  assume  and  hope  that  that  is  the  current  case  and  strongly 
support  passage  of  this  bill  as  quickly  as  possible.  We  have  sup- 
ported this  bill  for  some  time,  and  FEI  will  continue  to  support  it 
and  its  precepts. 

Second:  Are  other  steps  necessary  by  the  public  and  auditors  to 
ensure  the  integrity  of  the  internal  management  controls? 

This  is  an  issue  where  we  will  part  company  with  some  of  our 
friends  in  the  auditing  profession.  We  fundamentally  believe  that 
management  is  responsible  for  its  internal  controls,  and  manage- 
ment alone.  Management  puts  them  in  place,  and  management  is 
responsible  to  its  shareholders,  its  lenders,  and  its  employees  for 
proper  internal  controls. 
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We  believe  that  the  management  discussion  section  in  the  report 
is  of  paramount  importance,  and  we  at  ITT  and  I  am  sure  my  col- 
leagues spent  a  great  deal  of  time  on  that  section  to  try  to  make 
an  accurate  representation  of  what  we  as  management  believe. 

Therefore,  we  do  not  believe  it  is  necessary,  and  in  fact  we  be- 
lieve it  would  be  counterproductive  if  we  asked  the  public  auditors 
to  assume  further  responsibilities  beyond  that  of  representing  to 
the  public  a  true  and  accurate  picture. 

In  fact,  we  think  that  the  users  of  audited  financial  statements 
that  go  well  beyond  investors  have  a  right  to  expect  that,  as  part 
of  that  annual  audit  for  an  entire  year — which  is  published  once  a 
year,  or  quarterly — the  outside  auditor's  examination  of  the  compa- 
ny's transactions  and  the  amounts  and  disclosures  in  the  financial 
statement  extends  to  adequate  testing  of  the  internal  controls  in 
sufficient  depth — in  sufficient  depth — to  conclude  that  the  quality 
and  reliability  of  such  financial  statements  is  not  jeopardized. 

In  other  words,  we  think  that  the  shareholders,  the  lenders,  the 
public,  anyone  who  reads  that  end  report  should  expect  that  when 
the  auditor  signs  his  or  her  opinion,  when  they  put  that  name  on 
the  bottom  line,  that  those  financial  statements  are  fairly  pre- 
sented. 

Any  public  accounting  firm,  any  firm,  that  suggests  to  you  and 
this  committee  that  it  does  not  understand  a  company's  internal 
controls  and  they  still  sign  that  letter  of  opinion  we  think  is  engag- 
ing in  sophistry. 

We  would  not  expect  any  public  accounting  firm  to  sign  its  name 
without  understanding  fully  and  completely  the  internal  controls  of 
a  company,  large  or  small. 

A  lot  of  these  other  actions  they  are  contemplating  we  believe  are 
unnecessary.  Moreover,  I  say  they  are  counterproductive. 

We  estimate,  the  FEI  estimates,  that  to  do  these  kinds  of  addi- 
tional roles  for  public  auditors  could  add  as  much  as  20  percent 
more  to  the  annual  auditing  bill — right  now  currently  $5  billion  to 
the  shareholders  of  this  country;  $5  billion.  Another  20  percent 
would  be  an  additional  $1  billion. 

Candidly,  that  is  a  tax  increase  corporate  America  does  not  need. 

As  I  said  before,  we  first  of  all  believe  that  management's  role 
is  properly  in  executing  and  discussing  its  internal  controls. 

The  public  auditor's  role  is  trying  to  examine  the  final  financial 
numbers  and  make  sure  that  they  are  true  and  accurate. 

Mr.  Chairman,  I  note  that  the  green  light  is  still  on,  but  I  am 
going  to  exercise  a  privilege  and  end  early  in  an  effort  to  get  to  my 
colleague  at  the  SIA. 

I  would  conclude  that  we  believe  that  capital  fund  raising  activi- 
ties is  one  of  America's  premiere  industries,  if  not  its  premiere  in- 
dustry. We  think  that  anything  this  committee  can  do  to  help  that 
industry  would  be  in  great  need. 

I  thank  you  for  your  time,  Mr.  Chairman,  and  look  forward  to 
questions. 

Senator  Dodd.  Well,  thank  you. 

I  thank  you  for  your  comments.  Obviously  that  is  why  we  are 
here.  We  can  talk  about  deficit  reduction  and  a  lot  of  other  things 
to  encourage  economic  growth  and  expansion,  but  under  our  system 
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it  is  our  ability  to  attract  capital  and  give  investors  confidence  to 
invest  in  our  industries  and  our  businesses  that  creates  growth. 

Ultimately  that  is  going  to  be  the  deficit  reduction  plan  that 
works.  Everything  else  we  may  try  to  do  from  a  public  policy  stand- 
point will  fail  if  we  fail  to  address  issues  related  to  the  issues  of 
capital  formation. 

That  is  why  this  is  so  critically  important. 

Senator  Dodd.  Marc,  it  is  a  pleasure  to  have  you  before  the  com- 
mittee. 

STATEMENT  OF  MARC  E.  LACKRITZ,  PRESIDENT,  SECURITIES 
INDUSTRY  ASSOCIATION,  WASHINGTON,  DC 

Mr.  Lackritz.  Thank  you,  Mr.  Chairman. 

I  want  to  thank  you  and  the  Members  of  the  subcommittee  for 
the  opportunity  to  testify  today.  I  am  Marc  Lackritz,  president  of 
the  Securities  Industry  Association.  It  is  a  pleasure  to  be  with  you 
to  present  SIA's  views  on  the  important  topic  of  litigation  reform. 

The  securities  industry  and  the  capital  markets  play  a  critical 
role  in  the  United  States'  economy.  Securities  firms  raise  capital  to 
finance  new  industries,  to  expand  existing  businesses,  to  finance 
government  at  all  levels  and,  most  importantly,  to  create  jobs. 

In  1992  the  securities  industry  raised  over  $1.1  trillion  for  cor- 
porations. We  raised  $24  billion  for  new  and  growing  companies  in 
initial  public  offerings.  We  raised  $772  billion  in  debt  issues  for 
Government  at  all  levels. 

The  U.S.  capital  markets  are  the  most  efficient,  open,  and  liquid 
markets  in  the  world. 

We  are  responding  to  the  needs  of  the  marketplace  and  are  help- 
ing to  restart  the  American  economy. 

It  used  to  be  that  the  best  advice  on  Wall  Street  was  buy  low/ 
sell  high.  Today  that  advice  should  be:  buy  low/sue  often. 

Plaintiffs'  lawyers  and  the  professional  plaintiffs  are  burying  cor- 
porate issuers,  underwriters,  broker-dealers,  accountants,  and  oth- 
ers in  litigation  that  does  little  to  discourage  wrongdoing,  but  does 
much  to  line  the  pockets  of  the  plaintiffs  lawyers. 

Congress  designed  the  securities  laws  to  encourage  full  disclo- 
sure and  to  deter  fraud.  Congress  never  intended  the  securities 
laws  to  make  issuers,  underwriters,  broker/dealers,  and  account- 
ants the  guarantors  of  investments.  Instead,  Congress  wanted  pub- 
lic investors  to  have  complete  information  about  the  securities  that 
they  were  buying. 

We  strongly  believe  in  investment  protection  because  it  is  both 
good  public  policy  and  good  business.  Public  customers  should  re- 
ceive complete  information  about  investments  because  honest  mar- 
kets mean  lower  capital  costs  for  all  of  us. 

If  we  were  writing  the  securities  laws  today,  we  would  set  a  few 
simple  goals  for  private  securities  litigation.  The  securities  laws 
should  promptly  and  fully  compensate  investors  who  are  truly 
harmed  by  wrongdoing  because  of  defective  disclosure  or  fraud. 
Plaintiffs  should  have  to  bring  their  cases  promptly  and  should  not 
be  able  to  wait  to  see  if  a  stock's  price  rises  or  falls.  The  litigation 
system  should  deter  strike  suits. 


317 

Judged  by  these  goals,  the  current  system  misses  the  mark.  In- 
stead, predatory  plaintiffs'  lawyers  routinely  file  suit  when  a  public 
company's  stock  declines. 

Studies  show  that  these  cases  have  a  high  probability  of  settle- 
ment regardless  of  the  merits.  Why  do  issuers  and  other  defend- 
ants want  to  settle  these  cases?  Because  the  cost  of  defending  them 
is  prohibitive.  Plaintiffs'  lawyers  profit  when  they  win  a  case,  and 
face  little  risk  for  merely  filing  a  suit. 

The  lawyers  lob  barrages  of  computer-generated  pleadings  and 
discovery  requests  the  defendants  must  satisfy. 

Corporations,  underwriters,  broker/dealers,  and  accountants 
often  conclude  that,  even  if  they  could  win  a  case  on  a  motion  for 
summary  judgment,  the  cost  of  paying  sophisticated  counsel,  the 
lost  time  from  productive  work,  and  the  other  risks  of  litigation 
simply  do  not  make  fighting  cost  effective;  so,  the  parties  settle. 

The  plaintiffs'  lawyers  and  their  stables  of  professional  plaintiffs 
are  imposing  a  private  litigation  tax  on  American  business.  The  ef- 
fect of  this  tax  is  to  drive  up  the  cost  of  capital  in  the  United 
States,  limiting  the  prospects  for  creating  new  jobs,  and  harming 
America's  competitive  position. 

The  predatory  plaintiffs'  lawyers  skim  off  enormous  fees  for 
themselves.  In  many  instances,  joint  and  several  liability  obfus- 
cates responsibility  for  wrongdoing  and  does  not  encourage  full  dis- 
closure. 

SLA  intends  to  collect  data  from  our  member  firms  on  their  litiga- 
tion costs.  We  believe  this  information  will  be  helpful  to  the  Con- 
gress in  assessing  the  scope  of  the  burden  that  securities  litigation 
imposes  upon  our  overall  economy. 

We  strongly  oppose  altering  the  statute  of  limitations  for  rule 
10(b)(5)  private  actions. 

We  believe  that  the  l-year/3-year  rule  responsibly  balances  the 
equities  between  giving  investors  reasonable  time  to  bring  suit, 
while  avoiding  stale  litigation  and  preventing  speculation  on  stock 
prices. 

Plaintiffs  securities  actions,  like  most  other  private  civil  litigants, 
should  be  responsible  for  behaving  in  a  reasonable  fashion  with  re- 
spect to  the  information  that  is  available  to  them,  and  that  stand- 
ard should  be  retained. 

America  is  the  paradise  of  lawyers,  said  Supreme  Court  Justice 
David  Brewer  at  the  turn  of  the  century. 

SIA  believes  that  the  securities  litigation  system  should  com- 
pensate for  the  truly  harmed  investor  who  files  suit  within  a  rea- 
sonable time.  It  should  not  cause  issuers  and  others  to  indemnify 
plaintiffs  lawyers  and  their  professional  plaintiffs  for  ordinary 
stock  price  declines. 

Perhaps  the  time  has  come  to  make  America  less  of  a  paradise 
for  lawyers  and  more  of  a  paradise  for  new  investment,  new  busi- 
nesses, and  new  jobs.  SIA  stands  ready  to  assist  the  subcommittee 
as  it  considers  these  issues,  and  I  appreciate  the  opportunity,  Mr. 
Chairman,  to  present  SIA's  views. 

I  will  be  pleased  to  answer  any  questions. 

Senator  Dodd.  Thank  you,  very  much. 

Mr.  Nader,  we  thank  you  for  being  with  us  this  morning. 

You  are  going  to  need  a  microphone  there. 
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STATEMENT  OF  RALPH  NADER,  PUBLIC  CITIZEN, 
WASHINGTON,  DC 

Mr.  Nader.  Thank  you,  Mr.  Chairman,  Members  of  the  Sub- 
committee on  Securities. 

Thank  you  for  the  opportunity  to  testify  briefly  on  the  situation 
surrounding  financial  reporting  by  essentially  fiduciary  institutions 
using,  in  Justice  Brandeis'  phrase,  "other  people's  money." 

With  me  today  is  Professor  Janice  Shields,  author  of  the  report 
entitled  "Bad  Audits  .  .  .  Not  Deep  Pockets"  that  Public  Citizen 
and  U.S.  PIRG  are  releasing  today.  It  has  a  series  of  recommenda- 
tions at  the  end  which  I  subscribe  to,  in  addition  to  the  ones  I  am 
going  to  be  pointing  out. 

Senator  Dodd.  We  will  include  the  report  as  part  of  the  record. 

Mr.  Nader.  Thank  you,  Mr.  Chairman. 

The  widely  touted  Reagan  deregulatory  drive  at  the  beginning  of 
the  1980's  was  an  especially  green  light  for  the  accelerated  rise  of 
a  corporate  crime  wave  in  many  financial  institutions — banking, 
securities  firms,  publicly  traded  corporations,  pension  funds,  health 
insurance  firms,  and  other  hybrid  outfits — offering  increasingly 
complex  deals. 

All  too  often  many  of  these  merchants  began  to  resist  everything 
but  temptation.  As  the  need  for  law  enforcement  rose,  the  supply 
of  law  enforcement  declined. 

The  cry  from  the  White  House  was  to  campaign  against  over-reg- 
ulation, not  under-enforcement. 

As  these  "go-go"  vears  in  the  financial  industries  began  to  insti- 
tutionalize themselves  into  criminogenic  patterns  of  behavior — 
well,  they  all  do  it;  everybody  does  it;  youve  got  to  do  it  to  stay 
competitive;  et  cetera — trie  customary  checkpoints  for  compliance 
and  fiduciary  performance  fell  backward  instead  of  reasserting 
themselves.  These  are  important  checkpoints  established  by  long 
custom,  Mr.  Chairman,  and  they  have  essentially  failed  in  their 
performance  which  is  to  prevent  these  kinds  of  frauds,  theft,  et 
cetera. 

We  start  with  the  boards  of  directors,  extend  to  the  outside  ac- 
counting firms,  the  outside  law  firms,  the  State  and  Federal  regu- 
latory agencies,  and  the  State  and  Federal  legislative  oversight 
committees.  These  are  the  institutions  which  our  society  heavily 
funds  and  which  our  society  relies  on  to  foresee  and  forestall  what 
Professor  Briloff  called  the  "prophylactic  function." 

As  watchdogs,  and  year  after  year,  as  its  corporate  crime  wave 
expanded  to  loot,  speculate,  and  misallocate  billions  of  dollars  of  in- 
vestors' money,  and  to  impose  on  the  Federal  Government  all  kinds 
of  guarantee  and  bailout  responsibilities,  as  watchdogs  they  defined 
their  failure  and  looked  the  other  way. 

One  need  only  compare  the  reactions  of  the  White  House  and  the 
Congress  in  the  early  1930's  responding  to  the  1929  debacle  to  the 
shenanigan  and  speculations  with  that  of  the  past  12  years.  That 
is,  from  an  age  of  moderate  reforms  in  the  1930's  to  an  age  of  im- 
moderate bailouts. 

The  age  of  financial  institutions'  abuse  continues.  From  the  In- 
spector General  reports,  to  General  Accounting  Reports,  to  even  the 
conservative  U.S.  News  &  World  Report,  the  documented  warnings 
continue  to  issue  forth. 
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The  May  24,  1993,  issue  of  U.S.  News  &  World  Report  published 
an  article  suitably  titled  "Preying  on  the  Helpless"  which  declared 
that: 

Insolvencies  among  American  insurers  have  more  than  tripled  in  the  past  decade, 
and  the  result  isn't  just  a  bad  business  climate.  Regulators  cite  a  rising  tide  of 
criminal  corporate  behavior. 

All  of  these  misdeeds  and  crimes  and  frauds  and  criminal  neg- 
ligence, and  breech  of  fiduciary  duties,  have  been  chronicled  again 
and  again  in  leading  newspapers,  magazines,  on  television  station 
programs,  and  books.  The  Wall  Street  Journal  has  spent  so  much 
ink  on  these  frauds  that  it  could  almost  be  called  The  Crime 
Street  Journal."  Its  reporters  have  so  much  data  that  they  take 
leaves  and  write  many  books  on  the  various  corporate  frauds  that 
have  occurred. 

The  country  has  been  on  notice,  and  so  have  you  here  on  Capitol 
Hill. 

Some  attempts  at  historical  revisionism,  as  with  who  was  respon- 
sible for  the  S&L  debacles,  neglect  to  mention  that  many  S&L's 
and  other  financial  institutions  did  not  violate  the  law,  did  not  loot 
the  savings  of  innocent  people,  and  imprudently  invest  in  reck- 
lessly speculative  investments.  They  did  not  cook  their  books.  They 
resisted  temptation.  They  continued  to  serve  their  customers  and 
make  a  profit.  That  is  the  contrast. 

Remarkably,  it  is  the  culprit  lobby  that  bellows  the  loudest.  It  is 
they  who  are  setting  the  agenda  on  Capitol  Hill  demanding  a 
weakening  of  the  corporate  criminal  laws,  demanding  limitations 
on  their  liability  to  private  litigants,  scurrying  for  varieties  of  cor- 
porate welfare  payments,  and  taking  bailouts  with  avaricious  alac- 
rity. 

Is  there  not  something  grotesque  about  the  wrongdoers'  lobby 
holding  sway  over  how  Congress  deliberates  this  crime  wave? 

Instead  of  highly  publicized  and  continual  hearings  where  the 
heads  of  these  institutions,  the  heads  of  these  accounting  firms — 
not  their  slippery  trade  association  spokespeople — are  directed  to 
appear  and  explain  their  activities  under  oath,  we  see  hearings 
that  are  vectored  toward  adulterating  existing  Federal  law — RICO, 
the  Securities  Act — and  preempting  State  law. 

Mr.  Chairman,  the  momentum,  the  dynamics  of  congressional  in- 
quiry are  in  the  wrong  direction.  It  is  not  a  matter  of  too  much  en- 
forcement or  too  tough  laws  on  the  books.  It  is,  rather,  an  urgency 
of  too  little  law  enforcement  and  resources  and  laws  that  cannot 
keep  up  with  the  crooks,  their  creative  swindles,  their  technology, 
and  their  PACS. 

Financial  reporting  that  is  honest,  accurate,  understandable,  and 
reviewable  is  essential  to  any  system  of  accountability  internal  and 
external,  and  to  any  strategy  of  compliance  by  State  and  Federal 
regulators. 

The  big  six  accounting  firms  are  supposed  to  represent  an  inde- 
pendent professional  checkpoint  assuring  that  people  who  entrust 
their  money  with  these  firms'  clients  will  receive  trustworthy  serv- 
ice in  return. 

Incrementally  over  the  years,  as  more  than  a  few  retired  ac- 
countants and  professors  of  accountancy  can  attest,  these  firms 
have  become  too  big,  too  impersonal,  too  caught  up  in  a  race  to  the 
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bottom,  and  too  ridden  with  conflicts  of  interest  to  please  their  cli- 
ents. The  incentives  they  develop  for  themselves  subordinated  their 
professional  standards  and  elevated  their  reckless  and/or  collusive 
practices. 

The  chronic  abuses  by  the  big  six  accounting  firms  provoked 
some  acerbic  comments  by  former  Treasury  Secretary  Nicholas 
Brady,  by  Harris  Weinstein,  the  former  General  Counsel  of  the  Of- 
fice of  Thrift  Supervision,  and  many  others. 

Mr.  Weinstein  stated: 

Few  of  the  frauds  and  none  of  the  high-risk  schemes  could  have  been  undertaken 
without  the  active  assistance  of  professionals,  including  lawyers  and  accountants. 

The  American  Institute  of  Certified  Public  Accountants  recog- 
nizes that  there  have  been  "very  significant  incidents  of  fraud."  In 
addition,  they  stated  in  a  May  1993  circular  that  reported  litigation 
alleging  audit  failure  at  a  steady,  not  climbing  rate,  quote,  says  the 
AICPA: 

About  50  lawsuits  alleging  audit  failures  involving  public  companies  are  filed  each 
year,  and  that  number  has  remained  constant  over  the  last  10  years. 

That  does  not  sound  like  a  "flood  of  litigation"  to  me. 

In  all  the  critiques  that  we  have  heard  earlier  at  the  hearings 
here  and  today  about  the  so-called  "broken"  litigation  system,  I  still 
have  yet  to  hear  any  estimate  as  to  how  much  is  paid  out  in  ver- 
dicts and  settlements  due  to  securities  fraud  payments. 

The  big  six  have  estimated  it,  but  they  have  not  broken  it  down 
into  Government  settlements,  private  security  fraud,  et  cetera. 
They  have  lumped  it  all  together  and  made  it  appear  that  it  is  the 
private  litigation  system  that  is  accounting  for  all  these  settle- 
ments and  verdicts. 

Instead  of  shame  and  pledges  of  redemption,  these  giant  account- 
ing firms  come  imperiously  and  shamelessly  to  demand  special  re- 
lief. They,  if  anything,  deserve  special  frameworks  of  enhanced  ac- 
countability. 

Now,  with  the  failure  of  these  preventive  checkpoints  which  re- 
ceive very  little  attention,  what  can  we  do  to  make  boards  of  direc- 
tors more  accountable?  What  can  we  do  to  make  the  Federal  bank- 
ing agencies  work  better  when  the  evidence  of  violations  in  the 
1980's  were  all  before  them?  What  can  we  do  to  make  the  outside 
accounting  firms  and  law  firms  do  their  job  for  which  they  are 
being  paid? 

Instead  of  these  questions  being  asked  profoundly  and  system- 
ically,  the  focus  is  on  what  basically  is  a  partial  cleanup  check- 
point—which is  private  litigation — which  confronts  enormous  pro- 
cedural obstacles,  confronts  Federal  and  State  judges  who  are 
mostly  in  their  private  practice  before  they  were  appointed  busi- 
ness lawyers.  Seventy  percent  of  the  Federal  bench  is  appointed  by 
Reagan  and  Bush.  These  are  not  judges  who  read  Karl  Marx  on 
their  lunch  break,  Mr.  Chairman. 

[Laughter.] 

The  juries  are  traditionally — study  after  study — shown  to  be  re- 
sponsible fact  finders.  When  they  are,  they  are  refereed  in  a  much 
more  thorough  way  than  the  Federal  and  State  regulatory  agen- 
cies, the  board  of  directors,  and  the  outside  accounting  law  firms. 
They  are  refereed  by  the  trial  judge.  They  are  refereed  by  the  ap- 
pellate review.  They  are  refereed  by  the  Federal  rules  that  can  pe- 
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nalize  frivolous  suits,  as  well,  I  might  add,  as  frivolous  defenses. 
They  are  refereed  in  the  state  of  the  law  which  can  induce  mali- 
cious prosecution  suits. 

Now,  Public  Citizen  has  challenged  excessive  compensation  in 
three  plaintiff-lawyer  settlements,  including  that  airline  Frequent 
Flyer  one  that  you  are  familiar  with. 

I  do  not  know  any  corporation  or  any  accounting  firm  that  is 
coming  and  pleading  for  special  relief  here  that  has  performed  that 
duty.  Why  not? 

Many  of  these  settlements  occur,  Mr.  Chairman,  because  the  de- 
fendants want  to  cover  up.  They  do  not  want  to  go  to  litigation  be- 
cause there  are  a  lot  of  skeletons  in  their  closet.  In  some  cases  they 
do  not  defend  the  cases  vigorously. 

You  do  not  blame  the  private  civil  litigation  system  for  that  tac- 
tical decision.  You  do  not  blame  plaintiffs  and  plaintiffs  lawyers  for 
that  tactical  decision. 

There  are  also  other  obstacles  in  the  law  certifying  class  actions, 
notifying  classes,  et  cetera,  that  are  extremely  difficult  hurdles  for 
private  plaintiff  litigants  to  surpass. 

Big-time  auditors  project  big-time  lucrative  pretensions  to  their 
large  clients,  and  they  ought  to  pay  in  the  system  of  accountability 
when  they  fail  systemically  on  those  preventions — on  those  preten- 
sions. 

Now,  with  the  widespread  failure  of  derivative  checkpoints,  this 
checkpoint  which  I  am  going  to  propose  now  in  closing  has,  as  its 
virtue,  a  direct  interest  in  its  own  money.  It  is  not  dealing  with 
other  people's  money. 

All  that  we  are  talking  about  is  supposed  to  benefit  the  investor 
and  the  consumer  and  the  taxpayer.  Because  when  the  investor  is 
looted,  as  in  the  S&L's,  when  the  investor  is  looted  the  companies 
come  for  bailouts  and  the  taxpayer  comes  to  pay. 

I  would  propose  that  consumers  be  given  a  facility  to  band  to- 
gether— and  these  include  investors — to  band  together  in  State- 
wide financial  consumer  associations  through  a  regular  invitational 
notice  carried  in  the  bills  or  statements  of  banks,  insurance  compa- 
nies, pension  funds,  publicly-traded  corporations,  and  securities 
firms.  This  would  create  community  watchdogs  with  full-time  advo- 
cates. 

The  joining  of  these  consumer  groups  would  be  voluntary  to  the 
consumer  or  investor.  It  would  be  funded  by  private  membership 
dues,  neither  costing  the  taxpayers  nor  the  carriers  any  money. 
There  would  be  no  extra  postage  to  insert  that  in  a  brokerage  firm, 
or  a  bank,  or  an  insurance  company's  statement  or  bill.  These  fi- 
nancial consumer  associations  would  be  accountable  to  their  mem- 
bers. 

Unlike  the  board  of  directors  of  financial  firms,  outside  auditors, 
or  lawyers  expected  to  safeguard  other  peoples'  money,  these  on- 
the-ground  consumer  groups  would  have  a  commitment  to  foresee 
and  forestall  emerging  abuses  because  it  is  their  own  money  that 
they  are  going  to  be  concerned  about. 

These  FCA's  can  also  provide  greatly  needed  information  to  fi- 
nancial consumers  and  improve  the  quality  of  service  and  competi- 
tion. 
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Senator  Paul  Simon  can  describe  to  you  a  comparable  group  op- 
erating in  Illinois  for  residential  utility  ratepayers  since  1983, 
which  has  saved  about  $3  billion  in  ratepayer  increases  through 
their  advocacy  and  their  studies. 

This  proposal  that  I  just  mentioned  for  FCA's  was  presented  dur- 
ing the  sequence  of  S&L  bailouts  to  each  member  of  the  Senate 
Banking  Committee  starting  in  1989.  It  had  no  takers  on  the  com- 
mittee, as  is  often  the  case  when  a  proposal  to  produce  an  authen- 
tic shift  of  informed  power,  which  is  Congress,  has  to  contend  with 
an  opposing  powerful  lobby. 

It  would  be  well  to  remember,  in  conclusion,  that  our  political 
economy  has  exhibited  displays  of  corporate  socialism  where  mis- 
behaving companies  in  trouble  increasingly  lean  on  Uncle  Sam  and 
you  for  subsidies,  bailouts,  grants,  giveaways,  tax  expenditures, 
loan  forgiveness,  guarantees,  and  other  aids  to  dependent  corpora- 
tions. 

There  needs  to  be  a  decent,  if  tiny,  reciprocity  for  these  taxpayer 
and  consumer  burdens — namely,  a  facility  for  the  ultimate  payers 
and  the  asserted  beneficiaries  of  these  statutes  to  organize  them- 
selves inexpensively,  democratically,  and  expeditiously. 

I  would  estimate  that  FCA's  in  every  State  would  have  a  cumu- 
lative membership  of  some  $10  million  dues-paying  members  with- 
in 2  to  3  years. 

You  would  never  see  an  S&L  debacle  again.  It  would  be  caught 
in  the  nip.  You  would  never  see  an  empire  Blue  Cross  scandal.  It 
would  be  caught  before  it  festered  into  its  presently  outrageous  and 
costly  cruelties. 

May  this  subcommittee  think  about  Financial  Consumer  Associa- 
tions entirely  privately  funded  and  voluntary  for  people  to  join. 
Does  Congress  not  need  all  the  help  it  can  get  from  the  Peoples 
quarter? 

Thank  you,  Mr.  Chairman. 

Senator  Dodd.  Thank  you,  Mr.  Nader. 

Once  again,  we  like  to  know  your  views.  You  are  not  shy  in  ex- 
pressing them,  and  we  appreciate  your  presence  here  today. 

Ms.  Andersen,  we  thank  you  for  coming.  Maryellen  Andersen  is 
from  the  Council  of  Institutional  Investors  and  also  from  Connecti- 
cut. 

STATEMENT  OF  MARYELLEN  F.  ANDERSEN,  COUNCIL  OF 
INSTITUTIONAL  INVESTORS,  HARTFORD,  CT 

Ms.  Andersen.  Good  afternoon,  Senior  Senator  Dodd,  and  Mem- 
bers of  the  subcommittee. 

Actually,  our  Washington  adviser  here  ordered  me  not  to  start  by 
telling  you  who  I  am  and  who  I  represent.  She  says  you  already 
know  that,  or  you  would  not  have  invited  me. 

She  also  says  it  is  silly  to  read  a  string  of  titles  because  you 
might  fall  asleep.  So  I  will  not  read  you  that  string  of  titles,  but 
I  think  it  is  critical  to  emphasize  that  if  there  is  any  constituency 
here  today  that  has  every  reason  to  get  the  securities  litigation  sys- 
tem right,  and  no  reason  to  want  to  skew  the  system  to  favor  any- 
one, it  is  the  constituency  that  I  represent. 

This  is  the  constituency.  I  am  representing  the  public  employees 
and  retirees  of  the  State  of  Connecticut.  As  some  of  you  know,  the 
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State  Pension  Funds  invest  over  $10  billion  on  behalf  of  over 
150,000  employees  and  beneficiaries. 

I  am  also  the  Treasurer  of  the  Council  of  Institutional  Investors 
whose  members  invest  over  $600  billion  on  behalf  of  millions  of 
union,  public,  and  corporate  employees  and  beneficiaries. 

Why  do  we  care  about  this  legislation?  We  care  because  we  are 
the  largest  shareholders  in  America.  We  are  the  ones  who  are  hurt 
if  the  system  allows  someone  to  force  us  to  spend  huge  sums  of 
money  in  legal  costs  by  merely  paying  $10  and  filing  a  meritless 
cookie-cutter  complaint  against  a  company  or  its  accountants  when 
that  plaintiff  is  disappointed  in  his  or  her  investment. 

Our  pensions  and  our  jobs  depend  on  our  employment  by  and  in- 
vestment in  our  companies.  If  we  saddle  our  companies  with  big, 
unproductive  costs  that  other  companies  in  other  countries  do  not 
pay,  we  cannot  be  surprised  if  our  jobs  and  raises  begin  to  dis- 
appear and  our  pensions  come  up  short  as  the  population  ages. 

But  we  are  also  the  shareholders  who  want  to  preserve  our  abil- 
ity to  sue  when  it  is  appropriate. 

We  are  the  shareholders  who  are  benefited  if  the  SEC  or  private 
parties  bring  appropriate  lawsuits  that  police  our  markets  and  care 
for  millions  of  individual  investors  who  might  not  otherwise  be  able 
to  protect  themselves. 

Let  me  emphasize  this  point.  As  the  largest  shareholders  in  most 
companies,  we  are  the  ones  who  have  the  most  to  gain  from  meri- 
torious securities'  litigation.  The  awards  directly  and  positively  af- 
fect our  returns. 

So,  besides  the  general  value  that  meritorious  lawsuits  have  for 
keeping  our  markets  clean,  they  have  direct  immediate  financial 
value  to  us.  We  certainly  therefore  would  be  foolish  to  advocate  any 
change  that  would  discourage  the  proper  enforcement  of  our  securi- 
ties laws. 

However,  we  are  also  both  the  employees  and  taxpayers  who  de- 
pend on  corporate  employers  and  a  corporate  tax  base,  and  we  are 
the  millions  of  individual  consumers  of  corporate  goods  and  serv- 
ices. 

In  both  of  those  roles,  we  are  the  ones  who  pay  the  cost  of  all 
corporate  litigation — meritorious  and  otherwise.  We  pay  by  not  get- 
ting raises.  We  pay  by  higher  prices.  We  pay  through  lower  share- 
holder returns.  You  must  remember,  in  other  words,  that  whenever 
you  see  a  deserving  plaintiff  awarded  we  are  the  ones  paying  the 
price,  but  we  are  also  the  ones  paying  the  settlements  when  the 
lawsuits  are  frivolous.  We  are  the  ones  paying  the  huge  lawyers 
fees. 

Since  the  Council  of  Institutional  Investors'  average  retiree 
makes  only  $550  a  month,  we  feel  we  are  pretty  needy  and  deserv- 
ing, too. 

In  short,  we  are  the  ones  who  are  hurt  if  the  system  does  not 
work  right,  or  effectively,  or  efficiently,  and  we  are  the  ones  who 
stand  to  benefit  when  it  does. 

What  then  do  we  think?  I  think  most  of  us  feel  that,  despite  all 
the  strong  language  and  political  blood-letting  that  this  legislation 
has  produced,  there  is  reason  to  believe  the  system  is  not  yet  work- 
ing right. 
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There  is  still  major  disagreement  about  whether  there  is  a  huge 
number  or  a  small  number  of  frivolous  securities  strike  suits  filed. 
There  is  disagreement  about  whether  the  recent  growth  in  the 
number  of  these  suits  is  temporary  or  permanent.  But  whether  the 
number  is  large  or  small,  and  whether  the  problem  is  temporary, 
worse  than  usual,  or  not,  the  problem  is  one  to  be  addressed. 

It  is  in  our  collective  interests  to  look  for  ways  to  reduce  or  elimi- 
nate any  frivolous  or  inefficient  efforts  to  use  our  legal  system  and 
our  private  markets  like  a  shareholder  lottery. 

There  are  also  still  major  disagreements  about  the  size  and  util- 
ity of  the  legal,  administrative,  settlement,  and  lost  opportunity 
costs  generated  by  the  present  system,  but  we  all  know  that,  be- 
cause of  the  tremendous  number  of  these  cases,  the  costs  are  very 
significant.  It  is  in  our  collective  interests  to  look  for  ways  to  re- 
duce these  costs  and  ensure  that  every  dollar  spent  is  spent  as  effi- 
ciently as  possible,  and  it  is  as  likely  as  possible  to  go  to  innocent 
victims,  affected  shareholders,  and  public  administrative  costs,  not 
to  individuals,  or  not  on  individuals  whose  wealth  depends  on  gen- 
erating lawsuits  more  or  less  regardless  of  merit. 

So  I  am  here  to  offer  to  work  with  those  who  have  every  interest 
in  getting  this  matter  right.  That  is,  with  labor,  with  the  business 
community,  and  with  other  investors,  and  with  you  and  the  SEC 
to  offer  up  our  best  effort  at  identifying  and  addressing  securities 
litigation  reform  to  protect  our  jobs  and  our  pensions. 

I  am  not  here  to  endorse  a  specific  piece  of  legislation,  or  to  pre- 
tend to  be  an  expert  on  the  intricacies  of  this  bill  or  this  issue  more 
generally.  I  am  not  an  accountant  or  a  securities  lawyer.  But  one 
need  not  be  an  expert  to  realize  the  importance  of  this  issue  and 
to  conclude  that  this  issue  must  be  addressed  to  ensure  that  the 
system  protects  us  as  investors,  employees,  retirees,  and  citizens. 

I  close  by  repeating  my  offer  to  have  the  Council  of  Institutional 
Investors,  the  individual  members — there  are  85  public  pension 
funds,  corporate  pension  funds,  and  Taft-Hartley  funds  that  are  in- 
volved with  the  Council  of  Institutional  Investors — to  work  with 
you,  with  the  SEC,  with  labor,  and  business  to  try  to  reach  con- 
structive solutions  to  this  and  other  litigation  related  problems. 

Thank  you. 

Senator  Dodd.  Thank  you  very,  very  much. 

Let  me  thank  all  of  you  here.  You  have  shown  a  lot  of  patience 
in  trying  to  get  down  a  table  of  this  many  witnesses,  and  we  have 
tried  to  accommodate  as  many  people  as  we  could  here  today  as 
part  of  this. 

I  am  going  to  start  with  a  few  questions.  I  want  to  turn  the  clock 
on  for  ourselves  as  well,  because  we  can  unintentionally  go  longer 
than  we  want. 

I  am  going  to  use  you,  Professor  Briloff,  as  sort  of  our  resident 
professor  here  in  a  sense,  because  I  would  like  you  to  take  a 
minute  or  two,  if  you  could  briefly,  and  I  want  you  to  run  us 
through  how  the  accounting  profession  fits  into  the  overall  disclo- 
sure process. 

How  does  a  company  typically  take  a  stock  offering  and  submit 
it,  and  how  are  the  reports  thereafter  filed,  and  how  does  the  ac- 
counting profession  fit  into  that? 

Mr.  Briloff.  I  will  try. 
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The  financial  statements  comprise  three  separate  statements. 
One  is  a  statement  of  operations,  which  tote  up  the  revenues  for 
the  particular  period,  year,  or  this  day,  and  the  costs  of  the  period, 
and  it  then  comes  down  to  the  so-called  "bottom  line"  of  net  in- 
come. 

The  other  is  the  balance  sheet  or  statement  of  financial  position 
which  totes  up  the  assets  and  liabilities  and  then  comes  down  to 
equity. 

Then  there  is  the  statement  of  cash  flows,  which  is  the  third 
statement  that  was  added  relatively  recently  to  convert  the  other 
statements,  which  are  on  the  accrual  basis,  to  something  which 
might  approach  the  cash  basis,  cash  in  and  out. 

We  will  concentrate  on  the  first  two.  The  statement  of  oper- 
ations, which  is  the  one  that  is  particularly  critical  for  an  entity 
as  an  incident  to  its  going  concern  relationships  and  very  impor- 
tant to  the  securities  markets,  because  from  the  operations  state- 
ment's bottom  line  there  is  derived  the  so-called  "earnings  per 
share,"  and  then  somehow  the  persons  in  the  securities  markets, 
the  financial  community,  anoint  that  bottom  line.  Namely,  that  last 
bottom  line,  the  earnings  per  share,  is  anointed  with  a  multiple, 
and  that  becomes  the  stock  price. 

The  balance  sheet  is  literally  the  statement  showing  balances.  By 
that,  I  mean  it  does  not  really  try  to  tell  you  what  the  assets  really 
are  as  of  a  particular  date.  It  merely  tells  you  the  balances  of  as- 
sets that  remain  as  of  that  date  after  going  through  the  operating 
cycle.  I  will  come  back  to  that  in  a  moment.  Nor  does  it  really  tell 
you  what  the  liabilities  really  are  as  of  that  date,  excepting  those 
of  the  liabilities  that  remain,  and  then  the  equity  is  what  is  left 
over  as  the  third  part  because  the  double-entry  system,  which  goes 
back  to  the  15th  century,  debits  equal  credits 

Senator  Dodd.  Do  not  go  back  to  the  15th  century. 

[Laughter.] 

Mr.  Briloff.  No. 

Senator  Dodd.  You  are  scaring  me  here  now. 

[Laughter.] 

Mr.  Briloff.  I  will  not.  The  point  is 

Senator  Dodd.  I  had  a  professor  like  you. 

[Laughter.] 

Mr.  Briloff.  The  point  is  that,  ironically — and  this  is  the  only 
point  I  wanted  to  make  on  that — that  that  is  the  only  thing  in  ac- 
counting that  is  really  precise;  that  the  numbers  on  the  left-hand 
side  will  equal  the  numbers  on  the  right-hand  side. 

The  numbers  on  the  left-hand  side  are  supposedly  the  assets. 
They  tell  you  about  the  cash  and  the  inventories,  and  one  can  ask 
loads  of  questions  about  the  assumptions  about  the  inventory,  and 
about  the  plant  and  the  equipment,  and  similarly  the  liabilities. 

Now  the  managerial  objective  and  game  plan  all  too  often  is: 
How  can  I  produce  the  earnings  per  share  which  will  most  appro- 
priately approximate  that  which  the  financial  community  desires? 

If  we  go  back,  not  to  the  15th  century,  but  to  the  question  of  the 
auditor  who  asked  what  does  2  +  2  equal,  and  the  successful  audi- 
tor gave  the  answer  "what  number,  sir,  do  you  have  in  mind?"  So 
it  is  that  management  will  look  to  the  auditor  to  accommodate  and 
to  help  them  to  accomplish  the  objective. 
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Now,  as  I  indicated  in  my  brief  remarks,  management  is  respon- 
sible for  those  financial  statements,  not  the  auditor.  It  is  the  man- 
agement that  decides  the  rules  of  the  Generally  Accepted  Account- 
ing Principles  which  would  apply  in  the  particular  context  such  as 
revenues,  cost,  depreciation,  inventory  valuation,  and  the  like. 

All  that  the  auditor  does — and  I  am  not  painting  it  as  minimal; 
I  do  not  want  to  minimize  it — all  the  auditor  does  is  to  attest  that, 
notice,  not  that  the  statements  are  fair — you  heard  the  phrase  ear- 
lier, I  forget  from  whom — but  that  the  statements  are  fairly  pre- 
sented. Now  that  is  important.  Fairly  presented  in  accordance  with 
the  good  book  of  GAAP. 

Now  the  auditor  may  feel  that  they  are  really  inherently  unfair, 
but  if  they  are  fair  in  accordance  with  GAAP,  hold  his  nose,  shut 
his  eyes,  ears,  and  sign  up. 

It  is  when  these  "fair  in  accordance  with  GAAP'  turn  out  to  be 
unfair  that  the  auditor  has  a  serious  problem. 

Senator  Dodd.  The  point  I  want  to  ask  you  here  is  that  certifi- 
cation is  absolutely  required  prior  to  a  stock  offering? 

Mr.  Briloff.  Oh,  yes. 

Senator  Dodd.  Well,  a  lot  of  people  do  not  understand  that.  I 
mean,  that  is  in  a  sense 

Mr.  Briloff.  It  is  the  pass  key. 

Senator  Dodd.  That  is  right.  That  is  like  the  "UF"  on  electrical 
appliances.  The  average  person  looks  at  that  and  says,  "Everything 
else  being  equal,  this  is  OR" 

Mr.  Briloff.  One  other  thing  is  required  as  part  of  the  prospec- 
tus. For  example,  there  would  be  the  experts  that  would  be  de- 
scribed. In  there,  they  would  say  that  the  expert,  with  respect  to 
the  financial  statements,  are  so  and  so  accounting  firm,  Certified 
Public  Accountants. 

Senator  Dodd.  OK  I  am  going  to  turn  to  my  colleagues.  I  just 
wanted  to  get  that  out.  I  think  it  is  important  to  understand. 

Senator  Domenici.  Let  us  consider  that  testimony  on  his  part. 

Senator  Dodd.  All  right.  I  think  it  is  important  to  understand 
that  background. 

Now  let  me  turn,  if  I  can,  to  you,  Mr.  Netterville,  as  the  first  per- 
son on  the  panel. 

Now  the  standard,  as  I  understand  it,  is  "reckless  behavior." 
That  is  the  language  used  in  the  statutes.  In  other  words  what  you 
have  to  establish  in  terms  of  culpability  on  the  part  of  accountants 
is  that  they  acted  recklessly.  Is  that  correct? 

Mr.  Netterville.  Yes,  sir. 

Senator  Dodd.  I  am  trying  to  determine  what  is  the  best  step  for 
us  to  take  here,  and  I  am  concerned  about  the  direction  that  we 
are  heading  in.  How  do  you  respond  to  the  argument  between  an 
innocent  victim  and  someone  who  is  found  to  be  acting  recklessly 
in  performing  an  audit  where  certification  is  required  by  law  in 
order  for  an  investor  to  make  an  intelligent  decision,  that  the  law 
should  not  place  the  burden  on  that  innocent  victim  if  a  co-defend- 
ant is  insolvent? 

Mr.  Netterville.  Senator,  we  are  here  to  explain  to  you — and 
I  think  you  have  very  well  understood  that — that  there  is  a  serious 
problem  here.  We  are  not  trying  to  tell  you  how  to  make  law.  That 
is  your  job.  What  we  are  telling  you  is  that  the  system  is  not  work- 
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ing.  If  the  accounting  firm  in  question  has  fraudulently  or  other- 
wise made  an  error,  we  expect  them  to  be  held  accountable. 

What  we  are  trying  to  say  is  where  they  are  only  part  of  a  large 
group  of  people  having  something  to  do  with  financial  statements, 
management  of  companies,  underwriters,  and  so  forth,  and  they 
are  at  some  point  at  fault,  they  should  only  pay  their  fair  share. 

Senator  Dodd.  But  you  do  not  have  any  difficulty  with  the  word 
"recklessly"  at  all? 

Mr.  Netterville.  No,  sir. 

Senator  Dodd.  Let  me — to  this  issue  of  settlements,  Mr.  Weiss, 
you  raised  the  issue  of  settlements  and  how  it  works  out  there,  and 
why  the  courts  pursue  settlement;  that  this  is  not  necessarily 
something  that  plaintiffs  or  defendants  are  getting  at,  but  the  judi- 
cial structure  in  the  country  is  such  that  they  drive  settlements; 
that  a  judge,  the  first  item  or  the  second  item  on  the  agenda  when 
you  meet  is,  can  you  settle  this  matter?  Or,  are  you  getting  closer 
to  settlement  at  all? 

It  was  raised  by  your  colleague,  Bill  Lerach,  at  his  last  appear- 
ance before  the  committee  that  there  was  something  wrong  with 
the  system  in  a  sense  where  the  first  one  to  file  becomes  the  lead 
firm  in  these  matters  and  may  have  something  to  do  with  the  pace 
with  which  actions  are  brought. 

Do  you  agree  that  there  should  be  some  change  in  that  aspect 
of  the  law  so  that  the  courts  would  be  able  to  make  it  a  determina- 
tion as  to  who  ought  to  be,  or  which  firm  ought  to  be  the  lead  firm, 
other  than  whoever  gets  to  the  finish  line  first,  or  gets  to  the 
clerk's  window  first? 

And  would  that  in  effect  slow  down  some  of  the  rapid  pace  at 
which  cases  are  brought  and,  I  would  presume  you  would  agree,  as 
Bill  Lerach  did,  contribute  to  some  of  the  frivolous  cases  arriving 
where  someone  has  just  quickly  brought  the  action  because  they 
want  to  be  the  first  ones  at  the  window? 

Mr.  Weiss.  I  have  to  challenge  the  assumption  that  there  are  a 
lot  of  frivolous  cases.  I  have  been  in  this  business  for  33  years.  I 
have  been  practicing  this  since  1965. 

I  have  been  in  a  lot  of  cases 

Senator  Dodd.  I  am  not  going  to  challenge  that  point.  But 
the 


Mr.  Weiss.  But  the- 


Senator  Dodd.  — point  is,  how  do  you  avoid  what  seems  to  be  a 
pretty  obvious  problem  here? 

Mr.  Weiss.  One  thing,  Mr.  Chairman.  The  statute  of  limitations 
is  a  big  driver  of  when  cases  are  filed,  and  nobody  really  has  been 
talking  about  it. 

We  nave  a  1-year  statute  of  limitations  now  under  the  Lampf  de- 
cision. A  lot  of  courts  are  going  to  take  the  position  that  it  is  from 
the  date  of  inquiry  notice  that  the  statute  starts  running. 

Now  just  think  about  what  happens.  A  company  has  dissemi- 
nated information  from  time  to  time  over  time.  Other  people  are 
analyzing  this  company's  performance.  They  are  issuing  analyst  re- 
ports and  the  like. 

Any  disclosure  of  something  that  was  amiss  in  that  company  that 
might  be  later  tied  into  the  reason  for  the  drop  can  be  argued  after 
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the  fact  as  the  point  that  the  statute  started  to  run — the  date  of 
inquiry  notice,  the  date  of  revelation  of  that  partial  disclosure. 

Courts  that  want  to  get  rid  of  cases  can  be  driven  to  dismiss  ac- 
tions because  of  that.  It  is  a  big  risk  at  trial.  Sometimes  you  do  not 
know  whether  or  not  the  statute  is  going  to  be  a  bar  until  you  get 
to  trial. 

So  when  you  get  into  a  situation  where  you  have  a  company 
whose  stock  is  publicly  traded  over  a  period  of  time,  you  have  to 
start  that  action  as  soon  as  you  can  in  order  to  avoid  the  possibility 
of  a  dismissal  under  the  statute,  or  else  you  would  be  guilty  of  mal- 
practice. 

Now  why  do  these  cases  get  started?  If  you  bought  a  stock  on  a 
Monday  that  dropped  30,  40  percent  on  a  Wednesday,  you  would 
be  calling  everybody  on  earth  to  find  out  what  the  heck  happened, 
and  what  can  I  do  about  it? 

Most  of  the  calls  we  get  are  from  brokers,  from  other  lawyers, 
from  institutional  investors — they  come  from  all  over — and  from 
big  law  firms  who  have  friends  and  clients,  and  they  can't  bring  the 
actions  themselves,  and  they  say,  "Bring  that  action." 

Now  what  are  we  supposed  to  do  when  you  have  this  1-year  stat- 
ute? That  is  a  big  driver  of  this  problem. 

Senator  Dodd.  Let  me  turn  to  my  colleagues  here. 

Senator  Domenici. 

Senator  Domenici.  I  have  just  got  to  say,  that  is  not  right.  I 
mean,  these  two  lawyers  who  appeared  on  behalf  of  this  industry 
of  filing  lawsuits  are  just  masters  at  turning  the  issue  around  to 
their  benefit.  You  are  wonderful.  It  is  no  wonder  you  win  all  these 
lawsuits. 

Mr.  Weiss.  Thank  you. 

Senator  Domenici.  You  are  dynamite. 

Perhaps  we  should  inquire  for  you  to  look  at  your  records  over 
the  last  5  or  6  years  and  let  us  know  how  soon  after  the  happening 
of  an  alleged  event  you  filed  the  lawsuit.  It  might  be  interesting 
for  us  to  have  that,  and  I  pose  that  question,  and  I  ask  that  you 
submit  that.  I  do  not  believe  the  1  year  has  anything  to  do  with 
it. 

Senator  Dodd.  Well  that  was  my  point.  If  you  had  a  longer  stat- 
ute, why  does  that  necessarily  cut  down  the  number  of  frivolous 
suits. 

Mr.  Weiss.  Again  you  start  with  an  assumption  that  I  cannot 
buy.  I  look  at  the  results  that  are  achieved. 

You  know,  it  is  funny.  I  hear  all  these  statistics.  In  the  studies 
that  the  proponents  of  this  tort  reform  bill,  they  show  a  2.7  percent 
recovery  on  losses.  Then  today  I  heard  somebody  use  14  percent. 
We  have  studies  that  show  60  percent  on  damages.  What  do  we 
mean  by  "frivolous"? 

There  are  a  lot  of  people  who  would  have  argued  that  my  WPPS 
case  was  frivolous,  and  we  wound  up  with  $750  million.  Did  we  get 
properly  rewarded?  We  got  4  percent  in  fees  in  that  case. 

Senator  Dodd.  Yes,  but  you  are  not  getting  to  the  threshold 
question.  Let  me  bring  you  back  to  one  point.  That  is,  let  us  just 
assume  for  a  second  that  there  is  one  frivolous  case,  Mr.  Weiss.  It 
seems  to  me  something  is  inherently  wrong  with  the  notion  that 
the  first  guy  to  the  window  gets  the  lead. 


329 

There  has  got  to  be  a  better  way  of  arriving  at  who  is  in  the  lead 
on  these  matters  than  who  is  quickest  to  file.  Now  what  idea  do 
you  have,  if  any,  of  changing  that  particular  system? 

Mr.  Weiss.  I  would  like  to  look  into  that,  Mr.  Chairman.  If  there 
is  an  appearance  of  a  problem  because  of  that,  then  I  think  we 
have  an  obligation  to  try  to  change  that  appearance. 

I  still  say  you  have  to  look  at  the  results  that  are  achieved  in 
those  cases  irrespective  of  when  they  are  filed,  but 

Senator  Dodd.  I  do  not  disagree.  I  am  not  saying  that  that  is  a 
problem. 

Mr.  Weiss.  But  I,  for  one,  would  be  happy  to  sit  down  in  a  calm 
environment  and  discuss  that  issue.  I  am  an  easily  accessible  law- 
yer. The  accounting  profession  frequently  calls  upon  me  to  sit  down 
and  work  out  these  kinds  of  problems. 

Any  lawyer  on  the  other  side  of  the  case  knows  that  if  they  think 
the  case  is  not  meritorious,  they  can  sit  down  with  me  and  we  can 
go  through  these  things.  But  do  you  know  something?  When  I  ask 
them  for  their  work  papers  up  front,  they  do  not  want  to  give  them 
to  me.  They  would  rather  have  a  scorched-earth  defense. 

Senator  Dodd.  I  think  there  is  a  very  legitimate  point  being 
raised  about  the  number  of  cases  that  have  been  filed  and  statis- 
tically what  has  happened  here,  and  I  think  that  frankly  the  200- 
and-some-odd  cases  really  does  not  sound  to  me  like  an  explosion. 
On  the  other  hand,  I  think  there  is  a  legitimate  point  being  raised 
about  the  perception  of  abusive  litigation,  which  in  turn  may  hurt 
disclosure,  which  is  something  we  have  got  to  try  to  encourage. 

This  goes  to  the  core  issue  of  how  do  you  get  more  information 
to  the  public,  the  investor  public,  so  they  make  intelligent  decisions 
and  fair  decisions  about  what  they  want  to  do? 

And  if  some  securities  litigation  is  having  an  adverse  effect  on 
disclosure,  then  despite  the  small  number  of  cases  that  actually  get 
filed — which  is  a  very  important  point — there  may  be  a  residual  ef- 
fect that  is  occurring  here  that  is  hurting  capital  formation.  That 
is  what  drives  the  subcommittee  in  terms  of  its  interest. 

Mr.  Weiss.  Mr.  Chairman,  the  race  to  the  courthouse  really  got 
started  in  Delaware  in  derivative  actions.  It  sort  of  caught  on,  and 
it  is  something  that  does  occur,  and  it  is  part  of  the  mentality. 

You  know,  if  you  spoke  to  somebody  who  was  involved  in  a  mass 
tort  case,  the  answer  they  would  give  you  is  similar  to  this,  and 
it  applies  here  also.  The  faster  you  get  in  there  and  the  faster  you 
can  get  the  right  to  be  the  lead  counsel,  the  faster  you  can  start 
putting  the  resources  to  work  to  investigate  the  wrongdoing  and  to 
dig  up  the  facts  that  may  flit  away  if  you  are  not  there  in  a  timely 
fashion. 

Senator  Dodd.  I  do  not  disagree.  I  understand  that  part.  I  am 
sorry. 

Senator  Domenici.  Mr.  Chairman,  could  we  consider  that  dialog 
also  part  of  the  written  testimony. 

Senator  Dodd.  No. 

Senator  Domenici.  No?  Well  then  you  get  charged  for  the  time? 

Senator  Dodd.  I  do. 

Senator  Domenici.  All  right.  Very  good. 

[Laughter.] 
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Mr.  Chairman,  I  would  like  to  ask  Mr.  Weiss  to  furnish  for  the 
record,  if  he  would  agree,  the  following  information. 

Over  the  last  3  years,  how  many  of  these  lawsuits  have  you  filed 
under  rule  23  of  the  Federal  Rules  of  Civil  Procedure  that  we  are 
considering  here,  under  that  section,  number  one? 

Second 

Mr.  Weiss.  Are  you  talking  about  a  10(b)(5),  Senator?  Are  you 
talking  about  10(b)(5)  cases? 

Senator  Domenici.  Yes. 

Second,  I  would  like  to  know  who  the  lead  plaintiff  on  each  of 
those  cases  has  been? 

Third,  I  would  like  to  know  how  much  the  lead  plaintiff  was  paid 
to  be  a  plaintiff?  What  bonus  did  they  get  up  front  or  in  the  settle- 
ment? 

Mr.  Weiss.  Do  you  mean  court-awarded  bonuses?  Is  that  what 
you  are  talking  about? 

Senator  Domenici.  Well,  I  understand  most  of  them  are  settled, 
so  let  me  just  say,  under  a  facsimile  of  how  you  settle  them  in 
standard  settlement  terms,  you  send  out  to  the  stockholders  at 
large  and  you  suggest  that  they  will  not  object  to  paying  $15,000 
from  the  settlement  for  an  additional  award  to  each  class  plaintiff, 
$15,000. 

I  would  just  like  to  know,  in  the  suits  you  have  filed,  settled,  or 
tried,  how  much  did  the  lead  plaintiff,  or  whatever  you  call  that 
person — I  understand  in  one  case  there's  a  man  in  his  nineties  who 
is  the  principal  plaintiff  in  a  large  number  of  these  cases,  a  very 
nice  man;  he  answers  questions  nicely — but  it  just  seems  to  me — 
and  the  public,  when  they  hear  this  that,  you  know,  this  is  some- 
thing fishy.  Who  goes  out  and  finds  these  fellows? 

So  I  would  just  like  to  know  who  that  person  is,  and  how  much 
they  got  over  the  last  3  years  from  your  files  for  the  record,  please? 
Would  you  do  that? 

Mr.  Weiss.  I  will  take  that  under  consideration. 

Senator  Domenici.  Mr.  Chairman,  that  is  not  the  answer. 

Mr.  Weiss.  If  you  are  talking  about  publicly  awarded  bonuses, 
sure,  I  will  give  it  to  you. 

Senator  Domenici.  No,  I  think  we  already  have  that. 

Mr.  Weiss.  I  have  never  sought  one  in  any  case  I  have  been  in 
in  33 — me,  personally,  in  33  years.  I  would  have  to  go  through  our 
inventory  and  see  if  we  have  done  that.  There  may  be  a  couple  of 
instances,  but  I  have  never  done  that  in  any  case  I  have  been  in. 

Senator  Domenici.  You  have  not? 

Mr.  Weiss.  Me,  personally. 

Senator  Domenici.  Your  firm  has  not 

Mr.  Weiss.  I  did  not  say  "my  firm."  I  said  in  a  case  in  which  I 
have  been 

Senator  Domenici.  You  must  have  a  specialty  within  the  firm? 

^  Mr.  Weiss.  No.  I  am  the  founder  of  the  firm,  and  everything  the 

firm  does  I  am  part  of,  but  I  don't  personally  get  involved  in  every 

case.  I  have  85  lawyers  in  my  firm.  I  have  represented  the  Federal 

Government 

Senator  Domenici.  My  question 

Mr.  Weiss.  — States,  cities 
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Senator  Domenici.  My  question,  Mr.  Chairman,  does  not  go  to 
him,  but  to  his  firm. 

Mr.  Weiss.  I  understand. 

Senator  Domenici.  We  have  had  two  members 

Mr.  Weiss.  We  would  be  happy  to  provide  that. 

Senator  Domenici.  Now  let  me  ask,  Mr.  Weiss,  you  made  a  big 
claim  here  of  the  fiduciary  relationship  that  you  as  lawyers  have 
in  class-action  suits. 

Mr.  Weiss.  Right. 

Senator  Domenici.  I  am  very  interested  in  that,  because  for  out- 
siders who  are  very  informed  they  do  not  speak  with  that  much  en- 
thusiasm about  your  fiduciary  relationship.  Let  me  cite  our  witness 
last  time  from  the  SEC — what  was  his  name? 

Mr.  Weiss.  Mr.  McLucas? 

Senator  Domenici.  I  think  what  he  said: 

These  Class-Action  Counsels  often  operate  in  an  entrepreneurial  capacity  rather 
than  as  fiduciaries  operating  at  the  direction  of  the  client. 

I  believe  Chairman  Breeden  said  much  the  same  thing  last  year. 
He  also  said: 

A  litigation  system  that  fails  to  separate  strong  claims  from  meritless  claims 
seems  to  serve  no  one. 

Senator  Bennett.  If  the  Senator  would  yield,  is  that  not  Mr. 
Whitworth's  point? 

Senator  Domenici.  Yes. 

Senator  Bennett.  Thank  you. 

Senator  Domenici.  Could  I  ask  you?  Maybe  you  could  explain 
why  these  enforcement  people  who  see  hundreds  of  situations  of  all 
types  have  a  different  impression  than  you  about  what  counsel's 
role  is  in  these  kinds  of  actions,  fiduciary  or  entrepreneur? 

Mr.  Weiss.  I  do  not  think  they  have  a  different  view.  They  bring 
very  few  of  these  kinds  of  cases  because  they  are  understaffed. 
They  seem  to  be  limited  to  insider  trading  cases. 

In  the  WPPS  case,  they  spent,  I  think,  millions  of  dollars  of  tax- 
payers money  doing  an  investigation  that  they  never  got  off  the 
ground.  They  never  started  a  lawsuit.  They  wound  up  just  issuing 
the  report. 

We  prosecuted  the  action.  We  went  to  trial  in  the  case  against 
many  of  the  defendants.  As  I  said  before,  we  settled  at  the  time  for 
over  $750  million.  I  think  we  are  up  to  $900  million  now. 

Senator  Domenici.  OK. 

Mr.  Weiss.  The  SEC  did  nothing. 

Senator  Domenici.  OK,  Mr.  Weiss.  Again,  you  are  very  mar- 
velous at  getting  off  the  point. 

Mr.  Weiss.  That  is  the  point. 

Senator  Domenici.  The  WPPS  case  and  two  others  you  have 
cited  are  very  grandiose  examples  of  marvelous  work  you  have 
done.  The  DrexeT  case  particularly 

Mr.  Weiss.  The  U.S.  Financial  case,  when  I  met  Mr.  Lerach,  the 
very  first 

Senator  Domenici.  Now,  Mr.  Weiss,  let  me  please  ask  you 

Mr.  Weiss.  Yes? 

Senator  Domenici.  — would  you  now  submit  for  the  record  in  be- 
half of  your  firm:  Over  the  last  3  years,  how  many  lawsuits  have 
you  filed  under  this  section  of  the  Federal  Rules  of  Procedure?  In 
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addition,  tell  us  what  the  claim  of  damages  was  in  each  case  as  you 
originally  filed  it.  Then,  tell  us  what  it  settled  for,  and  when.  And 
of  tnat  settlement,  what  your  attorneys'  fees  were. 

Mr.  Weiss.  Senator,  I  really  want  to  be  cooperative  with  you,  but 
let  me  just  state  that  there  is  no  demand  in  these  cases.  We  do  not 
put  a  dollar  amount  in  the  complaint. 

Senator  Domenici.  OK. 

Mr.  Weiss.  There  is  a  very  carefully  crafted  body  of  law  dealing 
with  how  damages  are  arrived  at  in  10(b)(5)  cases 

Senator  Domenici.  All  right 

Mr.  Weiss.  — and  it  is  called  "the  out-of-pocket-damage  ap- 
proach." It  is  the  inflation  in  the  price  at  the  date  of  purchase 
caused  by  the  wrongful  information  that  is  disseminated  or  emitted 
from  the  marketplace. 

So  if  you  buy  a  share  of  stock  at  $70  on  January  15  and  we  can 
prove  that  on  that  date  there  were  material  misstatements  or  omis- 
sions with  respect  to  financial  information  or  anything  else  that  is 
material  about  the  company,  the  experts  then  come  in  and  they  try 
to  calculate — and  it  is  not  an  easy  process,  and  it  is  very  conten- 
tious, and  the  defendants  always  have  a  different  view  of  it — the 
inflation  at  that  point  in  time.  Then  you  have  to  run  an  inflation 
line  throughout  the  class  period. 

So  what  happens  is — and  I  am  just  trying  to  be  helpful  here — 
you  have  many  people  who  do  studies.  What  they  do  is,  they  take 
market  losses  and  they  try  to  substitute  that  as  the  damage  figure. 

Using  WPPS  again,  we  calculated  as  our  outside  damage  figure — 
and  it  was  an  optimistic,  if  we  won  every  single  point — of  $1.4  bil- 
lion. The  defendants  came  in  and  they  said  their  damage  figures 
were  only  $250  million.  It  is  a  big  contest.  It  is  a  major  part  of  the 
controversy. 

Senator  Domenici.  Mr.  Chairman,  I  will  accept  the  witness  at 
his  word  and  at  his  honesty. 

Mr.  Weiss.  Thank  you. 

Senator  Domenici.  If  there  is  no  way  to  measure — if  there  is  no 
way  to  measure  the  value  of  the  claim,  then  you  do  not  have  to 
submit  it;  you  just  submit  what  you  settled  it  for,  and  when. 

I  want  to  close  these  remarks  by  saying  that  there  is  one  bright 
light  who  I  really  want  to  thank. 

I  want  to  thank  Ms.  Andersen.  Frankly,  in  your  way  you  make 
more  sense  than  anybody  here  because  you  are  totally  neutral  to 
the  special  interests.  Yet  you  see  a  problem  and  you  would  like  to 
help  us  solve  it,  and  I  thank  you  very  much  for  that. 

I  think  you  make  the  point  that  you  do  not  know  how  to  quantify 
how  much  litigation  is  too  much  or  which  is  frivolous,  but  you  are 
saying  there  is  a  problem  and  let  us  try  to  fix  it.  I  hope  we  will 
take  you  at  your  word  and,  as  we  move  through  this,  as  you  and 
others  like  you  sit  down  and  share  some  of  these  things  with  us. 

I  thank  you. 

I  will  wait  for  the  second  round. 

Senator  Dodd.  Thank  you,  Pete. 

Senator  Bennett. 

Senator  Bennett.  Thank  you,  Mr.  Chairman. 

I  would  just  ask  Mr.  Weiss,  you  keep  challenging  the  assumption 
that  there  are  frivolous  lawsuits.  Do  you  maintain  therefore  that 
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there  are  no  strike  suits  of  the  kind  described  by  the  CEO's  that 
appeared  before  us  in  our  previous  panel  and  that  have  been  re- 
ferred to  here,  that  that  is  not  a  practice  that  occurs? 

Mr.  Weiss.  I  do  not  know  what  the  phrase  "strike  suit"  means. 
As  I  understand  it — and  rule  23  was  the  remedy  in  the  law  to 
avoid  strike  suits — a  strike  suit  always  was  and  always  was  known 
to  be  a  legitimate  lawsuit  that  was  brought  by  a  lawyer  to  exact 
a  fee  for  his  or  herself  without  getting  a  proper  benefit  for  the  cli- 
ent. And  rule  23  in  1966 

Senator  Bennett.  Well,  let  me  define  it  for  you,  then,  if  you  do 
not  know  what  the  phrase  means.  As  I  was  using  it,  let  me  define 
"strike  suits"  for  you  then. 

"Strike  suits"  in  these  hearings  have  been  used  to  describe  suits 
that  are  filed  by  lawyers,  triggered  solely  by  stock  action  and  no 
analysis  whatsoever  of  any  possible  wrongdoing  or  difficulty  in  the 
company,  but  simply  a  fishing  expedition  in  the  hope  that  a  10  per- 
cent or  greater  drop  in  the  price  of  the  stock  will  produce,  upon  in- 
vestigation, as  a  result  of  the  fishing  expedition,  something  that 
the  lawyer  can  hang  his  hat  on,  filed  in  the  hope  that  if  there  is 
nothing  wrong,  nonetheless  the  cost  of  litigation  will  be  sufficiently 
high  that  the  defendant,  even  if  completely  clean,  will  nonetheless 
settle  in  a  straight  business  decision  for  an  amount  less  than  the 
cost  of  litigating. 

Are  you  denying  that  that  practice  goes  on? 

Mr.  Weiss.  Yes. 

I — look.  Senator,  there  are  a  few  bad  things  that  happen  across 
the  board  probably  in  every  area  of  the  law  here  and  there,  just 
like  takeover  litigation. 

Senator  Bennett.  I  am  not  asking  for 

Mr.  Weiss.  But  as  a  general  practice,  Senator,  I  am  trying  to  an- 
swer your  question  honestly  and  forthrightly  and  to  be  helpful.  I 
cannot  believe  that  a  lawyer  would  file  a  rule  23  action  in  today's 
day  and  age  where  he  or  she  does  not  have  a  reasonable  basis  to 
believe  that  they  can  get  past  a  rule  9  motion. 

Senator  Bennett.  So  you  are  saying  that,  while  there  may  be  an 
individual  practitioner  here  or  there  who  does  the  kind  of  thing  I 
have  described,  it  is  not  something  that  someone  specifically  goes 
after  as  a  normal  part  of  the  practice  of  a  legitimate  law  firm? 

Mr.  Weiss.  That  is  correct. 

Senator  Bennett.  So  you  are  saying  that  Mr.  Whitworth's  testi- 
mony, for  example,  is  completely  wrong? 

Mr.  Weiss.  I  listened  to  Mr.  Whitworth  very  carefully,  and  I  was 
really  very  upset  about  it.  I  would  be  very  happy  to  meet  with  Mr. 
Whitworth  and  discuss  with  him 

Senator  Bennett.  Yes.  But  you  are  saying  that  his  testimony  is 
wrong? 

Mr.  Weiss.  I  think  he  is  misinformed  about  a  lot  of  things. 

Senator  Domenici.  Would  you  yield,  Senator? 

Senator  Bennett.  Yes. 

Senator  Domenici.  Rule  23,  he  is  saying  that  he  is  very,  very 
doubtful  whether  a  rule  23  strike  suit  is  filed.  Now  you  are  not 
talking  about  that.  That  is  a  legal  definition  in  the  statute. 

Senator  Bennett.  That  is  why  I  described  the  suit  in  the  way 
I  did. 
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Mr.  Weiss.  We  are  talking  about  class  actions.  That  is  rule  23. 

Senator  Domenici.  Right. 

Senator  Bennett.  Yes. 

Mr.  Weiss.  That  is  what  I  meant,  Senator. 

Senator  Domenici.  But  in  your  answer  you  said  "I  would  be  sur- 
prised if  any  rule  23  suit  was  filed."  That  was  not  the  question. 

Senator  Bennett.  Thank  you. 

Mr.  Nader.  May  I  respond  to  your  question? 

Senator  Bennett.  Surely. 

Mr.  Nader.  Do  you  really  think,  Senator,  that  corporations  on  a 
business  judgment  will  say  "this  is  a  terrible,  frivolous  suit;  it  is 
totally  unsupportable,  but  I  am  going  to  have  to  pay  X  millions  of 
dollars  because  it  is  cheaper  to  pay  it  than  to  go  through  with  it?" 

Senator  Bennett.  I  not  only  think  that,  I  have  done  that  as  the 
CEO  of  a  corporation. 

[Laughter.] 

Mr.  Nader.  Let  me  suggest  to  you — let  me  suggest  to  you,  Sen- 
ator, that  as  a  practicing  lawyer  you  are  devoid  of  a  very  conven- 
tional imagination.  Do  you  want  me  to  tell  you  how  to  proceed  in 
some  of  those  cases? 

If  your  client  is  sued  in  that  respect  and  you  are  a  fiduciary  for 
shareholders  or  investors,  and  you  think  this  is  a  totally  meritless 
suit,  you  would  first  counterfile  a  suit  against  the  attorney  for  ma- 
licious process  and  the  client;  you  would  file  a  debarment  proceed- 
ing against  the  attorney  for  misusing  the  legal  process;  and  you 
would  join  with  other  alleged  victims  of  frivolous  suits  who  are 
called  corporations  in  forming  a  group  to  root  it  out,  first  by  docu- 
menting it  rather  than  alleging  it. 

One  reason  why  these  suits  are  settled,  if  they  are  alleged  to  be 
frivolous,  is  because  they  do  not  want  to  disclose  any  more  informa- 
tion. I  have  seen  it.  You  have  seen  it.  And  others  have  seen  it. 

Senator  Bennett.  I  have  not  seen  it. 

Mr.  Nader.  And  I  am  wondering  why  there  are  not  either  insti- 
tutional approaches  here,  or  going  to  the  limits  of  the  legal  rem- 
edies, injunctive,  equitable,  or  otherwise  Federal  rules — profes- 
sional debarment  proceedings,  et  cetera. 

Senator  Bennett.  I  will  tell  you  why. 

Mr.  Nader.  It  just  does  not  make  sense. 

I  am  offended  by  the  concentration  of  focus  by  you  two  Senators 
on  the  lawyers  for  the  victims — not  that  they  should  not  be  ques- 
tioned— and  the  total  indifference  of  concentrating  on  the  perpetra- 
tors, the  corporate  criminals,  the  breachers  of  fiduciary  duty,  the 
people  who  allowed  billions  of  dollars  to  be  looted  from  your  con- 
stituents in  the  S&L,  the  pension,  the  publicly  traded  corporations, 
and  the  go-go  casino  gambling  type  business  that  went  on  in  the 
1980's  and  continues  into  the  1990's. 

I  simply  do  not  understand  why  you  believe  that  the  people  back 
in  Utah  do  not  require  your  inquisitive  performance  on  the  per- 
petrators, the  criminals,  the  people  who  were  criminally  negligent. 
That  is  the  problem,  in  quantity.  This  is  a  side  show  by  comparison 
with  the  looting  that  went  on. 

Senator  Bennett.  Mr.  Nader,  if  we  are  going  to  talk  about  being 
offended,  may  I  be  offended  by  your  characterization  of  corporate 
executives? 
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I  have  been  a  corporate  executive  a  good  part  of  my  life.  I  have 
never  looted.  I  have  never  plundered,  and  I  have  never  lied.  I  have 
signed  lOICs.  I  have  signed  lOQ's.  I  have  been  involved  in  all  of 
the  circumstances  that  have  been  described  here  with  respect  to 
audits  in  public  corporations  as  well  as  in  private  ones,  and  I  sug- 
gest to  you  that  those  who  engage  in  criminal  activity  in  the  cor- 
porate world  are  very  much  in  the  minority,  as  Mr.  Weiss  means 
to  suggest  that  those  who  engage  in  the  kind  of  activity  we  are  ob- 
jecting to  in  the  legal  world  are  in  the  minority. 

Mr.  Nader.  So  are  street  criminals  in  the  minority. 

Senator  Bennett.  But  I  do  not  think  you  are  the  only  one  that 
has  the  right  to  be  offended. 

Mr.  Nader.  This  is  a  very  significant- 


Senator  Bennett.  Now  if  I  may  answer  your  question- 


Senator  Dodd.  Let  us  keep  this  on  the  subject  matter,  now. 

Senator  Bennett.  If  I  may  answer  your  question,  you  said:  Why 
would  anybody  not  follow  the  course  of  example  that  you  have  fol- 
lowed? 

I  will  tell  you  why,  and  I  will  tell  you  why  as  a  CEO  I  performed 
the  proper  fiduciary  responsibility  to  my  shareholders  and  settled 
a  suit  that  I  considered  not  meritorious. 

The  company  that  I  was  presiding  over  was  in  precarious  finan- 
cial circumstances,  it  being  an  entrepreneurial  effort  of  less  than 
a  year's  existence. 

The  legal  bill  for  us  to  meet  the  demand  for  depositions  was  run- 
ning $25,000  a  month.  Our  company  was  not  capable  of  handling 
a  sustained  drain  of  $25,000  a  month  cash  flow  for  an  activity  that 
was  totally  unproductive. 

The  settlement  that  I  proposed  through  our  lawyers  to  the  other 
side  required  us  to  pay,  and  I  was  willing  to  pay,  $2,500  a  month 
over  a  period  of  5  years. 

I  performed  the  proper  fiduciary  responsibility  for  my  sharehold- 
ers by  agreeing  to  that  $2,500  a  month  expenditure,  not  pursuing 
all  of  the  remedies  that  you  have  described,  all  of  which  are  very 
expensive,  and  saved  the  company. 

I  make  no  apologies  for  that  and  do  not  feel  it  was  my  respon- 
sibility to  try  to  go  through  all  of  the  legal  hoops  that  exist  in  this 
circumstance. 

There  are  reasons  why  settlements  are  reached  on  a  business 
basis  that  have  nothing  to  do  with  any  attempt  to  hide  wrongdoing. 

With  that,  Mr.  Chairman,  we  probably  ought  to  go  back  to  you 
for  a  little  bit  less  heated  exchange  here,  and  I  thank  the  Chair  for 
his  patience. 

Senator  Dodd.  Senator  Domenici. 

Senator  Domenici.  Let  me  ask  Mr.  Netterville,  would  you  elabo- 
rate a  bit  on  your  comments  regarding  the  testimony  at  our  last 
hearing,  regarding  first,  the  operation  of  the  litigation  system  and, 
second,  whether  or  not  the  problems  you  have  identified  are  in- 
creasing? 

Mr.  Netterville.  Yes,  Senator,  I  will  be  glad  to. 

In  my  testimony  I  talked  about  having  Mr.  Gittenstein  with  me, 
who  is  an  attorney  and  I  am  not.  I  have  asked  him  to  research  the 
testimony  of  Mr.  Lerach  last  month,  and  he  has  done  so. 


336 

With  your  permission,  I  would  like  for  him  to  answer  your  ques- 
tion. 

Senator  Dodd.  Well,  the  thing  is,  we  have  had  other  witnesses 
make  requests  like  this,  and  I  am  trying  to  keep  it  to  the  panel  be- 
cause, once  you  start  down  that  road,  it  never  stops.  Can  you  do 
this? 

Mr.  Netterville.  No,  sir.  I  am  not  an  attorney,  and  Mr. 
Gittenstein's  firm  and  associates  have  put  together  the  numbers. 

Senator  Dodd.  Well,  I  will  just  tell  you  that  other  people  have 
other  people  here  and  they  are  going  to  ask  for  them  to  participate, 
and  this  can  get  out  of  hand. 

Mr.  Netterville.  I  recognize  that.  I  will  do  whatever  you  would 
like  in  that  regard. 

Senator  Domenici.  Mr.  Chairman,  could  we  do  this?  I  did  not  do 
this  with  the  intention  of  seeking  special  privilege  for  a  witness.  If 
you  do  not  think  we  can  do  this,  can  you  submit — do  you  have  a 
report? 

Mr.  Netterville.  Fine.  Let  me  do  it  that  way. 

Senator  Domenici.  Could  we  ask  that  the  CPA  submit  the  re- 
port? 

Mr.  Netterville.  I  will  be  glad  to. 

I  can  summarize  the  report  Toy  telling  you  that  our  studies  clearly 
show  and  support  the  other  three  studies  that  you  have  at  your 
disposal.  That  is,  that  the  average  plaintiff  only  receives  14  cents 
on  the  dollar  for  those  20  cases.  That,  in  our  view,  is  not  what  the 
system  is  all  about.  That  is  not  a  fairness  situation,  and  it  is  not 
benefiting  the  investor  when  he  brings  those  suits  forward. 

Senator  Dodd.  Let  me  go  back  to  the  point,  if  I  can 

Senator  Domenici.  Please. 

Senator  Dodd.  I  am  sort  of  sympathetic  to  this  notion  of  joint 
and  several  liability.  The  point  I  tried  to  raise  with  my  professor 
here  was  that  that  stamp  of  approval  by  accounting  firms  is  not 
just  one  of  a  series  of  actions;  it  is  a  very  critical  moment  in  terms 
of  that  public  offering. 

Mr.  Netterville.  Yes,  sir. 

Senator  Dodd.  It  is  not  just  some  office  involved  here.  Someone 
is  looking  over  the  entire  operation  and  putting  their  stamp  on 
there  which  the  average  investor  looks  for.  It  is  a  very  critical  issue 
in  terms  of  the  public  offering. 

As  between  the  innocent  victim  and  the  reckless  auditor,  it 
seems  to  me  there  is  no  other  recourse  for  that  innocent  victim.  At 
that  particular  juncture  should  not  that  innocent  victim  be  com- 
pensated completely  and  totally  if  there  is  no  other  source  of  com- 
pensation available? 

Mr.  Netterville.  Absolutely.  Our  position  is  very  strong.  We  do 
not  seek  to  change  joint  and  several  where  fraud  is  involved. 

Where  fraud  is  not  involved,  and  where  an  auditing  firm  by  the 
courts  are  ruled  to  be  60  percent  at  fault,  they  should  pay  60  per- 
cent of  the  damages. 

Mr.  Weiss.  Mr.  Chairman,  I  did  not  address  this  point,  and  it  is 
very  important.  Can  I  say  a  word  on  it? 

Senator  Dodd.  Certainly. 

Mr.  Weiss.  What  the  auditors  are  seeking  is  very,  very  dan- 
gerous because,  if  you  listen  to  what  was  just  testified  to,  or  an- 
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swered  to  you,  it  would  create  an  environment  where  conscious 
avoidance  by  the  auditors  would  be  the  best  course  of  conduct. 

If  a  jury  looks  at  an  active  wrongdoer's  conduct  versus  a  passive 
onlooker  who  was  reckless  in  not  calling  it  to  somebody's  attention, 
we  as  trial  lawyers  know  what  the  result  is. 

The  jury  is  going  to  find  the  predominance  of  guilt  in  an  appor- 
tionment kind  of  a  situation  on  the  active  wrongdoer. 

So  what  we  are  doing  is  we  are  creating  an  incentive  for  the 
auditor  not  to  do  his  watchdog  job.  They  will  not  be  watching  the 
very  people  who  they  are  charged  with  the  responsibility  of  watch- 
ing. That  is  the  danger  here. 

Senator  Dodd.  Let  me  ask  you  something  to  clear  this  up.  If  the 
management  of  a  firm  committed  a  fraudulent  act  and  was  able  to 
keep  that  completely  hidden  from  the  auditors 

Mr.  Weiss.  OK 

Senator  Dodd.  — and  a  plaintiff  is  able  to  establish  that  fact — 
I  am  assuming  we  have  established  all  of  these  facts — that  in  that 
case  the  auditor  or  the  accounting  firm  ought  not  to  be  held  liable 
in  any  sense  whatsoever? 

Mr.  Weiss.  If  the  jury  finds  that  the  auditor  was  only  guilty  of 
mere  negligence  under  the  10(b)(5)  standards,  there  is  no  liability. 

There  must  be  intentional  wrongdoing,  and  the  Supreme  Court 
has  ruled  that  reckless  behavior  is  the  equivalent  of  intentional 
wrongdoing,  and  that  is  common  law  as  well  in  the  common  law 
fraud  doctrines,  and  the  gentleman  who  is  the  head  of  the  AICPA 
said  that  they  expect  to  be  held  responsible  for  that. 

So  when  we  deal  with  reckless  disregard  or  actual  or  overt  inten- 
tional conduct,  the  victim  should  be  fully  compensated  from  any- 
body who  was  so  liable.  In  addition,  if  you  put  that  apportionment 
issue  into  a  trial  at  the  beginning,  you  are  going  to  drive  the  cost 
of  this  case  beyond  anything  you  can  imagine.  It  should  be  left  to 
the  wrongdoers  to  sort  out  after  the  fact. 

Take  the  Keating  case.  A  jury  would  get  the  Keating  case  and 
say  Keating  was  95  percent  at  fault,  and  the  auditors  only  5  per- 
cent, because  they  did  not  see,  they  did  not  look,  they  consciously 
avoided  the  facts.  That  would  not  be  right. 

Senator  Dodd.  We  have  got  a  professor  here —  Yes. 

Senator  Domenici.  Mr.  Chairman? 

Senator  Dodd.  Yes. 

Senator  Domenici.  Mr.  Chairman,  let  me  say  that  when  I  was 
practicing  law — and,  Mr.  Weiss,  and  this  was  a  long,  long  time 
ago — anal  clearly  did  not  have  lawsuits  of  the  type  you  have.  I  am 
a  little  city  lawyer. 

Mr.  Weiss.  Yes,  sir. 

Senator  Domenici.  I  since  have  had  three  children  who  are  law- 
yers, so  they  will  be  doing  some  of  this  business  either  with  you, 
or  defending,  or  something.  I  have  eight,  and  I  told  the  other  five, 
go  earn  a  real  living.  Do  not  be  lawyers. 

[Laughter.] 

Mr.  Weiss.  Unfortunately,  one  of  mine  decided  to  be  a  lawyer, 
also. 

Senator  Domenici.  I  really  said,  go  out  and  be  productive,  was 
the  word. 

Mr.  Weiss.  Well,  I  think  that's  unfair. 
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Senator  Domenici.  I  understand.  And  I  say  it  with  somewhat  of 


Mr.  Weiss.  I'm  sure  you  do. 

Senator  Domenici.  I'm  absolutely  positive  that  the  legal  profes- 
sion and  the  courts  furnish  a  vital  role  in  America. 

But  let  me  tell  you,  when  I  started  practicing,  the  notion  of  pro- 
portionate liability  was  a  topic  for  classroom  discussion.  You  went 
to  a  jury  trial,  it  was  joint  and  several.  Nobody  tried  to  apportion 
the  liability. 

The  juries  are  sitting  down  in  a  courtroom  after  the  argument, 
after  the  instructions,  and  they're  saying,  "Mr.  Bowman  was  driv- 
ing the  car,  and  the  guy  next  to  him  had  taken  him  to  a  bar  and 
should  have  known  that  he'd  be  drinking  too  much." 

And  they  say,  "but  Mr.  Bowman  is  90  percent  liable  and  the  oc- 
cupant next  to  him  is  only  10  percent  responsible."  The  jury  de- 
cides, "we'll  give  you  $100  million,  but  only  $10  million  comes  from 
one  and  $90  million  from  the  other." 

Frankly,  I  have  a  very  difficult  time  understanding  why,  when 
you  have  completely  different  functions  within  a  liability  param- 
eter, everyone  should  be  jointly  and  severally  liable.  You  have 
CEO's  who  might  intentionally  do  something.  You  have  account- 
ants who've  been  hired  to  do  something,  and  they  may  do  some- 
thing that  you  find  out  later  was  not  quite  right.  Why  should  both 
be  jointly  and  severally  liable  for  the  entire  amount? 

Mr.  Weiss.  Because  the  Chairman's  question  answered  it  in  ef- 
fect. Both  of  the  parties  you  just  identified  have  primary  respon- 
sibilities for  the  accuracy — I'll  use  the  word  accuracy,  although,  you 
know,  that  might  be  challenged 

Senator  Dodd.  The  professor  will  challenge  you. 

Mr.  Weiss.  Yes,  he  will.  Somebody  down  here  on  my  left  used  the 
word  before,  and  that's  not  quite  right.  You  know,  it  nas  to  be  fair- 
ly presented.  And  the  one  thing  I  have  to  disagree  with  the  profes- 
sor about  is  that  if  it's  not  a  fair  presentation,  despite  the  use  of 
GAAP,  it  still  could  be  liability  under  our  legal  system.  That's  right 
and  that's  the  way  it  should  be,  and  I  don't  think  anybody  here 
would  disagree. 

But  in  a  situation  where  you  have  primary  responsibility  in  both 
the  issuer  and  the  auditor,  with  respect  to  the  financial  statements, 
the  one  who  is  relying  upon  that  work  product  should  have  the 
right  to  collect  full  damages,  damages  from  either  one,  if  either  one 
is  guilty  of  reckless  or  worse  behavior. 

Senator  Domenici.  I  don't  want  to  proceed  any  further  with  that 
point,  but  I  do  want  to  say,  Mr.  Chairman,  the  rule  10(b)(5)  right 
of  action  is  not  expressly  stated  in  any  statutes  anywhere  that  I 
know  of. 

Mr.  Weiss.  I'm  sorry? 

Senator  Domenici.  The  rule  10(b)(5)  cause  of  action  against  audi- 
tors, I  think  you  had  a  lot  to  do  with  creating  that  cause  of  action 
in  the  courts.  You  or  somebody  went  to  the  courts  saying  that  is 
a  situation  where  accountants  can  be  liable. 

Mr.  Weiss.  Actually,  before  the  Hochfelder  decision  in  the  Su- 
preme Court  of  the  United  States,  a  lot  of  courts  were  applying  a 
negligence  standard  and  the  auditors  got  favored  treatment  by  the 
Court  applying  a  reckless  or  higher  degree  of  intentional  conduct 
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as  the  test  for  liability.  So  the  auditors,  in  that  situation,  got  away 
with  what  other  professions  do  not  get  away  with. 

Senator  Domenici.  Right.  Let  me  close  on  this  score  for  the 
record. 

Senator  Dodd.  Mr.  Briloff  wants  to  comment,  I  think,  as  well. 

Senator  Domenici.  I  will  let  him  in  a  minute. 

Let  me  remind  everyone  that  we  have  a  lot  of  testimony  before 
this  subcommittee  already  that  would  potentially  say  that  if  there 
is  a  real  wrongdoer  or  two  or  three  in  the  fraud  scheme,  that  fraud 
perpetrator  very  seldom  gets  hit  for  anything.  What  happens  is, 
when  you  pool  everybody  in  the  liability  regime  and  say,  they're  all 
totally  liable,  you  get  settlements  from  all  of  their  insurance  com- 
panies, including  the  fraud  perpetrators',  and  so  we're  not  even  ap- 
portioning real  liability  because  it  settles  within  the  framework  of 
adding  up  the  ability  of  the  insurance  companies  to  pay.  And 
frankly,  that's  good  for  the  class  action,  if  in  fact  it's  righteous  and 
right.  It's  good  for  the  lawyers. 

But  I'm  just  wondering  if  it  isn't,  in  some  ways,  letting  people 
who  are  more  liable  off  the  hook  and  getting  people  who  are  less 
liable  in  for  the  totality  of  their  insurance. 

Mr.  Weiss.  That's  how  the  accountants  keep  their  numbers 
down.  Because  what  happens  at  the  end  is  they  fight  harder  than 
anybody  else.  This  is  a  known  fact.  Everybody  else  puts  together 
a  pot  and  then  they're  used  to  sort  of  bridge  the  difference  between 
what  the  plaintiffs  want  and  what  the  other  defendants  are  offer- 
ing. So  they  wind  up  by  being  hard-nosed,  coming  out  with  a  small- 
er share  of  the  responsibility. 

I  don't  know  of  any  auditor,  maybe  with  the  exception  of  Mini- 
scribe  and  ESM,  who's  even  come  close  to  paying  anything  close  to 
100  cents  on  the  dollar  for  damages.  It  just  doesn't  happen.  This 
is  crying  wolf.  That's  all  it  is. 

Senator  Domenici.  No,  no  it  isn't.  They  are  never  liable  for  100 
percent,  unless  they  actually  devised  the  fraud  scheme.  This  is  not 
the  situation  the  accountants  complain  about.  They  complain  about 
being  held  100  percent  liable  for  the  fraud  someone  else  may  have 
committed. 

Mr.  Weiss.  Well,  let  them  do  their  work  better. 

Senator  Domenici.  Let  me  ask  only  one  additional  question.  Do 
you  want  the  professor  to  talk  now? 

Senator  Dodd.  I'm  sorry? 

Senator  Domenici.  Do  you  want  the  professor  to  speak? 

Senator  Dodd.  Yes.  Professor  Briloff,  do  you  want  to  make  a 
comment  on  the  last  point? 

Mr.  Briloff.  I  do  want  to  comment  briefly. 

First,  just  a  brief  indication  of  my  naivete.  I  can't  help  but  feel 
that  where  there  is  a  matter  of  principle,  spelled  with  an  '1  e"  in- 
volved, that  a  CEO  of  a  corporation  might  well  endeavor  to  find  a 
law  firm  prepared  to  undertake  such  matters  of  principle,  essen- 
tially on  a  pro  bono  basis.  I  believe  that  that  is  part  of  the  respon- 
sibility of  corporate  executives  and  part  of  the  responsibilities  of 
lawyers,  as  officers  of  the  court. 

Second,  I  hope  that  the  Senators  realize,  the  Chairman  and  oth- 
ers, that  when  the  standard  of  culpability  for  the  accountant  is 
scienter  knowledge  or  reckless  negligence,  what  you  have  there 
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really  are  the  elements  of  criminal  fraud.  And  if  we  go  back  some 
years,  accountants  were  convicted  and  jailed  for  manifestations  of 
negligence  even  less  extreme  than  those  that  we  see  today  that  we 
are  talking  about  in  terms  of  only  monetary  damages. 

Senator  Dodd.  Were  they  not  allowed  to  incorporate  in  most 
State  statutes? 

Mr.  Briloff.  Excuse  me? 

Senator  Dodd.  Why  are  accounting  firms  not  allowed  to  incor- 
porate? 

Mr.  Briloff.  Because  we  are  a  profession,  and  traditionally,  pro- 
fessions say  we  are  here,  with  the  full  responsibility  of  our  total 
being  and  all  of  our  resources  on  the  line,  intellectually  and  materi- 
ally. 

Senator  Dodd.  But  a  lawyer  can  incorporate  a  firm. 

Mr.  Briloff.  I  don't  know  of  that,  not  in  New  York.  They  can 
incorporate  but  they  don't  have  limited  liability. 

Senator  Dodd.  They  can't  immunize  themselves  from  personal  li- 
ability. 

Mr.  Briloff.  They're  not  immunized.  Accountants  may  incor- 
porate also  and  have  professional  corporations  for  tax  purposes, 
and  that's  the  only  purpose.  They  get  pension  plans  and  the  like. 

Mr.  Weiss.  The  irony  is,  like  in  the  Phar-Mor  case,  nobody  sued 
the  individual  partners  of  Coopers  &  Lybrand  except  a  bunch  of  in- 
surance companies  represented  by  a  big  Wall  Street  law  firm, 
which  named  a  defendant  class  ana  wanted  to  name  all  1,200  part- 
ners individually. 

The  biggest  user  of  the  courts  today  has  become  the  United 
States  Government  and  the  biggest  driver  of  the  costs  the  account- 
ants are  pointing  to,  in  terms  of  what  it's  costing  them  to  defend 
these  cases  and  pay  judgments,  is  the  United  States  Government. 
And  it's  because  the  Government  is  looking  at  the  same  kind  of 
work  that  we're  looking  at,  and  they're  using  the  courts  to  get  rem- 
edies for  taxpayers.  Now  what  are  you  going  to  do  about  that? 

Mr.  Briloff.  Mr.  Chairman,  and  the  third  point,  briefly,  and 
now  really  addressing  the  point  that  you  said  you  had  in  mind. 

Senator  Dodd.  Yes. 

Mr.  Briloff.  In  our  complex  society,  each  citizen  cannot  be  fully 
responsible  for  his  or  her  own  well-being.  As  a  consequence,  we 
must  look  to  professional  expertise  to  perform  certain  specialized 
functions. 

In  the  corporate  accountability  process  and  corporate  governance 
process,  we  know  a  total  constellation  is  involved.  Society  has  iden- 
tified the  independent  auditor  as  being  responsible  for  holding  the 
passkey  or  being  the  sentinel  at  the  gate. 

It  is  the  equivalent — and  very  briefly — of  society  having  des- 
ignated the  meat  inspector  on  the  line  to  avoid  contaminated  food 
coming  into  his  or  her  plate. 

We  know  that  the  contaminated  food  is  the  result  of  a  whole  line 
in  the  food  chain,  but  if  the  meat  inspector  was  shown  to  have  been 
negligent,  irresponsible  in  the  performance  of  his  or  her  respon- 
sibility, it  is  he  that  we're  going  to  look  to.  We're  not  going  to  look 
to  the  farmer  who  somehow  or  other  permitted  some  kind  of  waters 
to  get  into  the  grain  which  was  chewed  by  the  cow,  which  was 
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then,  and  then  and  then  and  then.  It's  the  meat  inspector  that  we 
look  to.  We  have  no  alternative.  This  is  our  responsibility. 

And,  Senators,  the  accounting  profession  is  a  great  profession. 
I've  been  privileged  to  practice  it  for  more  than  a  half  century,  and 
I'm  really  pleased  and  privileged  to  say  that  my  CPA  daughter 
practices  in  the  field  of  accounting.  And  she  enjoys  it  and  is  enjoy- 
ing the  material  and  psychic  benefits  derivative  therefrom.  It  is  a 
great  profession. 

Senator  Dodd.  Let  me  ask  Mr.  Sommer  whether  or  not  he  would 
disagree  with  anything  Dr.  Briloff  has  just  said. 

Mr.  Sommer.  Well,  I  agree  with  him  about  the  greatness  of  the 
profession. 

[Laughter.] 

I'm  not  an  accountant,  I  might  add,  and  I  would  say  that  four 
members  of  the  board  are  not  accountants.  We  have  one.  And  the 
accounting  profession  is  a  great  profession.  I  think,  by  and  large, 
they  do  their  job  pretty  well. 

Senator  Dodd.  What  about  the  fiduciary  responsibility? 

Mr.  Sommer.  They  have  a  very  heavy  responsibility.  And  as  I 
mentioned  before,  we  have  made  recommendations  in  our  report  in 
an  effort  to  assist  them  in  fulfilling  that  responsibility. 

Senator  Dodd.  What  about  this  analogy  of  the  meat  inspector? 
Would  you  agree  or  disagree  with  that  analogy? 

Mr.  Sommer.  Well,  that's  an  interesting  thing  because  meat  in- 
spectors are  typically  Government  employees,  and  they  are  not  sus- 
ceptible to  suit.  So  I  don't  think  the  analogy  quite  holds  up. 

In  my  prepared  remarks  that  were  submitted  to  the  committee, 
I  quoted  a  speech  I  gave  back  in  1973,  when  I  was  on  the  SEC. 
Every  time  an  auditor  is  sued,  there  has  been  someone  who 
wittingly  and  knowingly  prepared  a  false  financial  statement — at 
least  these  are  the  charges  and  if  they  are  held  liable,  this  is  the 
underlying  predicate. 

The  auditor  comes  in,  and  with  a  limited  amount  of  time  and 
limited  resources,  applies  the  tests  that  are  required  for  auditing 
standards  to  see  if  the  statements  have  been  prepared  in  accord- 
ance with  generally  accepted  accounting  principles. 

That  judgment  is  made.  It  is  sometimes  made  poorly.  Let  me  em- 

Ehasize  there  are  bad  audits.  You  will  never  eliminate  bad  audits 
ecause  human  beings  make  audits.  There  are  13,400  companies 
that  file  with  the  SEC.  There  are  4,000  investment  companies.  All 
of  them  are  audited.  So  you  have  17,400  times  in  which  an  auditor 
is  in  the  line  of  fire. 

Inevitably,  some  of  those  are  going  to  be  bad  audits.  Something's 
going  to  be  overlooked.  It  may  be  simple  negligence,  it  may  rise  to 
a  level  of  recklessness,  although  that  is  a  difficult  distinction  to 
make.  Sometimes,  not  very  often,  you're  going  to  have  a  bad  audit 
and  you're  going  to  have  liability. 

And  nobody,  at  least  our  board,  is  not  advocating  the  abolition 
of  responsibility  of  auditors  in  appropriate  cases  to  answer  for  their 
wrongdoing. 

One  of  the  reasons  that  we  have  endorsed  legislation  that  would 
be  separate  and  proportionate  is  that  we  just  don't  think  auditors 
ought  to  be  answerable  for  the  wrongs  of  other  people.  The  cir- 
cumstance that,  when  the  time  comes  and  the  chips  are  down  and 
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the  damages  have  been  determined,  some  of  the  defendants  don't 
have  the  resources  or  some  of  the  people  may  be  bankrupt,  should 
not,  in  our  estimation,  inflict  the  entire  liability  upon  an  auditor. 

Now,  it's  a  debatable  question,  the  problem  of  recklessness  ver- 
sus negligence.  I  was  interested  in  what  Dr.  Briloff  said.  He,  him- 
self, was  talking  in  terms  of  negligence  as  criminal  conduct.  No 
auditor's  ever  been  sent  to  jail  for  negligence. 

That  very  confusion  about  the  standards  that  are  applicable  in 
appropriate  cases  is  indicative  of  why  you  have  the  problem  with 
recklessness.  Very  often,  juries  tend  to  view  negligence  as  reckless- 
ness because  the  standard  is  a  very  elusive  one.  And  Dr.  BrilofFs 
testimony  indicates  very  clearly  how  elusive  it  is. 

I  would  say  to  you  that  there  are  mechanisms  in  the  accounting 
profession,  and  I'm  not  saying  these  are  substitutes  for  civil  liabil- 
ity in  appropriate  cases,  but  there  are  a  number  of  mechanisms 
and  procedures  that  are  intended  to  keep  auditors  responsible  and 
serving  the  public  interest.  Among  these  are  their  own  internal 
procedures. 

I  mentioned  our  activity.  I  don't  want  to  go  on  too  long.  But  one 
of  our  activities  is  reviewing  litigation  that  is  filed  against  auditors. 
Time  and  again,  we  read  these  reports.  We  read  the  charges,  we 
read  the  response  of  the  firm.  At  the  end,  it  says  the  partner  in 
charge  of  this  engagement  is  no  longer  with  the  firm.  They  have 
their  own  internal  discipline.  They  don't  want  to  risk  the  assets  of 
their  firm  and  their  partners  because  of  the  ineptitude  of  a  partner. 

So  when  it  appears  that  a  partner  has  not  been  up  to  snuff,  he 
is  usually  eased  out  in  some  fashion.  He  may  be  susceptible  to  an 
SEC  proceeding  and  his  firm  may  be  susceptible  to  civil  liability, 
if  the  case  is  one  that  is  appropriate.  And  it's  not  only  Federal  law, 
it's  State  law  as  well  which  poses  problems.  Many  State  laws  hold 
auditors  liable  for  simple  negligence. 

That  is  the  reason  that  in  our  report,  we  advocated  that  there 
should  be  legislation  of  the  sort  that's  been  talked  about  in  the 
States,  as  well  as  in  the  Federal  system. 

Senator  Dodd.  Very  good. 

Mr.  Sommer.  You  got  more  than  you  bargained  for,  Senator. 

Senator  Domenici.  Mr.  Chairman,  I'm  going  to  have  to  leave, 
and 

Senator  Dodd.  We're  going  to  wrap  up  here. 

Senator  Domenici.  — and  I  was  just  going  to  ask  leave  of  the 
committee  to  submit  questions  to  the  witnesses.  I  have  some  for 
each  of  them  that  I  would  submit  in  writing  with  your  permission. 
We  set  a  time  for  that.  Two  weeks?  Three  weeks?  How  long  do  you 
want? 

Senator  Dodd.  A  reasonable  time. 

Senator  Domenici.  Reasonable  time  to  answer  the  questions,  and 
I'll  do  that.  I  iust  want  to  close,  because  I  can't  help  but  tell  you 
how  wonderful  it  has  been  for  me  to  get  this  rapport  with  this  fel- 
low Weiss. 

[Laughter.] 

Senator  Dodd.  I  think  he'd  like  to  hire  you,  if  he  could. 

Mr.  Weiss.  Senator,  will  you  shake  my  hand? 

Senator  Domenici.  I  will.  This  is  one  great  guy.  I  mean,  he  gets 
the  message.  You  see,  now  every  time  he  changes  the  subject,  like 
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why  don't  we  get  all  this  litigation  in  here  and  solve  all  that,  and 
he  smiles  with  a  big  smile 

Senator  Dodd.  Trie  next  thing  you  know,  he's  going  to  run  for 
the  Senate. 

[Laughter.] 

Thank  you  very  much,  Senator  Domenici. 

We  could  go  on  and  talk  here  the  rest  of  the  afternoon.  We 
haven't  covered  all  of  this  obviously,  but  almost  5  hours  begins  to, 
or  4  hours  stretches  everybody's  patience  a  bit.  And  it's  been  tre- 
mendously helpful.  There  will  undoubtedly  be  some  additional 
questions  that  people  will  want  to  submit  to  you. 

Mr.  Nader.  May  I  make  one  final  suggestion,  coming  off  your 
opening  statement,  Mr.  Chairman? 

Senator  Dodd.  Yes. 

Mr.  Nader.  Remember,  you  said  it's  difficult  to  find  out  what  the 
facts  are.  May  I  suggest  that  you  ask  the  General  Accounting  Of- 
fice to  prepare  a  report  producing  data  for  this  subcommittee.  In 
particular,  data  that  documents  the  total  payouts  and  verdicts  in 
settlements  in  a  series  of  years  in  securities  fraud  cases,  and  the 
total  number  of  cases  that  are  brought,  and  other  similar  data,  so 
that  you  can  operate  on  the  best  available  statistics. 

Senator  Dodd.  We'll  take  a  look  at  that.  I  would  say  to  you  that 
I  have  not  quite  the  degree  of  confidence  that  everyone  else  has  in 
the  GAO.  They're  an  organization  that  I've  come  to  respect  in  a 
number  of  areas,  but  I  also  don't  take  it  as  ex  cathedra. 

Mr.  Nader.  Well,  as  the  SEC. 

Senator  Dodd.  We'll  look  at  some  way  of  trying  to  get  to  it.  It's 
a  legitimate  point.  My  point  is  that  you  hear  good  people  offer  a 
lot  of  different  information.  Statistically,  we  seem  to  be  getting 
some  consensus  in  terms  of  the  number  of  suits  and  so  forth,  by 
looking  at  the  broader  information.  So  we'll  find  an  appropriate  ve- 
hicle maybe  to  bring  these  various  studies  together.  It's  a  good  sug- 
gestion, whether  it's  the  GAO  or  others. 

Mr.  Nader.  Indeed,  there  ought  to  be  a  better  official  Govern- 
ment collection  of  this  data  so  you're  not  left  at  sea  on  this  when 
you're  trying  to  make  policy. 

Senator  Dodd.  Well,  I  agree.  That  certainly  is  true. 

Senator  Domenici.  I  agree  with  that  also. 

Senator  Dodd.  All  rignt.  Well,  thank  you  all  very,  very  much. 
You've  been  very  patient  and  I  appreciate  it. 

This  subcommittee  will  stand  adjourned  until  further  call  of  the 
chair. 

[Whereupon,  at  1:32  p.m.,  Wednesday,  July  21,  1993,  the  sub- 
committee was  adjourned  sine  die.] 

[Prepared  statements,  response  to  written  questions,  and  addi- 
tional material  supplied  for  the  record  follow:] 
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PREPARED  STATEMENT  OF  SENATOR  PETE  V.  DOMENICI 

Over  the  years  10(bX5)  private  rights  of  action  have  developed  in  the  courts  inde- 
pendent of  any  congressional  statutory  guidance  or  wisdom.  For  this  reason,  I  am 
very  pleased  that  Chairman  Dodd  decided  to  hold  this  series  of  hearings  on  how  our 
private  enforcement  system  is  supposed  to  work  according  to  the  textbooks,  and  how 
it  is  really  working  in  the  real  world. 

An  area  of  litigation  that  bothers  me  immensely  is  the  use  of  the  courtroom  and 
the  threat  of  the  jury  to  take  on  new  companies,  especially  in  the  high  tech  and 
biomedical  technology  areas  where  stock  prices  are  obviously  very  volatile.  There  is 
nothing  fraudulent  per  se  about  stock  volatility.  In  fact,  for  new,  high  tech  compa- 
nies volatility  is  to  be  expected.  Nonetheless,  lawsuits  are  filed  based  upon  little 
more  than  the  drop  in  stock  price. 

The  threat  of  a  huge  jury  verdict  becomes  an  unintended  regulatory  mechanism. 
We  want  to  regulate  and  we  should  regulate,  but  lawsuits  based  upon  a  so-called 
fraud  or  misrepresentation  are  much  better  served  if  there  is  some  kind  of  regu- 
latory aspect  to  it  instead  of  just  running  to  the  courthouse  and  asking  for  a  jury 
and  then  settling  the  case  on  a  predictable  when-to-sue  when-to-settle  formula. 

During  the  last  hearing  we  heard  from  the  SEC,  high  tech  companies,  academics, 
and  disillusioned  investors. 

It  was  the  SEC  who  gave  us  the  honest  broker  overview.  William  McLucas  em- 
phasized the  essential  role  of  private  rights  of  action  to  maintaining  investor  con- 
fidence and  insuring  the  integrity  of  our  capital  markets.  Private  rights  of  action, 
to  quote  William  McLucas  of  the  SEC,  "enables  defrauded  investors  to  seek  compen- 
satory damages  and  thereby  recover  the  full  amount  of  their  losses." 

That  is  what  the  system,  according  to  the  SEC,  is  supposed  to  do.  This  is  the  pri- 
mary yardstick  by  which  we  should  measure  how  well  the  system  is  working. 

Yet  when  we  heard  from  Pat  Reilly,  an  actual  victim,  she  argued  rather  passion- 
ately that  the  system  had  failed  her.  She  didn't  feel  that  the  system  had  afforded 
her  a  full  recovery  of  the  amount  of  her  losses.  She  testified  that  victims  get  as  little 
as  4  cents  to  17  cents  for  every  dollar  of  their  losses  while  the  class-action  lawyers 
received  the  lion's  share  of  any  settlement.  The  defrauding  defendants  did  not  pay 
a  dime.  Her  layman's  conclusion  was  backed  up  by  most  academic  studies  that  have 
been  done  on  this  subject. 

When  we  heard  the  data  from  Vince  O'Brien,  a  professional  economist,  his  conclu- 
sion paralleled  that  of  Pat  Reilly.  His  professional  conclusion  paralleled  other  aca- 
demics, Janet  Cooper  Alexander  of  Stanford,  Frederick  Dunbar,  and  Zoe-Vonna 
Palmrose  of  the  University  of  Southern  California.  The  conclusion  of  all  four  is,  in 
essence,  the  merits  don't  matter.  Strong  cases  are  settling  for  no  more  than  weak 
cases  and  the  system  encourages  the  filing  of  weak  cases. 

Individual  investors  get  little  monetary  benefit  from  class-action  suits.  But  the 
system  doesn't  treat  all  investors  the  same.  If  you  are  lucky  enough  to  be  a  "class 
representative,"  sometimes  called  a  pet  plaintiff,  the  plaintiffs'  lawyers  will  nego- 
tiate a  $10,000  to  $15,000  bonus  for  letting  them  use  your  name.  If  you  only  pur- 
chased a  couple  shares  of  stock,  that  would  be  a  nice  return.  I  think  this  practice 
undermines  the  fairness  of  the  system. 

Reviewing  the  studies  led  me  to  the  conclusion  that  the  plaintiffs'  lawyers  have 
a  conflict  of  interest  with  their  class  clients  when  they  decide  to  settle  one  of  these 
cases. 

I  find  it  troubling  when  the  Chief  of  Enforcement  for  the  SEC  tells  us  that  "these 
class-action  counsels  often  operate  in  an  entrepreneurial  capacity  rather  than  as  a 
fiduciary  operating  at  the  direction  of  the  client."  We  had  the  representative  from 
the  North  American  Securities  Administrators  Association  testifying  that  there  is  an 
"inherent  conflict  of  interest  in  the  attorney  client  relationship  in  class-action  securi- 
ties suits  which  goes  somewhat  unchecked  by  ethical  concerns." 

These  statements  sound  like  the  private  enforcement  system  is  broken. 

Former  SEC  Chairman  Richard  Breeden  came  to  the  same  conclusion  a  year  ago, 
"a  litigation  system  that  fails  to  separate  strong  claims  from  meritless  claims  serves 
no  one.  It  does  not  serve  investors  who  have  clear,  solid  claims  and  yet  receive  only 
a  modest  settlement,  even  more  modest  after  payment  of  substantial  attorneys'  fees. 
It  does  not  serve  companies  who  have  vatid,  strong  defenses,  and  yet  pay  millions 
to  settle  claims  to  avoid  the  costs  and  risks  of  litigation.  Excessive  class-action  set- 
tlements may  deter  companies  from  raising  capital  through  the  public  markets  and 
operating  as  public  companies.  In  addition,  litigation  in  all  too  many  cases  may  be 
seen  as  the  route  for  trying  to  recover  what  may  have  been  market  losses." 

I  think  something  is  wrong  when  we  hear  from  one  of  the  most  prominent  plain- 
tiffs' lawyers  in  this  area  and  discover  that  he  had  only  taken  five  class  action, 
10(bX5)  cases,  in  his  entire  career  to  trial — out  of  hundreds  that  he  has  filed.  These 
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cases  have  a  suspiciously  high  settlement  rate.  Has  the  system  evolved  into  an  in- 
centive to  file  weak  cases  just  to  force  settlements?  If  that  is  what  is  happening, 
our  "private  attorney  general"  concept  has  evolved  into  "vigilante  misjustice. 

Vince  O'Brien  testified  that  companies  known  to  be  risky  investment  were  much 
more  likely  to  be  sued.  Because  there  is  no  reason  to  believe  that  fraud  is  signifi- 
cantly more  prevalent  at  such  companies,  this  would  suggest  that  these  suits  are 
being  used  as  an  insurance  for  normal  investment  risk  rather  than  to  recover  for 
injury  due  to  fraud.  Risk  is  risk.  Risk  isn't  fraud. 

His  studies  concluded  that  high  technology  industries — consisting  of  electronics, 
computers,  and  medical  devices  accounted  for  one  out  of  every  four  suits  filed. 

We  heard  from  three  innocent  high  tech  company  CEOs  who  had  been  sued.  They 
were  representing  their  own  companies  and  many  other  midsize  growth,  and  high 
tech  technology  companies  that  combined  provide  585,000  high  paying  jobs.  These 
are  the  leading  edge  American  firms  with  total  revenues  of  approximately  $65  bil- 
lion. They  felt  the  system  had  totally  failed  them. 

These  are  the  firms  that  are  creating  new  jobs  year  after  year.  These  are  the 
firms  that  we  all  hope  will  provide  jobs  to  our  college  educated  children.  The  legal 
bills  of  these  job  producers  and  the  settlements  that  they  must  pay  mean  that  jobs 
that  they  could  have  offered  won't  be. 

We  heard  the  litigation  experiences-  of  three  CEOs,  each  being  sued  when  the 
stock  price  fell,  when  they  missed  an  earnings  projection;  being  sued  when  the  stock 
went  up;  We  heard  from  Intel  who  was  sued  when  management  failed  to  read  the 
mind  of  a  judge  in  an  unrelated  matter;  and  we  heard  about  companies  being  sued 
for  settling  one  of  these  strike  suits. 

I  walked  away  thinking  that  the  entrepreneurs  are  damned  if  they  litigate  to  the 
end,  because  of  the  prohibitive  cost.  They  are  damned  if  they  settle  because  the  lat- 
est practice  is  to  sue  them  for  settling. 

I  think  there  is  something  wrong  with  a  system  when  the  attorneys'  fees  for  the 
defense  are  more  than  the  settlement.  Settlements  for  less  than  the  defendant's  liti- 
gation costs  is  an  indication  that  the  case  was  weak  or  without  merit  as  the  plaintiff 
is  choosing  to  avoid  a  test  of  its  merits  in  court. 

The  plaintiffs'  lawyers  liked  the  current  system.  They  said  Rule  11  of  the  Federal 
Rules  of  Civil  Procedure  was  an  adequate  safeguard  against  frivolous  litigation  and 
yet,  they  didn't  tell  us  that  Rule  11  is  in  transition  and  it  is  being  weakened.  Under 
the  reform  sanctions  would  be  discretionary  instead  of  mandatory  and  parties  would 
have  a  safe-harbor  of  21  days  following  notice  of  an  alleged  violation  to  withdraw 
the  offending  filing  before  a  request  for  sanctions  could  be  filed.  Since  many  of  these 
cases  are  filed  within  a  shorter  period  of  time  than  21  days  from  the  date  of  the 
stock  price  fall  the  plaintiffs'  class-action  lawyers  will  have  a  longer  period  of  time 
to  withdraw  pleading  than  it  takes  to  file  them  in  the  first  place. 

The  SEC  told  us  that  investor  confidence  is  extremely  important  and  that  disclo- 
sure is  the  cornerstone  of  our  securities  system.  But  we  heard  from  the  CEOs  that 
the  threat  of  litigation  is  chilling  disclosure.  CEOs  won't  talk  to  analysts. 

I  think  the  committee  has  to  focus  on  this. 

We  had  a  squabble  over  the  number  of  cases  filed  during  the  last  hearing.  I  am 
not  sure  we  can  ever  get  a  good  handle  on  this  because  we  are  not  an  investigative 
subcommittee.  The  important  thing  to  keep  in  mind  is  that  when  these  cases  hit 
an  innocent  company  it  is  very,  very  serious  and  damaging.  The  General  Counsel 
for  Intel  told  me  that  had  Intel  been  sued  in  one  of  these  cases  in  its  early  days, 
it  would  not  have  survived  long  enough  to  invent  the  microchip. 

All  the  witnesses  seemed  to  agree,  the  lawyers  were  benefiting  from  the  system. 
Should  that  be  the  criteria  for  not  changing  this  system? 

And  what  is  the  system  doing  to  deter  fraud?  We  really  didn't  hear  any  testimony 
supporting  the  alleged  deterrent  impact  all  this  litigation  is  having.  Most  settle- 
ments are  paid  by  insurance.  As  a  consequence  bad  actors  are  insulated  just  as  in- 
nocents are  protected. 

That  is  a  recap  of  the  last  hearing. 

Today  we  are  going  to  hear  from  institutional  investors,  small  shareholders  and 
Ralph  Nader. 

We  will  also  hear  from  other  market  participants — the  Securities  Industry  Asso- 
ciation, and  the  American  Society  of  Certified  Public  Accountants. 

I  want  to  commend  the  accounting  profession  for  its  June  1993,  policy  statement 
and  commitment  to  improving  the  prevention  and  detection  of  fraud,  its  initiatives 
to  make  financial  reports  more  useful,  and  the  steps  it  is  taking  to  assure  auditor 
independence. 

Unfortunately,  Jean  Head  Sisco  who  represents  outside  directors  was  not  able  to 
make  it  today  because  of  a  scheduling  conflict. 
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But  outside  directors  are  being  adversely  affected.  A  recent  Harris  Poll  of  the  For- 
tune 1000  (March  93)  revealed  that  inadequate  D&O  insurance  was  listed  by  90 
percent  of  the  directors  polled  as  the  major  factor  discouraging  business  people  from 
serving  on  corporate  boards. 

Only  46  percent  were  very  confident  that  the  courts  would  exonerate  them  of  li- 
ability if  they  had  acted  prudently  and  responsibly  in  discharging  their  duties. 

In  October  1991,  a  witness  for  the  National  Association  of  Corporate  Directors 
(NACD)  which  represents  inside  and  independent  outside  corporate  directors  testi- 
fied before  the  Senate  Banking  Committee.  NACD  estimates  that  a  typical  claim 
against  a  director  or  officer  takes  six  and  a  half  years  to  settle. 

At  last  month's  hearing,  the  plaintiffs'  lawyers  made  it  sound  as  if  it  were  very 
easy  to  get  meritless  cases  dismissed,  yet  the  CEOs  talked  about  how  these  cases 
are  very  difficult  to  end.  Six  and  one  half  years  doesn't  sound  very  easy  to  me.  In- 
curring attorneys  fees  two-times  the  average  settlement  doesn't  seem  like  a  well- 
working  system.  It  seems  like  a  strong  case  for  reform. 

I  know  Ralph  Nader  was  instrumental  in  getting  more  outside  directors  on  the 
boards  of  America's  companies.  I  will  be  interested  to  hear  his  ideas  on  how  to  re- 
verse this  trend  of  outside  director  exodus.  I  think  we  both  agree  on  the  important 
role  outside  directors  play.  Their  unwillingness  to  serve  because  of  the  threat  of  liti- 
gation runs  contrary  to  the  best  interests  of  the  consumers,  investors  and  the  entire 
system. 

The  American  Business  Conference  recently  did  a  poll  similar  to  the  Harris  poll. 
The  results  are  similar: 

•  75  percent  said  that  10(bX5)  litigation  is  affecting  their  ability  to  compete. 

•  81  percent  said  that  they  are  spending  increasing  amounts  of  time  on  litigation 
and  that  the  commitment  has  doubled  in  the  last  five  years. 

•  26  percent  said  that  the  threat  of  litigation  has  led  to  a  policy  of  not  serving  on 
the  Doards  of  start  up  firms. 

•  49  percent  of  the  settlements  went  to  the  plaintiffs'  attorneys. 

We  are  going  to  hear  a  great  deal  about  whether  to  change  joint  and  several  li- 
ability. 
I  hope  witnesses  will  be  precise.  No  one  on  this  panel  is  considering  doing  com- 

f)letely  away  with  joint  and  several  liability  for  individuals  who  knowingly  commit 
raud.  A  two-tier  liability  system  has  been  proposed  in  the  past  which  would  retain 
joint  and  several  liability  in  certain  instances  but  also  include  a  proportionate  liabil- 
ity rule  for  those  only  incidentally  involved. 

On  July  13,  1993,  at  the  confirmation  hearing  of  Arthur  Levitt  to  be  the  Chair- 
man of  the  Securities  and  Exchange  Commission,  he  said,  "I  have  seen  first  hand 
the  impact  of  frivolous,  costly,  spurious  litigation,  and  I'm  very  concerned  about  it." 

While  not  specific  about  how  to  solve  the  problem,  he  acknowledged  that  litigation 
"has  clearly  gotten  out  of  hand,"  and  that  he  is  "sympathetic  to  that  issue  and  will 
devote  a  great  deal  of  effort  to  working  with  the  committee  and  others  in  terms  of 
trying  to  find  what  are  reasonable  solutions  which  will  still  allow  us  to  protect  the 
interests  of  our  American  investors." 

Harvey  Pitt,  former  General  Counsel  of  the  SEC,  testified  before  this  committee 
in  October  1991  and  said,  "with  all  due  respect  to  my  colleagues  who  represent 
plaintiffs  in  class-action  lawsuits,  the  system  in  which  they  function  is,  in  my  view, 
sorely  in  need  of  revision."  He  went  on  to  detail  what  he  called  "structural  defi- 
ciencies in  the  class-action  system." 

Today  I  am  sure  we  will  hear  more  about  whether  there  are  structural  defi- 
ciencies in  the  securities  class-action  system. 

I  thank  all  of  the  witnesses  for  coming. 


STATEMENT  OF  JAKE  L.  NETTERVILLE 

Chairman  of  the  Board  of  Directors  of  the 

American  Institute  of  Certified  Public  Accountants 

Mr.  Chairman  and  Members  of  the  subcommittee,  my  name  is  Jake  L.  Netterville. 
I  am  the  managing  partner  of  the  CPA  firm  of  Postlethwaite  &  Netterville,  a  close 
to  90-person  firm  headquartered  in  Baton  Rouge,  Louisiana.  I  am  here  today  in  my 
capacity  as  Chairman  of  the  Board  of  Directors  of  the  American  Institute  of  Cer- 
tified Public  Accountants  (AICPA). 

The  AICPA  is  the  national  professional  institute  of  over  310,000  CPAs  in  public 
practice,  industry,  government,  and  academia.  Its  service  to  its  members,  the  ac- 
counting profession,  and  the  public  spans  over  100  years.  Among  its  principal  pur- 
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poses  are  the  promotion  and  maintenance  of  the  highest  professional  standards  of 

{>ractice.  The  AICPA  is  a  leader  in  establishing  requirements  for  entry  into  the  pro- 
ession,  developing  accounting,  auditing,  and  ethical  standards,  providing  continuing 
Srofessional  education  programs,  and  mandating  reviews  of  the  accounting  and  au- 
iting  practices  of  CPA  firms. 

We  welcome  this  opportunity  to  appear  before  you  today.  We  recognize  and  appre- 
ciate the  difficult  task  that  you  face  in  trying  to  reform  the  private  litigation  system 
under  the  Federal  securities  laws  to  achieve  fairness  and  justice  for  all  parties.  We 
offer  you  our  support  and  assistance  in  passing  an  equitable  legislative  solution. 

Let  me  briefly  summarize  our  views  and  positions  which  are  presented  in  more 
detail  in  this  statement: 

1.  We  want  to  fix  a  securities  litigation  system  that  is  broken.  In  doing  so,  we 
do  not  advocate  "closing  the  courthouse  doors"  to  victims  of  fraudulent  financial 
reporting.  We  are  calling  for  amendments  to  the  Federal  securities  laws  to  help 
stem  the  tide  of  unwarranted  litigation  against  the  profession.  To  that  end,  we 
advocate  proportionate  liability  that  assesses  damages  against  each  defendant 
based  on  that  defendant's  degree  of  fault — except  in  cases  of  "knowing  fraud."  Pro- 
portionate liability  will  help  restore  balance  and  equity  to  the  liability  system  by 
giving  secondary  defendants — like  independent  auditors — the  incentive  to  prove 
their  case  in  court  rather  than  settle — as  is  presently  done. 

2.  The  financial  reporting  process  and  the  related  work  of  independent  auditors 
are  an  important  element  of  strong  capital  markets  and  as  such  are  in  need  of 
constant  review  and  updating.  In  this  respect,  a  copy  of  a  recent  statement  of  the 
Board  of  Directors  of  the  American  Institute  of  Certified  Public  Accountants, 
"Meeting  the  Financial  Reporting  Needs  of  the  Future:  A  Public  Commitment 
From  the  Public  Accounting  Profession,"  is  attached  that  illustrates  the  profes- 
sion's on-going  commitment  and  efforts  to  enhance  the  system.  Also  attached  is 
a  copy  of  an  AICPA  staff-prepared  paper  that  highlights  progress  in  financial  ac- 
counting and  reporting  between  February  1985  and  June  30,  1993. 

Private  Suits  Under  Section  10(b)  of  the  Securities  Exchange  Act  and  Rule 
10(bX5)  Thereunder 

We  believe  that  the  U.S.  civil  liability  system  is  in  need  of  general  reform.  But 
that  task  is  beyond  the  direct  responsibility  of  the  subcommittee  and  the  scope  of 
these  hearings.  However,  reforms  of  Section  10(b)  of  the  Securities  Exchange  Act 
and  Rule  10(bX5)  thereunder  are  within  the  subcommittee's  jurisdiction  and  are 
badly  needed  to  eliminate  abusive  securities  litigation  practices  and  restore  fairness 
to  the  current  system.  We  urge  the  subcommittee  to  enact  such  reforms.  Although 
10(bX5)  claims  are  only  one  segment  of  a  larger  litigation  problem,  the  amounts  can- 
not be  ignored.  For  example,  more  than  $10  billion  of  the  $30  billion  in  damage 
claims  pending  against  the  six  largest  firms  at  the  end  of  1992  include  such  claims. 

It  has  been  said  that  the  number  of  10(bX5)  claims  has  not  increased  significantly 
in  the  last  20  years.  That  may  be  so,  but  the  dollar  amount  of  those  claims  has. 
It  has  also  been  suggested  that  companies  and  accounting  firms  should  fight 
10(bX5)  suits  rather  than  settle.  However,  there  are  two  very  good  reasons  why 
independent  auditors  cannot  afford  to  do  so  under  today's  ground  rules:  joint  and 
several  liability  and  the  high  costs  of  legal  defense. 

The  possibility  that  a  jury  may  find  m  favor  of  the  plaintiff  and  the  independent 
auditor  would  have  to  pay  the  entire  amount — because  of  the  joint  and  several 
rule — regardless  of  his  or  her  degree  of  responsibility  is  a  significant  factor  in  the 
high  percentage  of  lawsuits  which  are  settled.  For  example,  a  finding  for  the  plain- 
tiff of  $1  billion  under  the  joint  and  several  rule  could  bankrupt  a  major  accounting 
firm  even  if  the  firm  is  found  by  the  court  to  be  only  10  percent  culpable,  if  the 
other  plaintiffs  cannot  pay.  Under  the  proportionate  liability  concept,  the  firm  would 
pay  its  fair  share,  that  is,  10  percent,  not  100  percent. 

In  addition  to  the  possibility  of  having  to  pay  the  entire  award,  the  legal  costs 
to  defend  oneself  also  force  plaintiffs  to  settle  unwarranted  suits.  Such  costs  are  so 
high  it  is  often  cheaper  to  pay  a  plaintiff  to  close  a  case  than  to  incur  the  direct 
and  indirect  costs  of  taking  it  to  the  courtroom. 

A  survey  by  the  six  largest  accounting  firms  of  the  cases  against  them  involving 
10(bX5)  claims  which  were  concluded  in  fiscal  year  1991  showed  that:  (i)  the  average 
claim  subjecting  the  accounting  firm  to  joint  and  several  liability  was  for  $85  mil- 
lion; (ii)  the  average  settlement  by  the  firm  was  $2.7  million,  suggesting  there  might 
have  been  little  or  no  merit  to  the  original  claim  against  the  accountant;  yet,  (lii) 
the  average  legal  cost  per  claim  was  $3.5  million.  It  is  not  surprising  that  an  ac- 
counting firm  would  agree  to  settle  a  case  for  less  than  what  it  had  already  spent 
in  legal  fees  and,  therefore,  avoid  the  risk  of  liability  of  over  twenty  times  the  settle- 
ment by  a  jury  that  may  be  hostile  to  a  business  with  "deep  pockets."  However,  con- 
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trolling  risk  by  settling  where  you  did  nothing  wrong  becomes  a  very  expensive 
strategy  for  "winning"  the  liability  game. 

Today's  prevailing  doctrine  of  joint  and  several  liability  encourages  plaintiffs — 
even  plaintiffs  with  very  weak  cases — to  pursue  claims  against  so-called  deep  pock- 
et" defendants,  because  the  threat  of  disproportionate  liability  and  the  cost  of  de- 
fense often  coerce  those  defendants  to  settle.  No  pockets,  however,  are  deep  enough 
to  sustain  the  magnitude  of  litigation  that  currently  faces  the  accounting  profession. 

S.  3181  introduced  in  the  last  Congress  by  Senators  Domenici  and  Sanford  would 
have  adopted  the  concept  of  proportionate  liability  as  well  as  other  reforms. 
H.R.417,  ^Tie  Securities  Private  Enforcement  Reform  Act,"  which  has  been  intro- 
duced in  the  House  by  Congressman  Tauzin  and  others  in  this  Congress,  also  in- 
cludes a  proportionate  liability  standard.  We  support  enactment  of  H.R.417.  Indeed, 
proportionate  liability  has  been  adopted  judicially  or  through  the  passage  of  legisla- 
tion in  11  States  since  1986.  These  States  are  Colorado,  Utah,  Wyoming,  Arizona, 
Idaho,  Kansas,  Nevada,  North  Dakota,  Alaska,  Kentucky,  and  Tennessee. 

In  arguing  for  an  end  to  joint  and  several  liability,  the  profession  is  in  no  way 
attempting  to  evade  full  financial  responsibility  for  the  wrongful  acts  of  its  mem- 
bers. The  profession  is  merely  asking  for  fairness — the  replacement  of  joint  and  sev- 
eral liability,  in  situations  where  there  is  no  knowing  fraud  participated  in  by  the 
accountant,  with  a  proportionate  liability  standard  that  assesses  damages  against 
each  defendant  based  on  that  defendant's  degree  of  fault. 

Unwarranted  Litigation  Undermines  the  Profession's  Ability  to  Meet  Evolv- 
ing Financial  Reporting  Needs 

The  liability  system  should  be  balanced  to  provide  reasonable  compensation  to  vic- 
tims by  the  responsible  parties.  It  should  not  be  a  risk  transfer  mechanism.  Audi- 
tors are  not  and  should  not  be  viewed  as  insurers  against  investment  risks  or  busi- 
ness failures.  Investors  do  and  should  accept  reasonable  risks  to  justify  the  return 
on  their  investments.  A  civil  liability  system  that  lacks  logic,  fairness,  and  balance 
hurts  every  American.  It  cries  out  for  reform. 

In  recent  years,  growing  numbers  of  smaller  accounting  firms  have  stopped  per- 
forming audits.  A  recent  survey  of  California  CPA  firms  revealed  that  only  53  per- 
cent are  willing  to  undertake  audit  work,  while,  of  those,  32  percent  are  discontinu- 
ing audits  in  what  they  consider  to  be  high-risk  economic  sectors.1  Similarly,  a 
study  by  insurance  consultants  Johnson  &  Higgins  found  that  56  percent  of  the  mid- 
sized accounting  firms  surveyed  will  not  do  business  with  clients  in  industries  the 
firms  judge  high-risk.2 

For  the  larger  firms,  risk  management  efforts  focus  on  avoiding  those  clients  and 
potential  clients  that  present  the  greatest  likelihood  of  litigation.  Frequently,  these 
are  the  start-up  and  growth  companies  whose  futures  are  least  assured  and  whose 
stock  prices  are  most  volatile.  For  example,  a  recent  study  of  securities  class-action 
lawsuits  by  National  Economics  Research  Associates,  Inc.,  reveals  that  "a  dispropor- 
tionately large  number  of  securities  class-action  settlements  were  suits  filed  against 
high-technology  firms."3  Yet  these  are  the  very  entities  our  country  looks  to  for 
technological  mnovation,  the  bulk  of  job  creation,  and  future  competitive  strength. 

Fear  of  undue  liability  has  also  made  independent  auditors  generally  reluctant  to 
assume  new  responsibilities  relating  to  such  areas  as  assurances  on  forward-looking 
financial  data  and  additional  financial  disclosures.  For  example,  the  AICPA  is  pro- 
posing a  new  Statement  of  Position  (SOP)  dealing  with  "Disclosure  of  Certain  Sig- 
nificant Risks  and  Uncertainties  and  Financial  Flexibility."  The  proposed  SOP 
would  require  entities  to  include,  among  other  things  in  their  financial  statements, 
expanded  disclosures  about: 

•  the  nature  of  their  operations; 

•  use  of  estimates  in  the  preparation  of  those  financial  statements; 

•  certain  significant  estimates; 

•  current  vulnerability  due  to  concentrations;  and 

•  financial  flexibility. 

Many  of  the  comment  letters  we  are  receiving  express  opposition  to  the  proposal 
because  it  may  worsen  the  profession's  liability  problems.  Appropriate  reforms  of  the 
liability  system  are  necessary  to  encourage  the  profession  to  willingly  assume  new 
responsibilities  that  are  in  the  public  interest. 


1  "Legal-Liability  Awards  Are  Frightening  Smaller  CPA  Firms  Away  from  Audits,"  The  Wall 
Street  Journal,  March  3,  1992. 

aThe  Johnson  and  Higgins  Financial  Group,  "Professional  Liability  and  the  CPA:  How  The 
Profession  Is  Responding"  (August  1990). 

3  National  Economics  Research  Associates,  Inc.,  "Recent  Trends  in  Securities  Class  Action 
Suits"  (August  1992). 
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We  believe  reform  of  the  liability  system  by  adopting  the  concept  of  proportionate 
liability  is  essential  to  restore  balance,  to  unlock  the  door  of  innovation,  and  to 
make  quality  audit  services  available  to  all  who  need  them.  Independent  auditors 
should  pay  only  for  their  own  mistakes  and  misconduct,  not  for  the  errors  or  wrong- 
doing of  others. 
Strengthening  the  Accounting  Profession's  Disciplinary  System 

Another  of  our  proposals  calls  for  sharpening  the  teeth  of  the  profession's  self-reg- 
ulatory program  with  the  establishment  of  a  new  national  disciplinary  system.  We 
intend  that  this  system  administered  within  the  private  sector  with  appropriate 
government  oversight,  will  impose  swift  and  painful  penalties  on  firms  and  individ- 
uals for  professional  misconduct  or  substandard  performance,  including  barring 
them  from  performing  audits  of  publicly-held  companies. 

The  AICPA  believes  public  confidence  in  our  existing  disciplinary  process  has 
been  undermined  because  it  goes  into  action  only  upon  the  conclusion  of  related  civil 
litigation.  We  need  to  speed  up  the  profession's  disciplinary  process — which  works 
wefl  once  it  is  initiated.  A  determination  to  punish  wrongdoers  with  speed  and  force 
should  assure  the  public  that  our  profession  will  not  tolerate  bad  apples. 

To  enable  the  profession's  disciplinary  mechanism  to  function  on  a  timely  basis 
and  to  preserve  the  effectiveness  and  fairness  of  both  that  mechanism  and  the  civil 
liability  system,  we  must  find  a  way  to  insulate  one  from  another.  Information  gath- 
ered and  findings  reached  by  the  disciplinary  structure  should  not  be  admissible  in 
civil  proceedings.  Since  each  forum  pursues  unique  objectives  and  mav  involve  dif- 
ferent standards  of  proof  and  rules  of  evidence,  one  should  not  be  allowed  to  bias 
the  other. 

Meeting  the  Financial  Reporting  Needs  of  the  Future:  A  Public  Commitment 
From  the  Public  Accounting  Profession 

The  AICPA  and  its  members  are  committed  to  assuring  investors  and  creditors 
the  availability  of  the  highest  quality  financial  information  that  is  both  useful  and 
reliable. 

For  its  part,  the  accounting  profession  has  taken  numerous  steps  over  the  years 
to  improve  the  financial  reporting  system.  As  part  of  that  on-going  effort,  the  Board 
of  Directors  of  the  AICPA  has  recently  developed  a  program  it  believes  will  further 
improve  the  value  of  financial  information  and  the  public's  confidence  in  it. 

In  addition  to  the  establishment  of  the  new  national  disciplinary  system  described 
above,  the  AICPA  Board  of  Directors  is  calling  for  the  following  action: 

•  Develop  new  guidelines  to  help  auditors  assess  the  possibility  of  management 
fraud. 

•  Establish  new  fraud  reporting  rules  requiring  all  participants  in  the  financial  re- 

gorting  system  to  notify  auditors  of  possible  fraud, 
upport  the  enactment  of  the  Financial  Fraud  Detection  and  Disclosure  Act  re- 
quiring auditors  to  make  earlier  notification  to  government  regulators  of  possible 

fraud. 

•  Require  management  to  report  on  the  effectiveness  of  the  company's  internal  con- 
trols over  financial  reporting,  and  require  a  separate  auditor's  report  on  manage- 
ment's assertions. 

•  Require  greater  disclosure  of  risks  and  uncertainties  that  could  affect  the  compa- 
ny's operations  or  financial  condition  in  its  financial  statements. 

•  Establish  systematic  review  by  the  accounting  profession  of  alleged  audit  failures. 

•  Bar  public  companies  and  other  organizations  with  public  accountability  from  hir- 
ing the  partner  responsible  for  their  audit  for  one  year. 

•  Require  public  companies  and  organizations  with  public  accountability  to  have 
audit  committees  composed  entirely  of  independent  directors  whenever  prac- 
ticable. 

•  Require  an  audit  committee  statement  describing  its  responsibilities  and  how  they 
were  carried  out. 

This  initiative  represents  a  unified  effort  by  the  accounting  profession.  It  was 
unanimously  approved  by  the  AICPA's  Board  of  Directors,  whose  members  rep- 
resent key  elements  of  the  profession — public  practice,  industry,  and  academia — and 
include  three  non-CPA  public  members.  It  also  has  the  strong  support  of  the  ac- 
counting profession's  largest  firms,  which  audit  90  percent  of  the  publicly-held  com- 
panies in  the  U.S.  with  annual  sales  of  $1  million  or  more,  who  will  be  most  directly 
affected  by  our  proposals. 

I  would  also  like  to  acknowledge  a  debt  of  gratitude  to  the  Public  Oversight  Board 
of  the  SEC  Practice  Section  of  the  AICPA  for  the  significant  recommendations  in 
its  recent  special  report,  "In  the  Public  Interest:  Issues  Confronting  the  Accounting 


350 

Profession."  Those  recommendations  will  be  dealt  with  in  the  implementation  of  our 
program. 

The  globalization  of  the  economy,  the  explosion  of  technology,  the  complexity  of 
business  transactions,  and  other  forces  have  thrust  the  current  financial  reporting 
system  into  a  new  age.  As  the  pace  of  economic  change  accelerates,  so  does  the  need 
for  reliable  and  relevant  information.  To  remain  the  best,  our  financial  reporting 
system  must  be  as  dynamic  as  the  financial  markets  themselves. 

The  speed  of  change  in  American  business  has  also  increased  pressure  on  cor- 
porate managements  required  to  compete  in  financial  markets.  Unfortunately,  in 
some  instances,  this  has  led  to  financial  statements  that  have  failed  to  disclose  the 
true  state  of  corporate  affairs.  Management  fraud  may  corrupt  even  the  most  well- 
constructed  system.  This  has  happened  in  the  past;  it  undoubtedly  will  happen  in 
the  future.  Moreover,  equipped  with  the  benefit  of  hindsight,  it  is  sometimes  pos- 
sible to  find  circumstances  where  one  might  have  expected  the  auditor  to  have  un- 
covered the  fraud. 

Nevertheless,  the  objective  record  demonstrates  that  the  independent  audits  of 
public  companies  continue  to  be  of  high  quality.  Having  said  that,  we  recognize  that 
statistics  evidencing  such  quality  are  of  little  comfort  to  those  investors,  creditors, 
or  others  who  may  have  relied  to  their  detriment  on  misleading  financial  state- 
ments. We  also  recognize  that  if  we  are  to  continue  to  maintain  the  public's  trust 
and  confidence,  more  must  be  done  to  improve  our  institutional  controls  and  tech- 
nical standards  to  make  it  as  difficult  as  possible  for  negligence,  greed,  corruption, 
or  other  human  failings  to  persist. 

Improving  the  Prevention  and  Detection  of  Fraud 
As  previously  indicated,  our  agenda  includes  steps  to  improve  the  detection  and 

ftrevention  of  financial  fraud.  Only  a  few  business  failures  involve  material  financial 
raud,  but  the  corrosive  effect  of  those  few  is  widespread.  A  single  large  failure  can 
destroy  lives  and  shatter  public  confidence  in  the  entire  system.  Shareholders'  as- 
sets are  wiped  out;  investors  are  scared  away  from  capital  markets;  and  public  con- 
fidence is  shaken. 

The  detection  of  fraudulent  financial  reporting  is  one  of  our  major  challenges.  The 
public  expects  independent  accountants  to  uncover  financial  manipulation,  and  our 
auditing  standards  address  that  issue. 

As  an  added  step,  we  have  endorsed  the  Financial  Fraud  Detection  and  Disclosure 
Act,  S.630  and  H.R.574,  which  accelerates  the  independent  auditor's  obligation  to 
report  suspected  fraud  to  the  SEC  if  management  does  not.  We  are  also  calling  on 
other  participants  in  the  reporting  system  to  join  the  fraud  detection  effort  by  alert- 
ing the  independent  auditors  when  they  suspect  illegal  acts. 

In  addition,  we  are  committed  to  developing  more  guidelines  to  improve  our 
chances  of  detecting  financial  manipulation  as  well  as  to  instituting  a  systematic 
professional  review  process  to  help  us  learn  from  past  frauds. 

Enhancing  the  Utility  of  Financial  Reporting  to  Those  Who  Rely  On  It 

The  AICPA  has  also  launched  an  effort  to  ensure  that  financial  reporting  moves 
with  the  times.  Our  Special  Committee  on  Financial  Reporting  is  looking  at  far- 
reaching  ways  to  make  financial  reports  more  relevant  to  the  realities  of  today's 
marketplace  by  anticipating  the  financial  information  needs  of  the  21st  century. 
This  is  a  wide-ranging  and  intensive  effort.  We  are  ruling  out  no  possibilities  as  we 
examine  what  changes  to  the  existing  accounting  model  should  be  made  to  meet 
user  needs  in  the  short  and  long  term.  We  expect  the  Special  Committee  to  complete 
its  work  within  a  year. 

Strong,  effective  internal  controls  are  every  company's  first  line  of  defense  against 
fraud.  A  strong  system  of  internal  control  can  greatly  enhance  the  ability  of  man- 
agement and  audit  committees  to  detect  errors  and  oversights  as  well  as  intentional 
manipulation  of  financial  data. 

As  previously  indicated,  to  provide  further  assurance  to  the  investing  public,  we 
believe  management  of  public  companies  should  annually  assess  and  report  on  the 
effectiveness  of  their  internal  controls  over  financial  reporting.  Independent  audi- 
tors, in  turn,  should  provide  a  separate  report  on  management's  assertions.  Recently 
enacted  banking  legislation  requires  certain  Federally  insured  depository  institu- 
tions to  provide  such  reports.  We  urge  the  SEC  to  establish  the  requirement  for  all 
publicly-held  companies. 

Assuring  the  Independence  and  Objectivity  of  the  Independent  Accountant 
Our  program  also  includes  proposals  to  safeguard  the  independence  and  objectiv- 
ity of  the  independent  auditor.  If  the  public  believes  that  auditors  have  lost  their 
independence,  it  will  not  have  faith  in  the  assurances  provided  by  them. 
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Further,  the  SEC  and  other  regulatory  bodies  should  prohibit  public  companies 
and  other  organizations  with  public  accountability  from  hiring  the  partner  in  charge 
of  their  audit  for  at  least  one  year  after  the  partner  ceases  to  have  that  responsibil- 
ity. Also,  such  companies  should  be  required  to  have  audit  committees  composed, 
whenever  practical,  entirely  of  independent  directors.  The  responsibilities  of  the 
audit  committee  should  include  overseeing  the  financial  reporting  process  and  rec- 
ommending appointment  of  the  independent  auditor. 

Conclusion 

The  independent  public  accountant  provides  additional  assurance  to  participants 
in  the  marketplace  that  financial  statements  may  be  reasonably  relied  upon.  That 
assurance  assists  the  efficient  allocation  of  capital  which  fuels  economic  growth.  Of 
course,  no  assurance  can  be  absolute  against  unpredictable  economic  forces,  and  no 
audit  can  categorically  guarantee  the  discovery  of  sophisticated,  collusive  fraud. 

The  accounting  profession  is  determined  to  fulfill  its  public  mission.  In  that  spirit, 
we  urge  all  interested  parties  to  join  us  in  seeking  improvements  to  the  U.S.  finan- 
cial reporting  system.  We  also  ask  Congress  to  reform  a  debilitating  and  unreason- 
able liability  system  that  is  undermining  our  ability  to  carry  out  our  commitment. 

The  threat  of  mammoth  liability  frequently  forces  firms  to  settle  rather  than  fight, 
no  matter  what  the  merits  of  the  case.  In  too  many  cases,  the  justice  system  has 
ceased  to  distinguish  the  guilty  from  the  innocent. 

Accountants  should  not  pay  for  others'  mistakes  simply  because  they  are  the  only 
ones  left  standing  after  a  financial  collapse.  People  should  be  held  responsible  only 
for  the  damage  they  cause;  simple  fairness  and  common  sense  demand  it.  The  sys- 
tem of  joint  and  several  liability  should  be  replaced  with  proportionate  liability  ex- 
cept in  cases  of  "knowing  fraud."  We  do  not  ask  to  be  held  harmless  for  our  wrong- 
doing. We  ask  only  that  we  be  permitted  to  do  our  job  to  the  best  of  our  ability. 

Thank  you  for  the  opportunity  to  testify.  I  would  be  pleased  to  respond  to  any 
questions. 


TESTIMONY  OF  A.  A.  SOMMER,  JR. 

Chairman,  Public  Oversight  Board  of  the  SEC  Practice  Section  of  the 

AICPA 

Mr.  Chairman,  Members  of  the  subcommittee,  I  am  A.  A.  Sommer,  Jr.,  chairman 
of  the  Public  Oversight  Board  of  the  SEC  Practice  Section  of  the  AICPA.  The  Public 
Oversight  Board  is  extremely  grateful  for  the  opportunity  you  have  given  us  to  ap- 

gjar  before  you  today.  Also  with  me  are  Jerry  Sullivan,  Executive  Director  of  the 
oard,  former  partner  of  Coopers  &  Lybrand  and  former  Chairman  of  the  Auditing 
Standards  Board,  and  Linda  Griggs,  former  Chief  Counsel  to  the  SEC's  Chief  Ac- 
countant, presently  one  of  my  partners,  and  General  Counsel  of  the  Board.  The 
other  members  of  the  Board  are  Melvin  A.  Laird,  well-known,  I  am  sure,  to  all  of 
you  as  a  former  Secretary  of  Defense  and  long-time  member  of  the  House  from  Wis- 
consin; Robert  F.  Froehlke  who  has  served  as  Secretary  of  the  Army,  Chairman  of 
the  Board  of  Equitable  Life  Assurance  Society  and  President  and  CEO  of  IDS  Mu- 
tual Fund  Group;  Paul  W.  McCracken,  one  time  Chairman  of  the  President's  Coun- 
cil of  Economic  Advisers  and  a  distinguished  retired  economics  scholar  and  educator 
at  the  University  of  Michigan;  and  Robert  K.  Mautz,  an  outstanding  retired  account- 
ing scholar  and  educator  who  served  for  many  years  at  the  Universities  of  Illinois 
and  Michigan. 

The  Public  Oversight  Board  was  organized  in  1977  when  the  AICPA  created  a 
very  sophisticated  and  comprehensive  program  to  conduct  periodic  peer  reviews  of 
the  quality  control  programs  of  firms  that  audited  publicly  held  companies.  I  will 
not  detail  the  program  and  its  operations  over  the  years;  they  are  set  forth  in  detail 
in  the  March  5,  1993,  report  of  the  Public  Oversight  Board,  uIn  the  Public  Interest", 
which  has  been  furnished  to  you.  The  evidence  is  clear  that  the  program  has  been 
a  significant  factor  in  raising  the  quality  of  audit  practice  in  this  country. 

The  Public  Oversight  Board  was  created  to  provide  oversight  of  the  peer  review 
program  and  to  assure  it  was  carried  out  in  the  public  interest.  We  believe  that  we 
end  our  predecessors  have  been  true  to  the  mission  assigned  to  the  Board. 

The  creators  of  the  Board  and  the  peer  review  program  were  fastidious  to  assure 
the  Board's  independence.  While  the  Board's  expenses  are  paid  out  of  the  dues  paid 
by  the  SEC  Practice  Section  members,  the  Board  itself  determines  the  compensation 
it  will  pay  to  its  members  and  to  its  staff,  it  has  no  limits  on  its  budget,  it  expends 
such  funds  as  it  feels  necessary  without  restraint,  it  selects  its  own  successors  and 
it  has  frequently  pressed  for  actions  that  have  not  been  to  the  liking  of  the  Section. 
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I  think  it  is  totally  fair  to  say  that  the  Board  has  realized  the  expectations  of  its 
creators,  that  it  be  independent  and  that  it  "call  them  as  it  sees  them." 

With  that  as  background,  we  testify  today  on  behalf  of  legislation  that  would  sub- 
stitute for  the  ^joint  and  several"  standard  that  now  exists  under  Federal  law  relat- 
ing to  securities  law  violations  a  "separate  and  proportionate"  standard.  We  have 
come  to  this  conclusion,  not  because  members  of  the  profession  have  been  pressing 
this,  but  because  an  independent  and  careful  inquiry  that  we  have  conducted  con- 
vinces us  this  is  in  the  public  interest.  I  would  like  to  tell  you  today  briefly  why 
we  have  reached  that  conclusion. 

While  the  formal  mandate  of  the  POB  is  to  oversee  the  quality  review  program 
and  other  activities  of  the  SEC  Practice  Section  of  the  Division  of  CPA  Firms  of  the 
AICPA,  it  has  long  felt  that  it  could  not  in  good  conscience  close  its  eyes  to  other 
circumstances  and  events  which  might  impact  the  quality  of  auditing  in  the  United 
States.  Thus  in  its  annual  reports  in  recent  years  it  has  commented  upon  a  number 
of  topics  related  to  auditing,  including  auditor  independence,  the  impact  of  large 
firm  mergers  upon  the  quality  of  auditing,  and  the  development  of  standards  for  as- 
sessing the  effectiveness  of  internal  controls. 

In  recent  years  the  Board  has  observed  with  increasing  concern  litigation  affecting 
the  auditing  profession.  Its  concern  has  had  numerous  dimensions,  the  most  telling 
of  which  is  whether  this  litigation  is  likely  to  affect  adversely  the  public  interest. 
The  Board  believes  that  the  availability  of  auditing  services  performed  bv  experi- 
enced men  and  women  with  high  professional  skill  and  competence,  imbued  with  in- 
tegrity and  independence,  to  businesses  of  all  shapes  and  sizes  is  vital  to  our  econ- 
omy. Without  such  services,  lenders  and  equity  investors  would  be  compelled  to  rely 
more  on  the  representations  of  management,  which  often  are  more  optimistic  than 
the  situation  justifies;  there  would  not  be  the  uniformity  of  standards  that  make 
comparisons  among  companies  possible;  and  both  borrowed  and  equity  capital  would 
flow  much  more  slowly  into  the  enterprises  of  America. 

That  basic  premise  spawned  a  number  of  more  specific  inquiries.  To  what  extent 
would  increased  exposure  to  civil  liability  impact  the  ability  of  the  profession  to  re- 
cruit high-caliber  personnel?  To  what  extent  would  concern  over  liability  inhibit  the 
willingness  of  competent  firms  to  undertake  the  audit  of  relatively  new  and  high 
risk  issuers  in  which  the  processes  of  economic  progress  germinate/  To  what  extent 
would  experienced  practitioners  opt  for  the  more  secure  career  offered  in  industry? 
In  general,  could  mounting  litigation  exposure  adversely  affect  the  quality  of  audit- 
ing and  the  availability  ol  auditing  services  performed  by  highly  competent,  experi- 
enced people  of  integrity  in  the  United  States? 

The  Board's  consideration  of  these  questions  was  accelerated  when  it  was  asked 
by  representatives  of  the  larger  firms  to  consider  whether  it  would  be  willing  to  en- 
dorse the  effort  of  the  firms  and  others  in  the  profession  to  secure  Federal  legisla- 
tion that  would  substitute  for  the  familiar  "joint  and  several"  standard  for  determin- 
ing the  liability  of  one  among  several  defendants  a  "separate  and  proportionate" 
standard.  The  Board  informed  the  leaders  of  the  profession  that  it  would  consider 
such  an  endorsement  and  would  give  it  if  the  Board  were  convinced  that  such  legis- 
lation would  be  in  the  public  interest. 

The  Board  considered  the  problems  associated  with  auditor  liability  at  several 
meetings,  including  a  two  and  a  half  day  retreat  meeting  at  Airlie  House,  and  con- 
ferred with  a  number  of  people  concerning  this  and  other  problems  in  the  profes- 
sion. This  work  culminated  in  the  report,  In  the  Public  Interest",  which  I  referred 
to  earlier. 

Our  study  of  the  litigation  problems  of  the  accounting  profession  led  us  to  a  num- 
ber of  conclusions.  First,  we  concluded  we  should,  for  reasons  111  discuss  in  a  mo- 
ment, lend  our  support  to  the  effort  to  substitute  a  "separate  and  proportionate" 
standard  for  allocating  liability  among  defendants  for  the  presently  prevailing  "joint 
and  several"  standard. 

Second,  we  concluded  that  measures  needed  to  be  taken  by  the  profession,  by  issu- 
ers, by  regulators  and  others  to  improve  the  quality  of  auditing  in  this  country. 
There  is  no  question  in  our  minds  that  there  has  been  an  erosion  of  public  con- 
fidence in  financial  reporting  in  this  country,  notwithstanding  measures  taken  in  re- 
sponse to  the  report  of  the  National  Commission  on  Fraudulent  Financial  Reporting 
(the  Treadway  Commission),  and  that  there  are  substantive  reasons  for  that  erosion. 
To  halt  this  erosion  and  rebuild  public  confidence  the  accounting  profession  must 
shoulder  a  major  responsibility.  In  our  report  we  made  a  number  of  recommenda- 
tions directed  to  the  profession  and  others  designed  to  assist  in  strengthening  the 
financial  reporting  process,  enhance  its  integrity,  and  heighten  investor  and  lender 
confidence  in  the  financial  statements  they  rely  upon.  The  Board  is  extremely 
pleased  to  see  that  the  AICPA  and  the  Big  Six  have  endorsed  all  of  our  rec- 
ommendations to  the  profession  and  gone  beyond  them  in  some  particulars. 
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Third,  we  concluded  that  exposure  of  auditors  to  some  measure  of  civil  liability 
is  necessary  for  several  reasons.  First,  those  damaged  by  the  misconduct  of  auditors 
should  justly  be  compensated  by  the  auditors  for  that  portion  of  the  losses  caused 
by  their  misconduct.  Further,  the  threat  of  civil  liability,  along  with  the  danger  of 
SEC  enforcement  actions,  AICPA  ethics  proceedings,  and  State  disciplinary  meas- 
ures, is  a  powerful  stimulus  to  competent  performance  and  meticulous  care. 

Fourth,  our  oversight  of  the  Quality  Control  Inquiry  Committee  of  the  SEC  Prac- 
tice Section  indicates  to  us  that  much  litigation  is  brought  against  accounting  firms 
that  is  ill-founded,  lacking  in  merit,  and  often  downright  frivolous.  The  Quality  Con- 
trol Inquiry  Committee  was  established  to  review  litigation  brought  against  the 
auditors  of  publicly  held  companies  to  determine,  not  whether  the  questioned  audit 
was  well  done  or  not  or  who  was  responsible  if  it  was  poorly  done,  but  whether  the 
litigation  indicated  the  possibility  of  some  defect  in  the  firm's  quality  controls  or  its 
compliance  with  them,  or  whether  there  was  some  deficiency  in  auditing  or  account- 
ing standards.  Although  the  focus  of  the  inquiry  is  so  limited,  the  inquiries  often 
clearly  indicate  the  insubstantial  nature  of  the  charges  against  the  auditors.  Often 
auditors  are  charged  with  complicity  in  management  misconduct  during  times  when 
they  were  not  even  retained  as  auditors.  In  other  cases  they  are  charged  with  disclo- 
sure deficiencies  they  had  nothing  whatsoever  to  do  with.  And  in  others  they  are 
charged  with  failing  to  disclose  the  declining  fortunes  of  their  client  notwithstanding 
that  their  opinion  was  qualified  with  a  warning  that  the  company  might  not  be  able 
to  continue  as  a  going  concern. 

Fifth,  our  experience  in  overseeing  the  QCIC  activities  and  the  individual  experi- 
ences and  observations  of  the  Board  members  indicate  there  is  a  liability  and  litiga- 
tion problem  in  this  country  that  transcends  the  accounting  profession  and  is  inflict- 
ing upon  the  American  economy  unwarranted  costs.  Previous  witnesses  at  these 
hearings  have  discussed  this  broader  problem  and  its  elements:  litigation  com- 
mencea  immediately  after  a  drop  in  stock  price  or  earnings  of  a  high  tech  company 
that  may  be  simply  the  result  of  economics  and  free  markets  at  work;  mountains 
of  expensive  interrogatories  and  depositions;  settlements  that  ultimately  yield  little 
relief  to  harmed  investors;  the  unwillingness  of  many  courts  to  penalize  under  their 
existing  powers  improper  conduct  of  counsel.  The  Board  did  not  undertake  a  system- 
atic study  of  these  broader  matters  because  they  lay  beyond  its  mandate  and  the 
request  made  of  it,  but  it  urges  that  the  appropriate  Congressional  and  other  gov- 
ernmental bodies  give  quick  heed  to  these  problems  which  are  a  severe  detriment 
to  our  society. 

Adverting  now  to  the  reasons  we  endorse  substituting  a  "separate  and  propor- 
tionate" standard  for  the  "joint  and  several"  one,  not  only  with  respect  to  litigation 
under  the  Federal  securities  laws,  but  under  State  law  as  well,  first  and  foremost 
is  the  Board's  belief  that  such  a  standard  would  be  fair.  As  I  mentioned,  the  Board 
believes  auditors  should  be  civilly  responsible  for  their  misdeeds;  correlatively  we  do 
not  believe  that  they  should  be  responsible  for  the  misdeeds  of  others.  The  joint  and 
several  standard  has  the  potential  to  impose,  and  on  occasions  has  imposed,  liability 
on  them  for  the  misdeeds  of  issuers,  directors,  officers,  underwriters  and  controlling 
persons,  as  well  as  their  own. 

On  a  personal  note,  one  of  the  earliest  speeches  I  gave  as  a  commissioner  of  the 
Securities  and  Exchange  Commission  in  1973  concerned  the  responsibility  of  man- 
agement for  the  financial  statements  of  an  enterprise.  In  that  speech  I  remarked, 
"...  in  every  case  where  an  accountant  has  been  charged  with  some  deficiency  of 
conduct,  there  has  been  a  deficiency  of  management  which  prepared  the  state- 
ments— and  more  particularly,  a  deficiency  of  tne  financial  management."  That  is 
still  true.  Rarely,  if  ever,  when  there  are  faulty  financial  statements  is  the  auditor 
the  only  responsible  party.  After  all,  the  auditor  only  opines  on  statements  prepared 
by  other  people.  When  those  "other  people"  have  failed  in  their  responsibility,  should 
the  entire  liability  fall  on  the  auditor?  The  Board  does  not  believe  so. 

As  is  often  the  case  when  public  policy  is  involved,  we  find  a  confrontation  be- 
tween compelling  values.  Here,  on  the  one  hand  we  have  the  commendable  desire 
to  make  whole  those  who  have  lost  money  because  of  fraudulent  financial  reporting. 
On  the  other,  we  have  the  question  of  who  should  make  them  whole.  In  a  situation 
where  all  of  those  who  had  some  responsibility  for  the  false  reporting  are  solvent 
and  capable  of  satisfying  any  judgment,  the  principles  of  contribution  and  the  proc- 
esses of  negotiation  will  often  permit  a  reasonable,  albeit  sometimes  rough,  alloca- 
tion of  financial  responsibility,  with  all  at  fault  bearing  some  of  the  financial  loss. 
The  Board  simply  does  not  believe  that  the  circumstance  of  one  or  more  parties 
being  insolvent  should  shift  a  disproportionate  measure  of  responsibility  onto  those 
who  nap  pen  to  be  able  to  pay. 

Fairness  is,  to  repeat,  the  major  reason  the  Board  urges  a  change  in  the  damage 
allocation  standard.  However,  there  are  other  considerations  as  well.  When  one  ex- 
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amines  some  recent  judgments  and  the  amounts  being  sought  in  pending  cases,  it 
is  not  beyond  the  pale  to  believe — and  many  responsible  people  do  believe — that  one 
or  more  major  firms  may  ultimately  be  bankrupted,  wiped  out,  with  loss  not  only 
of  the  partnership's  assets,  but  harsh  damage  to  the  solvency  of  the  individual  part- 
ners. This  fate  has  already  befallen  one  large  firm  and  its  partners. 

The  consequences  of  such  an  event  would,  in  the  Board's  estimation,  have  grave 
consequences  for  auditing  in  this  country  and  would  adversely  affect  the  public  in- 
terest. Bright  young  people  would  shy  away  from  an  occupation  which  harbored  the 
threat  that  the  fruits  of  a  lifetime  of  outstanding  professional  endeavor  could  be 
wiped  out  because  of  the  misconduct  of  one  of  hundreds  and  thousands  of  partners. 
Existing  partners  and  other  professionals  in  surviving  firms  would  seek  other,  less 
risky  employment.  Young  and  small  enterprises  and  high-risk  enterprises  which 
provide  most  of  the  new  jobs  in  our  country  would  find  it  difficult  to  secure  a  report 
on  their  financial  statements  satisfactory  to  lenders  and  investors.  Those  con- 
sequences would  clearly  not  be  in  the  public  interest. 

And  if  such  a  catastrophe  were  to  occur,  I  would  suggest  that  Congress  would 
quickly  move  to  develop  some  means  of  insulating  surviving  firms  and  their  part- 
ners from  a  similar  fate.  Is  it  better  to  move  now  to  reduce,  to,  in  my  estimation, 
a  very  limited  extent,  the  danger  of  such  an  occurrence,  than  to  confront  a  full- 
blown crisis  down  the  road  when  irreparable  harm  to  the  audit  process  in  this  coun- 
try will  have  occurred?  The  adoption  of  a  "separate  and  proportionate''  standard  will 
not  totally  forestall  that  danger,  but  it  will  reduce  it,  and  any  fair  measure  that  will 
reduce  it  should  be  seriously  considered. 

The  crisis  is  not  yet  here,  but  the  danger  is  clear.  The  Board  urges  that  Congress 
act  before  the  crisis  occurs.  Too  often  government  moves  only  after  the  crisis  is  full- 
blown. Certainly  our  recent  experience  with  the  savings  and  loan  industry  dem- 
onstrates that. 

Closely  related  to  the  dangers  I  have  discussed  is  another  proposal  contained  in 
the  Board's  report.  At  the  present  time  most  accounting  firms,  and  all  of  the  larger 
ones,  are  organized  as  partnerships.  This  means  that  not  only  are  the  assets  of  the 
partnership  subject  to  the  claims  of  the  partnership's  creditors  (including  those  with 
judgments  against  the  partnership),  but  the  assets  of  the  individual  partners  are 
as  well. 

This  structure  became  commonplace  in  another  time  when  even  the  largest  firms 
had  only  a  handful  of  partners,  all  of  whom  knew  each  other,  knew  their  individual 
competencies,  had  participated  in  their  selection,  and  could  detect  shortcomings  in 
a  partner  long  before  he  caused  loss  to  users  of  their  audits.  By  operating  as  part- 
nerships, they  evidenced  to  their  clients  that  they  had  such  confidence  in  their  work 
that  they  were  willing  to  put  their  personal  fortunes  at  risk. 

Times  have  changed.  Now  each  of  the  major  firms  has  well  over  a  thousand  part- 
ners. The  overwhelming  number  of  them  are  unknown  to  the  typical  partner:  he  or 
she  may  never  have  met  them.  The  typical  partner  had  no  voice  in  selecting  his  or 
her  partners,  knows  little,  if  anything,  of  their  competence,  and  yet  that  partner 
could  have  all  he  has  worked  for  and  earned  through  highly  professional  perform- 
ance wiped  out — even  after  retirement — if  one  of  those  unknown  partners  makes  a 
mistake.  There  is  no  sense  in  such  a  situation. 

When  an  automobile  manufacturer  negligently  manages  a  car  that  injures  con- 
sumers; when  a  pharmaceutical  company  wrongfully  distributes  a  defective  drug 
that  causes  grave  injuries  to  large  numbers  of  users;  when  asbestos  harms  countless 
workers,  the  assets  of  the  officers  and  directors  who  had  no  part  in  inflicting  the 
harm  are  not  raided.  And  that  is  so  even  if  the  corporation  becomes  insolvent.  Why 
should  the  result  be  different  in  the  case  of  a  multi-billion  dollar  enterprise  just  be- 
cause its  business  happens  to  be  accounting  and  not  car  or  pharmaceutical  or  asbes- 
tos manufacturing? 

The  American  Institute  of  CPAs  recently  amended  its  Code  of  Professional  Con- 
duct to  permit  accounting  firms  to  incorporate,  and  some  States  now  permit  the 
practice  of  accounting  in  corporate  form.  However,  for  firms  with  multi-State  prac- 
tices these  changes  are  of  no  benefit  unless  all  of  the  States  in  which  they  practice 
permit  practice  in  corporate  form.  Thus  the  Board  has  recommended  that  Congress 
enact  legislation  in  effect  overriding  any  State's  prohibition  against  the  corporate 
practice  of  accounting  so  that  accountants,  like  executives  ana  employees  in  other 
enterprises,  may  shield  their  personal  assets  from  liability  deriving  from  the  mis- 
deeds of  others. 

The  substitution  of  a  "separate  and  proportionate"  standard  for  the  existing  one 
in  the  accounting  profession  is  not  going  to  solve  the  problem  of  accountants'  liabil- 
ity. There  will  always  be,  and  there  should  always  be,  the  ability  of  creditors  and 
investors  harmed  by  the  misconduct  of  auditors  to  secure  monetary  relief  for  the 
harm  caused  by  the  auditors.  And  there  will  always  be  suits  against  auditors,  many 
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meritorious,  many  not  meritorious,  and  there  will  always  be  the  expense  of  defend- 
ing against  those  suits  and  the  burden  of  satisfying  judgments. 

But  the  incidence  and  impact  of  such  suits  and  such  judgments  must  be  reduced 
to  reasonable  dimensions.  This  cannot  be  done  by  changing  the  standard  for  allocat- 
ing damages  alone.  There  must  be  changes  within  the  profession  to  assure  there  are 
fewer  occasions  for  suit,  there  must  be  revisions  of  auditing  practices,  there  must 
be  a  better  understanding  of  the  limits  of  what  an  audit  can  do,  there  must  be 
greater  effort  by  the  auditor  to  ferret  out  fraud,  there  must  be  more  diligence  by 
directors  and  particularly  audit  committees.  There  must  be  substantial  reform  in 
our  tort  system,  both  in  the  States  and  in  the  Federal  system,  to  discourage  poorly 
founded  suits  and  reduce  the  burdens  of  discovery. 

The  Board  is  encouraged  by  the  response  of  the  profession  to  its  recommendations 
and  by  the  initiative  displayed  in  the  profession's  recommendation  for  radical  reform 
of  the  profession's  disciplinary  procedures.  These  are  hopeful  signs  that  the  profes- 
sion is  recommitting  itself  to  the  public  interest.  The  Board  intends  to  monitor  close- 
ly the  actions  taken  to  implement  the  recommendations  of  its  report.  Hopefully  the 
profession,  assisted  by  Congress  and  regulators,  can  avoid  the  sort  of  catastrophe 
which  would  ill  serve  the  American  economy  and  the  public  interest. 
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OVERSIGHT  BOARD 

TO  CONGRESS 


Recommendation  1-1: 

Financial  responsibility  among  those  involved  in  a  financial  failure 
or  in  fraudulent  financial  reporting  should  be  allocated  in  propor- 
tion to  responsibility  for  losses  suffered.  Accordingly,  "separate 
and  proportionate"  liability  legislation  applicable  to  both  federal 
and  state  claims  should  be  enacted  by  Congress.  The  civil  liability 
provisions  of  RICO  should  be  amended  to  eliminate  treble  dam- 
ages in  cases  that  arise  under  the  federal  securities  laws. 


Recommendation  1-2: 

Congress  should  adopt  preemptive  legislation  to  permit  the  prac- 
tice of  accountancy  in  a  form  that  appropriately  limits  the  liability 
of  individual  members  of  the  firm. 


TO  THE  SECURITIES  AND  EXCHANGE  COMMISSION 


Recommendation  II-l: 

The  SEC  should  amend  its  rules  to  require  SEC  registrants  to  dis- 
close whether  their  auditors  have  had  a  peer  review,  the  date  of  the 
most  recent  peer  review  and  its  results. 


Recommendation  V-10: 

The  SEC  should  require  registrants  to  include  in  a  document  con- 
taining the  annual  financial  statements  a  statement  by  the  audit 
committee  (or  by  the  board  if  there  is  no  audit  committee)  that  de- 
scribes its  responsibilities  and  tells  how  they  were  discharged. 
This  disclosure  should  state  whether  the  audit  committee  members 
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(or,  in  the  absence  of  an  audit  committee,  the  members  of  the 
board):  (a)  have  reviewed  the  annual  financial  statements;  (b)  have 
conferred  with  management  and  the  independent  auditor  about 
them;  (c)  have  received  from  the  independent  auditor  all  informa- 
tion that  the  auditor  is  required  to  communicate  under  auditing 
standards;  (d)  believe  that  the  financial  statements  are  complete 
and  consistent  with  information  known  to  them;  and  (e)  believe 
that  the  financial  statements  reflect  appropriate  accounting  princi- 
ples. 


Recommendation  V-12: 

The  SEC  should  require  registrants  to  include  in  a  document  con- 
taining the  annual  financial  statements:  (a)  a  report  by  manage- 
ment on  the  effectiveness  of  the  entity's  internal  control  system 
relating  to  financial  reporting;  and  (b)  a  report  by  the  registrant's 
independent  accountant  on  the  entity's  internal  control  system  re- 
lating to  financial  reporting. 


TO  THE  SEC  PRACTICE  SECTION  OF  THE 
DIVISION  FOR  CPA  FIRMS 


Recommendation  III-l: 

The  SEC  Practice  Section's  membership  requirements  should  be 
changed  to  require  member  firms  to  modify  their  quality  control 
systems  to  specify  that  they  take  the  following  steps  in  response  to 
allegations  of  deficiencies  in  the  conduct  of  an  audit  of  financial 
statements  of  an  SEC  client  (or  another  client  encompassed  by  the 
QCIC  process)  that  are  made  in  litigation  against  the  member  firm 
or  its  personnel  or  in  any  public  proceeding  or  investigation  by  a 
regulatory  agency: 

(1)  Perform  a  complete  internal  analysis  of  the  audit;  review  all 
relevant  work  papers,  correspondence  and  other  files;  interview 
members  of  the  engagement  team. 
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(2)  Assess  the  capabilities  of  the  senior  audit  personnel  and  de- 
termine whether  the  firm  should  monitor,  reassign  or  terminate 
such  personnel. 

(3)  Identify  any  problems  with  the  firm's  quality  control  system 
or  training  activities. 

(4)  Identify  any  implications  of  the  allegations  relating  to  the 
adequacy  of  auditing,  quality  control  or  accounting  standards. 

(5)  Identify  any  implications  of  the  allegations  relating  to  the 
adequacy  of  guidance  with  respect  to  the  manner  in  which  audits 
axe  conducted,  including  the  evaluation  of  risks  in  audits,  and  re- 
lating to  variations  in  practice  and  the  interpretations  of  stand- 
ards that  should  be  resolved. 

(6)  Communicate  the  implications  identified  in  items  (4)  and  (5) 
in  a  structured  manner  to  the  QCIC. 


Recommendation  III-2: 

The  peer  review  performance  standards  should  be  amended  to  re- 
quire peer  reviewers  to  test  firms'  compliance  with  these  modifica- 
tions to  their  quality  control  systems. 


Recommendation  III-3: 

The  QCIC  procedures  should  be  modified  to  require  the  QCIC  to 
develop  additional  procedures  to  permit  it,  on  the  basis  of  its  analy- 
sis of  the  QCIC  cases  and  the  information  reported  to  it  under  the 
expanded  membership  requirements  discussed  above,  to  facilitate 
the  resolution  of  unresolved  audit  practice  issues  and  to  formulate, 
either  by  itself  or  in  collaboration  with  other  appropriate  bodies, 
practice  and  guidance  directions  to  the  accounting  profession  in  a 
retrievable  format  such  as  rUTF  Abstracts,  which  present  issues 
considered  by  the  FASB's  Emerging  Issues  Task  Force. 


Recommendation  V-7: 

Peer  reviewers  should  evaluate  the  consultation  process  by  which 

specific  accounting  conclusions  are  reached,  as  they  do  now,  and 
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should  also  inquire  whether  that  process  leads  to  accounting  that  is 
appropriate  in  the  circumstances.  In  testing  compliance  with  the 
consultation  policies  and  procedures  in  a  firm,  the  peer  review 
team  should  evaluate  the  quality  of  the  conclusions  reached. 


Recommendation  V-15: 

The  SEC  Practice  Section's  membership  requirements  relating  to 
continuing  professional  education  should  be  revised  to  require  that 
a  substantial  number  of  the  required  hours  of  continuing  education 
relate  to  accounting  and  auditing. 

TO  THE  FINANCIAL  ACCOUNTING  STANDARDS  BOARD 


Recommendation  IV -1: 

The  FASB  should  add  to  its  agenda  a  project  to  design  a  brief  state- 
ment explaining  the  limitations  of  financial  statements.  The  expla- 
nation should  be  made  a  part  of  every  set  of  financial  statements 
described  as  being  "in  accordance  with  generally  accepted  account- 
ing principles." 


Recommendation  IV-2: 

The  FASB  should  add  to  its  agenda  a  project  to  study  comprehen- 
sively the  possibility  of  requiring  the  reporting  of  values  and 
changes  in  values  rather  than  historical  transaction  prices,  either  as 
a  basis  to  propose  changes  to  financial  accounting  standards  or  to 
explain  publicly  why  such  a  change  in  accounting  standards  is  im- 
practical or  otherwise  inappropriate.  In  carrying  out  this  effort, 
the  FASB  should  consider  and  take  into  account  the  conclusions  of 
the  AICPA,  the  Financial  Executives  Institute  and  the  Association 
for  Investment  Management  and  Research  studies  with  respect  to 
the  future  of  financial  reporting. 
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TO  THE  AICPAS  ACCOUNTING 
STANDARDS  EXECUTIVE  COMMITTEE 


Recommendation  IV -3: 

The  AICPA's  Accounting  Standards  Executive  Committee  should 
promptly  adopt  a  Statement  of  Position  providing  guidance  on,  and 
requiring  disclosure  of  information  about,  the  nature  of  risks  and 
uncertainties  associated  with  the  reporting  entity's  operations  and 
financial  condition. 


TO  THE  AUDITING  STANDARDS  BOARD 


Recommendation  IV-4: 

The  Auditing  Standards  Board  should  revise  the  auditor's  standard 
report  to  make  the  prospective  nature  of  certain  accounting  esti- 
mates clear,  including  a  caveat  that  the  estimated  results  may  not  be 
achieved.  This  communication  should  not  be  written  as  a  defen- 
sive retrenchment  by  the  auditing  profession,  but  rather  as  a  more 
realistic  and  reasonable  explanation  of  the  limitation  of  assurance 
that  can  be  provided  on  certain  accounting  estimates. 


Recommendation  V-6: 

The  following  recommendation  of  the  Macdonald  Commission 

should  be  adopted  by  the  Auditing  Standards  Board  in  the  United 

Stare* 

When  new  accounting  policies  arc  adopted  in  response  to  new 
type*  of  transactions  or  new  kinds  of  assets  or  obligations,  the 
auditor  should  b«  satisfied  that  the  accounting  policies  adopted 
properly  reflect  the  economic  substance  of  the  transaction,  asset, 
or  liability  in  accordance  with  the  broad  theory  governing  pre- 
sent-day financial  reporting  and  the  established  concept  of  con- 
servatism in  the  face  of  uncertainty. 
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Recommendation  V-13: 

The  Auditing  Standards  Board  should  establish  standards  that  re- 
quire clear  communication  of  the  limits  of  the  assurances  being 
provided  to  third  parties  when  auditors  report  on  the  adequacy  of 
client  internal  control  systems. 


TO  THE  AICPA  AND  ACCOUNTING  FIRMS 


Recommendation  V-l: 

Accounting  firms  should  assure  that  auditors  more  consistently  im- 
plement, and  be  more  sensitive  to  the  need  to  exercise  the  profes- 
sional skepticism  required  by,  the  auditing  standard  that  provides 
guidance  on  the  auditor's  responsibility  to  detect  and  report  errors 
and  irregularities. 


Recommendation  V-2: 

The  Auditing  Standards  Board,  the  Executive  Committee  of  the 
SEC  Practice  Section  or  some  other  appropriate  body  should  de- 
velop guidelines  to  assist  auditors  in  assessing  the  likelihood  that 
management  fraud  which  may  affect  financial  information  may  be 
occurring  and  to  specify  additional  auditing  procedures  when  there 
is  a  heightened  likelihood  of  management  fraud. 


Recommendation  V-3: 

The  AICPA  should  undertake  a  project  to  sharpen  further  the  dis- 
tinction between  client  advocacy  and  client  service  and  incorporate 
that  distinction  into  the  profession's  Code  of  Professional  Conduct. 
Individual  accounting  firms  should  constantly  review  their  pro- 
grams regarding  client  advocacy  and  client  service  to  strengthen  the 
desire  of  each  audit  partner  to  protect  the  firm's  independence. 
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Recommendation  V-14: 

The  accounting  profession  should  support  carefully  drafted  legisla- 
tion requiring  auditors  to  report  to  the  appropriate  authorities,  in- 
cluding the  SEC,  suspected  illegalities  discovered  by  the  auditor  in 
the  course  of  an  audit  if  the  client's  management  or  board  of  direc- 
tors fails  to  take  necessary  action  with  respect  to  such  suspected  il- 
legalities and  the  auditor  believes  that  they  are  or  may  be 
significant  to  the  entity.  The  profession  should  seek  adequate 
guidance  as  to  the  types  of  illegalities  that  would  be  encompassed 
by  this  requirement. 


TO  ACCOUNTING  FIRMS 


Recommendation  V-4: 

Accounting  firms  should  take  special  care  to  ensure  that  their  par- 
ticipation in  the  standard  setting  process  is  characterized  by  objec- 
tivity and  professionalism.  Standard  setters  and  leaders  of  the 
profession  should  discuss  and  address  the  issues  related  to  client 
advocacy  in  the  standard  setting  process  and  establish  ways  of 
identifying  and  correcting  aberrant  behavior  when  it  occurs. 


Recommendation  V-5: 

Firms'  consultation  policies  and  procedures  should  ensure  that  cli- 
ent accounting  issues  are  not  discussed  with  SEC  staff  without  the 
benefit  of  consultation  at  the  appropriate  level  within  the  firm. 


Recommendation  V-8: 

The  concurring  partner,  whose  participation  in  an  audit  is  a  mem- 
bership requirement  of  the  SEC  Practice  Section,  should  be  respon- 
sible for  assuring  that  those  consulted  on  accounting  matters  are 
aware  of  all  of  the  relevant  facts  and  circumstances,  including  an 
understanding  of  the  financial  statements  in  whose  context  the  ac- 
counting policy  is  being  considered.   The  concurring  and  consult- 
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ing  partners  should  know  enough  about  the  client  to  ensure  that  ail 
of  the  relevant  facts  and  circumstances  are  marshalled,  and  also 
possess  the  increased  detachment  that  comes  from  not  having  to 
face  the  client  on  an  ongoing  basis.  The  concurring  partner  should 
have  the  responsibility  to  conclude  whether  the  accounting  treat- 
ment applied  is  consistent  with  the  objectives  of  Recommendation 
V-6. 


TO  AUDIT  COMMITTEES 


Recommendation  V-9: 

Audit  committees  (or  the  board  if  there  is  no  audit  committee) 
should  assume  the  following  responsibilities  relating  to  an  SEC 
registrant's  preparation  of  annual  financial  statements:  (a)  review 
the  annual  financial  statements;  (b)  confer  with  management  and 
the  independent  auditor  about  them;  (c)  receive  from  the  inde- 
pendent auditor  all  information  that  the  auditor  is  required  to  com- 
municate under  auditing  standards;  (d)  assess  whether  the  financial 
statements  are  complete  and  consistent  with  information  known  to 
them;  and  (e)  assess  whether  the  financial  statements  reflect  appro- 
priate accounting  principles. 


Recommendation  V-ll: 

The  audit  committee  or  the  board  of  directors  should  be  satisfied 
that  the  audit  fee  negotiated  by  it  or  management  for  the  entity's 
audit  is  sufficient  to  assure  the  entity  will  receive  a  comprehensive 
and  complete  audit. 
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STATEMENT  OF  RALPH  V.  WHITWORTH 
President,  United  Shareholders  Association 

Mr.  Chairman,  Members  of  the  committee,  my  name  is  Ralph  Whitworth.  I  am 
President  of  the  United  Shareholders  Association,  a  nationwide  organization  with 
65,000  members  devoted  to  protecting  shareholders'  rights,  increasing  management 
accountability  to  investors,  and  promoting  corporate  competitiveness.  I  commend  the 
committee  for  holding  hearings  on  this  issue,  and  Mr.  Chairman,  I  compliment  and 
thank  you  and  this  subcommittee  for  its  past  strong  support  for  individual  investor 
protection. 

I  will  summarize  my  remarks  and  ask  that  my  full  testimony  be  included  in  the 
record. 

I  am  here  to  say  that  our  system  of  private  rights  of  action  for  securities  fraud 
has  evolved  into  a  game  of  "gotcha"  litigation  punctuated  by  wars  of  legal  attrition. 
Neither  the  players  nor  the  winners  and  losers  bear  the  vaguest  resemblance  to 
those  contemplated  by  Congress'  enabling  legislation  or  the  SEC's  implementing 
regulations. 

The  system  of  penalties  and  incentives  contemplated  by  Congress  is  turned  upside 
down.  The  winners  in  these  suits  are  invariably  lawyers  who  collect  huge  contin- 
gency fees,  professional  "plaintiffs"  who  collect  bonuses  and,  in  cases  where  fraud 
has  been  committed,  executives  and  board  members  who  use  corporate  funds  and 
corporate  owned  insurance  policies  to  escape  personal  liability.  The  one  constant  is 
that  the  shareholders  pay  for  it  all.  In  fact,  in  many  cases  shareholders  get  hit 
twice — once  with  the  original  fraud  and  then  again  in  the  so-called  settlement 
where  legal  fees  soak  up  forty  percent  or  more  of  the  proceeds.  Even  when  pennies 
on  the  dollar  do  trickle  down  to  the  shareholders,  to  the  extent  that  they  still  own 
stock  in  the  company,  they  are  literally  being  paid  with  their  own  money,  either 
through  direct  payments  from  the  corporate  solution  or  in  the  form  of  higher  insur- 
ance premiums. 

For  the  system  to  effectively  deter  fraud,  compensate  victims  and  penalize  per- 
petrators, the  incentives  must  be  realigned  and  perpetrators  of  fraud  must  face  real 
penalties.  Incentives  to  press  meritorious  cases  to  final  adjudication  must  be  in- 
creased and  incentives  to  file  frivolous  cases  must  be  decreased. 

Today,  meritorious  and  marginal  cases  are  treated  the  same  because  the  man- 
agers of  the  law-suit  factories  specializing  in  these  cases  are  motivated  to  maximize 
their  share  of  settlement  proceeds  in  the  shortest  time  possible  and  move  on  to  the 
next  case.  I  use  this  analogy  because  I  am  convinced  that  many  of  these  firms  look 
upon  these  cases  as  a  business.  In  fact,  a  few  years  back  I  had  a  conversation  with 
a  partner  in  a  prominent  firm  specializing  in  these  cases  and  this  person,  in  a  brag- 
gart tone,  explained  how  the  business  works.  I  listened  intently  all  the  while  sup- 
pressing my  utter  disgust  with  what  I  was  hearing.  In  a  court  room  this  part  of 
my  testimony  would  be  considered  hearsay,  but  here  is  what  I  was  told: 

That  the  firm  has  to  be  prepared  to  strike  quickly  after  a  fluctuation  in  a  com- 
pany's stock  price.  That  suits  are  filed  against  the  officers  and  directors  in  their 
individual  capacity  and  that  a  suit  is  filed  against  the  corporation  as  an  entity. 
Once  a  colorable  case  is  on  file,  a  war  of  attrition  begins  during  the  discovery 
process.  The  objective  during  this  process  is  to  convince  the  court  to  allow  deposi- 
tions of  the  officers  and  directors.  Once  the  heat  is  turned  up  on  the  officers  and 
directors,  the  company  begins  talking  settlement.  The  settlement  invariably  in- 
volves an  arrangement  whereby  the  suits  against  the  officers  and  directors  are 
dropped,  and  the  suit  against  the  corporation  is  "settled."  The  secret  to  success, 
I  was  told,  is  to  have  the  "staying  power"  to  survive  the  discovery  process  because 
ultimately  neither  the  officers  and  directors  nor  the  insurance  companies  will  risk 
trial,  particularly  considering  the  exorbitant  expenses  involved  compared  with  the 
typical  settlement  cost  of  from  $10-20  million. 

Think  of  the  dynamics  of  that  situation.  A  central  concept  in  our  legal  system  is 
that  the  client  determines  when  to  settle.  Because  of  the  number  of  "clients"  in 
class-action  securities  suits,  this  function  is  largely  taken  on  by  the  lawyers  and 
named  plaintiffs  who  "recommend"  a  settlement.  But  how  can  these  "representa- 
tives" be  objective  when  the  lawyers  who  have  large  sums  invested  in  expenses  and 
time  stand  to  make  millions  through  settlement  and  when  the  named  plaintiff 
stands  to  make  a  handsome  bonus?  Essentially,  the  client's  role  in  determining  set- 
tlement has  been  assumed  by  people  whose  interests  diverge  radically  from  those 
of  the  client. 

You  see,  Mr.  Chairman,  while  these  dynamics  work  great  for  the  law  firms,  and 
for  perpetrators  of  fraud,  they  have  an  insidious  effect  on  innocent  companies,  our 
securities  markets  and  most  of  all  on  shareholders  who  foot  the  bill. 
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The  answer  is  not  to  eliminate  the  private  rights  of  action  or  to  apply  a  draconian 
solution  such  as  applying  the  "English  Rule"  to  fees.  That  would  be  like  closing  all 
the  banks  to  stop  Jesse  James.  There  is  a  proper  role,  in  fact,  a  critical  role,  for 
these  suits  in  deterring  fraud,  punishing  perpetrators,  and  compensating  victims. 
Unfortunately,  those  functions  are  subordinated  to  legal  fee  maximization  in  far  too 
many  of  today's  cases. 

We  need  more  safeguards  to  defeat  the  inherent  divergence  of  interest  that  exists 
when  contingency  fee  lawyers  and  bonus  seeking  plaintiffs  are  negotiating  settle- 
ments for  diffuse  groups  of  shareholders.  In  this  regard,  the  subcommittee  should 
take  its  cue  from  the  man  who  had  the  most  profound  influence  on  the  disclosure 
philosophy  of  Federal  securities  regulation,  Justice  Louis  D.  Brandeis.  In  his  book 
"Other  People's  Money",  he  championed  publicity  as  a  powerful  remedy  for  social 
and  business  diseases  stating  that  "sunlight  is  .  .  .  the  best  of  disinfectants;  and 
electric  light  the  most  efficient  policeman.  Shareholders  need  much  more  sunlight 
shined  on  legal  fees  and  named-plaintiff  bonuses  particularly  in  notices  of  settle- 
ment. 

Finally,  I  recommend  that  the  subcommittee  take  a  close  look  at  S.3181,  the  bill 
that  Senator  Domenici  introduced  in  the  last  Congress  to  address  these  abuses.  In 
particular,  the  issue  of  joint  and  several  liability  as  applied  to  accounting  firms 
should  be  considered  for  reform  along  the  lines  of  Senator  Domenici's  approach. 

We  would  be  happy  to  elaborate  on  this  testimony  and  our  proposed  solutions  as 
the  subcommittee  and  its  staff  works  to  craft  an  appropriate  response  to  these  hear- 
ings. 


ABSTRACT  OF  STATEMENT  OF  ABRAHAM  J.  BRILOFF,  Ph.D.,  CPA 

Emanuel  Saxe  Distinguished  Professor  Emeritus,  Bernard  M.  Baruch 

College 

The  City  University  of  New  York 

Who  Are  We?  Why  Are  We  Here? 

This  statement,  comprised  of  seven  sections  and  three  appendices,  sets  forth  my 
opposition  to  the  proposal  for  "proportionate  liability"  for  accountants  adjudged  neg- 
ligent in  the  fulfillment  of  their  professional  responsibilities  and,  in  fact,  to  provide 
for  such  relief  even  where  the  malpractice  is  deemed  to  be  "reckless  negligence" 
short  of  criminal  fraud.  The  seven  sections  are,  respectively: 

A.  Introduction 

B.  What  is  the  Covenant? 

C.  The  Desecration  of  the  Covenant 

D.  The  Auditor's  Independence  Issue 

E.  Regarding  Regulation  and  Self-Regulation 

F.  Regarding  Internal  Control 

G.  The  Summing  Up 

The  appendices  are: 

A.  Re:  the  Hochfelder  decision 

B.  Re:  the  auditor's  responsibility  for  internal  control 

C.  Re:  the  role  of  the  independent  audit  committee 

The  following  is  a  summary  of  the  several  sections: 

Section  A  sets  forth  my  position  and  then  points  up  my  view  that  far  from  re- 
stricting the  standard  for  damages  for  the  auditor's  malfeasance,  nonfeasance  or 
misfeasance  in  the  fulfillment  of  his  role  as  the  auditor  of  publicly-owned  enter- 
prises, I  would  expand  his  burden.  Thus,  pointing  to  my  testimony  before  a  Congres- 
sional committee  in  1976  I  would  urge  legislation  to  reverse  the  1976  decision  of 
the  U.S.  Supreme  Court  in  Hochfelder. 

I  have  also  pointed  up  in  this  section  the  fact  that  during  the  intervening  years 
the  auditors  have  been  further  immunized  in  various  State  venues  by  the  privity 
standard." 

The  statement  then  makes  clear  that  my  position  is  not  rooted  in  some  draconian 
pursuit.  Instead,  I  make  clear  that  any  relief  of  the  kind  sought  by  my  colleagues 
in  practice  must  await  their  recognition  of  their  responsibilities  and  then  proceeding 
to  fulfill  them — by  deeds,  rather  than  by  additional  promises  and  "white  papers. 

This  section  concludes  with  an  outline  of  the  prevailing  constellation  of  corporate 
governance  and  accountability  for  publicly-owned  enterprises,  and  points  up  the  crit- 
ical role  of  the  independent  auditor  in  that  system. 
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Section  B  proceeds  to  the  definition  of  the  auditor's  role  and  responsibility  as  by 
prescribed  statutes — a  role,  under  the  circumstances,  deemed  to  be  a  "covenant  with 
society." 

Reference  is  then  made  to  the  expressions  by  Chief  Justice  Burger,  Circuit  Judge 
Friendly  and  others  to  point  up  the  independent  auditor's  role  as  the  surrogate  in 
behalf  of  the  world  of  third  parties. 

Section  C,  the  "Desecration  of  the  Covenant"  first  introduces,  as  exemplification, 
three  recent  causes  celebre  involving  a  Florida  life  insurer,  the  Lincoln  S&L,  and 
the  co-op  whose  auditor  was  recently  absolved  of  RICO  liability  by  the  U.S.  Supreme 
Court. 

In  each  of  these  cases,  in  my  view,  the  auditor  failed  to  recognize  the  critical  role 
he  is  called  on  to  fulfill  as  an  incident  to  his  undertaking.  In  each  of  these  examples 
there  was  evidence  that  the  auditor  knowingly  and  actively  participated  in  the  cre- 
ation of  financial  statements  which  were  lacking  in  "economic  reality^  or  "economic 
substance." 

This  section  then  discourses  on  the  failure  of  the  profession  to  come  to  grips  with 
its  notion  of  fairness  qua  fairness  of  the  financial  statements.  I  note  that  the  Public 
Oversight  Board  in  its  most  recent  highly-proclaimed  "Special  Report"  equivocates 
regarding  this  long-festering  question.  Some  criticism  is  also  leveled  against  the  Fi- 
nancial Accounting  Standards  Board,  especially  its  Emerging  Issues  Task  Force. 

Section  D  treats  with  what  is  undoubtedly  the  sine  qua  non  of  the  auditor  in  the 
corporate  governance  and  accountability  ambit,  namely,  his  independence — and  as 
Chief  Justice  Burger  emphasized,  this  quality  is  critical  both  in  fact  and  in  percep- 
tion. The  statement  describes  the  lip  service  paid  to  the  auditor's  independence  by 
the  profession's  hierarchy — they  then  proceed,  by  equivocation  in  the  statements  of 
our  books  of  ethics  and  conduct  and  probably  even  more  importantly  by  the  firm's 
dramatic  extensions  of  their  scope  of  practices  to  involve  more  and  more,  and  more 
extensive  areas,  of  management  advisory  and  consultative  services.  Studies  abound 
indicating  the  negative  response  to  such  involvements  by  the  auditor;  nonetheless, 
whether  it  be  the  AICPA  or  the  POB,  the  profession's  leadership  is  entirely  capable 
of  wishing  away  the  results.  There  are  platitudes  aplenty  from  the  Accounting  Es- 
tablishment informing  my  colleagues  that  they  should  be  ever  alert  to  avoid  "cross- 
ing the  line."  But  then  the  "line"  is  made  to  move  wherever  the  fees  may  be. 

Section  E,  relating  to  the  accounting  profession's  regulation  and  self-regulation, 
describes  the  failure  of  the  profession  to  discipline  itself  meaningfully  and  effec- 
tively— especially  insofar  as  the  major  firms,  those  comprising  the  profession's  oli- 
gopoly, are  concerned. 

The  statement  takes  note  of  the  most  recent  AICPA  promulgation  "Meeting  the 
Financial  Reporting  Needs  of  the  Future"  which  promises  to  do  better  with  a  new 
system.  I  then  point  up  that  the  proposal  is  essentially  that  which  was  presented 
in  the  AICPAs'  Congressional  testimony  back  in  1978 — a  promise  on  which  the  pro- 
fession reneged. 

The  statement  then  proceeds  to  take  note  of  the  double  standard  which  prevails 
at  the  SEC  and  in  our  government's  Administration.  Thus,  at  all  levels,  the  major 
firms  regularly  obtain  absolution  while  other  CPAs  are  deemed  entirely  expendable. 

In  the  course  of  this  discourse  I  refer  to  my  writings  over  the  past  quarter  of  a 
century  regarding  this  critical  issue — a  quarter  of  a  century  during  which  these  pe- 
ripheral services  moved  from  providing  about  15  percent  of  a  major  firm's  revenues 
to  the  present  when  they  comprise  the  major  source. 

This  condition,  in  my  view,  has  contributed  to  the  denigration  of  the  audit  respon- 
sibility and,  as  a  consequence,  to  audit  failures. 

Section  F,  "Regarding  Internal  Control,"  takes  note  of  a  major  proposal  from  the 
AICPA,  included  in  its  "Meeting  the  Needs"  monograph,  deemed  to  represent  a 
quantum  leap  forward;  it  proposes  that  the  auditor  be  required  to  opine  regarding 
the  effectiveness  of  the  enterprise's  system  of  internal  control.  While,  of  course,  con- 
curring in  the  suggestion,  I  point  up  the  important  role  of  the  AICPA  to  compel  the 
SEC  to  withdraw  its  1979  proposed  regulation  to  require  just  such  an  imprimatur — 
a  regulation  which  the  Commission  relieved  it  was  committed  to  promulgating 
under  the  Foreign  Corrupt  Practices  Act  of  1977. 

So  it  is  that  the  AICPA  has  now,  apparently,  allowed  itself  to  be  dragged  into  the 
decade  of  the  1970s  without  effectively  coping  with  the  needs  of  the  present,  to  say 
nothing  of  the  future. 

In  this  regard  I  propose  that  the  independent  audit  committees  of  publicly-owned 
enterprises  engage  a  consortium  of  experts  appropriate  to  the  requirements  of  their 
undertaking.  In  this  connection  I  include  as  Appendix  C  the  proposals  of  Justice  Ar- 
thur J.  Goldberg  based  on  his  experiences  as  a  corporate  director. 

Finally,  there  is  Section  G,  "The  Summing  Up.  By  reference  to  two  cases  when 
I  was  constrained  to  defend  myself  when  I  felt  I  was  improperly  sued,  I  make  clear 
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my  empathy  with  my  colleagues  who  find  themselves  similarly  embroiled  in  litiga- 
tion. I  remember  my  sense  of  moral  outrage  and  resentment  at  a  process  which 
made  it  necessary  to  expend  so  much  in  material  and  psychic  terms.  I  remember 
well  my  intense  desire  to  obtain  retribution  after  the  cases  were  thrown  out  of  court. 
Cooler  heads  reminded  me  of  the  adverse  cost-benefit  aspects  of  additional  litiga- 
tion— and  so  moved  and  looked  forward  instead  of  churning  the  past.  Clearly,  our 
system  of  justice  has  its  serious  deficiencies;  but  in  retrospect  it  is  undoubtedly  the 
"least  worst"  of  all  alternatives — very  much  like  the  prevailing  systems  of  corporate 
governance  and  accountability,  and  its  regulatory  and  self-regulatory  procedures. 
Nonetheless,  there  is  urgent  need  for  improvement  in  these  systems  towards  which 
all  of  us  in  a  democratic  society  must  be  committed. 

Within  my  profession  of  accountancy,  a  pursuit  which  has  compensated  me  most 
handsomely,  I  sense  myself  as  a  "loving  critic."  Because  the  firms  principally  re- 
sponsible for  the  audits  of  publicly-held  enterprises,  and  the  Accounting  Establish- 
ment with  which  they  are  identified,  have  not,  in  my  view,  fully  and  effectively  rec- 
ognized their  responsibilities  to  society,  I  am  in  favor  of  the  "private  attorney  gen- 
eral process"  ana  accordingly,  presently  opposed  to  any  legislative  relief  for  those 
of  my  colleagues  who  have  been  adjudged  responsible  for  audit  failures  with  their 
resultant  losses  for  shareholders,  creditors,  the  government,  taxpayers,  and  the 
"world  of  third  parties." 

As  a  coda,  my  statement  concludes  with  the  following,  containing  two  extracts 
from  my  recent  writings,  to  wit: 

Would  that  there  are  sufficient  numbers  of  colleagues  in  practice  and  academe 
who  remain  inspired  by  and  committed  to  our  covenant  with  society,  thereby  dem- 
onstrating a  proper  respect  for  the  opinions  of  our  forebears,  and  oy  so  doing  be- 
come deserving  of  a  high  regard  from  posterity. 

And  from  my  presentation  to  Beta  Alpha  Psi,  the  accounting  honorary  society,  at 
my  college: 

I  go  back  more  than  three  score  years  to  quote  U.S.  Supreme  Court  Justice  Oli- 
ver Wendell  Holmes:  When  addressing  his  "mistress,  the  law"  he  asserted  that 
one  should  feel  about  one's  profession  in  terms  of  the  feeling  of  the  knight  of  ro- 
mance for  his  lady:  "It  is  not  enough  to  agree  that  his  lady  is  a  very  nice  girl; 
if  you  do  not  admit  that  she  is  the  best  that  God  ever  made  or  will  make,  you 
must  fight." 

Generations  of  certified  public  accountants  have  felt  the  warmth  and  glow  of 
just  such  a  professional  fulfillment;  may  that  also  be  your  destiny. 

Introduction 

Senator  Dodd,  Members  of  the  Securities  Subcommittee  of  the  Committee  on 
Banking,  Housing,  and  Urban  Affairs  of  the  United  States  Senate,  my  name  is 
Abraham  J.  Briloff,  a  certified  public  accountant  and  the  Emanuel  Saxe  Distin- 
guished Professor  Emeritus  of  the  Bernard  M.  Baruch  College,  The  City  University 
of  New  York. 

I  am  indeed  privileged  to  have  been  invited  to  testify  before  you  today  to  set  forth 
my  views  in  opposition  of  the  pending  legislation  which  would  limit  the  liability  of 
the  independent  auditors  for  alleged  audit  failures. 

Specifically  I  am  alluding  to  the  proposals  which  would  introduce  the  requirement 
of  proportionate  liability  in  private  civil  action  proceedings. 

Thus,  the  proposals  would  limit  the  joint  and  several  liabilities  provisions  to  situ- 
ations where  the  CPA  is  found  to  have  made  "a  material  representation  with  actual 
knowledge  that  the  representation  is  false  or  omits  to  make  a  statement  with  actual 
knowledge  that,  as  a  result  of  the  omission,  one  of  his  material  representations  is 
false;  and  knows  that  other  persons  are  likely  to  rely  on  that  misrepresentation  or 
omission." 

Going  beyond  those  exculpatory  provisions,  the  proposals  would  explicitly  exclude 
reckless  negligence  from  the  ambit  of  "criminal  fraud. 

"Looking  Backwards" 

By  way  of  an  opening  gambit:  Had  I  lapsed  into  a  coma  seventeen  years  ago,  now 
to  be  awakened  by  a  committee  of  the  Congress  to  testify  regarding  the  auditor's 
liability  for  damages  resulting  from  the  auditor's  failure  to  fulfill  his1  professional 
responsibilities,  I  would  have  presumed  that  the  legislation  before  you  contemplated 
an  expansion,  rather  than  a  contraction  of  such  liability.  Thus,  I  would  have  pre- 
sumed that  I  was  invited  to  testify  in  the  wake  of  my  testimony  on  May  21,  1976, 


1The  male  pronoun  will  whenever  appropriate,  also  relate  to  both  genders. 
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before  the  Subcommittee  on  Oversight  and  Investigations  of  the  U.S.  House  of  Rep- 
resentatives' Committee  on  Interstate  and  Foreign  Commerce,  under  the  chairman- 
ship of  Congressman  John  E.  Moss.  In  that  presentation,  captioned  "The  Establish- 
ment and  Implementation  of  Accounting  Standards,"  I  urged  the  Congress  to  enact 
legislation  to  reverse  the  then  recent  decision  of  the  Supreme  Court  of  the  United 
States  in  Ernst  &  Ernst  v.  Hochfelder.  A  discussion  of  my  testimony  on  this  issue 
is  included  with  this  statement  as  Appendix  A. 

My  views  were  subsequently  included  by  Congressman  Moss  in  a  legislative  pro- 

f)osal  and  commented  on  favorably  by  the  late  Senator  Lee  Metcalf  in  his  proposals 
or  improving  the  performance  of  independent  auditors  for  publicly-owned  enter- 
prises. 
My  plea  for  the  reversal  of  Hochfelder  was  rooted  in  my  view  that: 

.  .  .  the  Court  has  decreed  that  negligence  by  a  professional  person  is  not  suffi- 
cient to  hold  him  liable  to  those  victimized  by  his  negligence,  even  though  the  per- 
son claims  competence,  expertise,  and  responsibility.  For  me  this  pretentious 
claim  is  a  fraud  if  negligence  is  a  hidden  factor  in  the  profession's  tool  box.  To 
make  matters  even  more  confusing,  there  are  those  legal  experts  who  are  assert- 
ing that  even  reckless  negligence  would  not  support  an  action  against  an  auditor 
under  10(b). 

During  the  intervening  17-year  hiatus,  the  accountant — defendants  have  been  fur- 
ther immunized  by  determinations  in  various  State  courts  requiring  the  plaintiffs 
to  demonstrate  a  relationship  of  "privity"  with  the  auditor.  In  Security  Pacific  v. 
Peat  Marwick  (79  N.Y.2nd  695,  1992)  the  New  York  court  of  appeals  reaffirmed  the 
hurdles  required  to  be  overcome  by  the  aggrieved  plaintiff  to  demonstrate  privity, 
a  "bonding^  with  the  accountant  defendant  so  as  to  permit  the  action  to  proceed. 

But  now  I  am  awakened  to  the  awareness  that  there  is  this  legislative  proposal 
designed  to  limit  the  auditor's  liability  for  his  aberrations.  I  am  categorically  op- 
posed to  such  a  legislative  proposal,  at  least  for  the  present  and  foreseeable  future. 

The  foregoing  retrospection  is  not  intended  merely  as  a  rhetorical  conceit.  Instead, 
it  is  intended  to  point  up  at  the  outset  that  the  views  which  I  am  expressing  this 
morning  are  entirely  consistent  with  those  which  I  have  articulated  in  various  con- 
texts and  forums  over  the  past  quarter  of  a  century.  While  the  legislative  proposal 
may  be  new  the  underlying  issues  have  been  long  festering.  Accordingly,  in  my 
view,  any  relief  from  liability  for  professional  malfeasance,  misfeasance  or  nonfea- 
sance should  await  a  clear  and  compelling  demonstration  by  my  profession  that  the 
pervasive  conditions  have  been  corrected — and  not  merely  promises  of  a  better  to- 
morrow through  a  higher  commitment. 

Canard  Or  Crisis? 

That  the  "liability  crisis"  is  a  canard  may  be  evidenced  by  a  Washington  Post 
news  article,  "Accounting  firms  feel  threatened  by  liability  claims,"  reporting  on  a 
Friday,  June  11,  report  from  the  Big  Six  accounting  firms  submitted  to  the  SEC  and 
some  committees  of  the  Congress.  In  support  of  their  position  the  firms  provided 
some  dismal  data,  including: 

The  industry  and  its  liability  insurers  paid  out  $783  million  in  awards,  settle- 
ments and  defense  costs  last  year,  up  from  $485  million  in  1991,  according  to  the 
report.  That  represented  14.3  percent  of  the  industry's  revenue  last  year,  the 
study  found  .  .  . 

.  .  .  The  six  firms  received  professional  fees  from  auditing  and  accounting  work 
totaling  $5.5  billion  last  year,  up  from  $4.7  billion  in  1988. 

Note  how  the  $783  million  figure  is  translated  to  14.3  percent  of  revenues.  This 
would  imply  that  one  dollar  out  of  every  seven  that  was  taken  in  by  the  firms  went 
to  pay  losses.  In  fact,  that  one  out  of  seven  ratio  would  be  confirmed  by  the  subse- 
quent reference  to  $5.5  billion  of  fees  from  accounting  and  auditing.  So  what's 
wrong?  The  Big  Six  aggregate  annual  fees  were  not  a  "measly"  $5.5  billion — to  the 
contrary,  their  U.S.  revenues  alone  were  more  than  twice  that,  nearer  to  $12  billion. 

In  order  to  get  at  the  real  figure  you  have  to  look  behind  the  two-dimensional 
presentation.  The  key  is  in  the  phrase,  "auditing  and  accounting"  which  does  not 
include  tax  and  consultative  services  and  everything  else  those  firms  were  engaged 
in  for  their  revenues. 

We  can  anticipate  the  squeals  from  the  "Chicken-Littles,"  proclaiming  that  the 
losses  were  essentially  attributable  to  their  audit  services  rather  than  the  other 
areas  of  involvement.  Aside  from  the  fact  that  the  losses  were  but  6.5  percent  of 
the  $12  billion  unitary  pot,2  from  which  they  were  paid,  it  must  be  noted  that  the 


2Their  worldwide  revenues  were  about  $32  billion.  Assuming  that  the  $783  million  in  losses 
involved  the  firms'  worldwide  burden  the  loss  ratio  is  only  about  2.5  percent. 
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firms  are  disposed  to  "low  balling"  the  audit  fees,  subsidizing  the  audit  as  a  "loss 
leader."  It  is  the  audit  which  regularly  serves  as  the  port  of  entry  for  the  firm  to 
expand  its  scope  of  activity — and  resultant  fees,  hence  there  is  the  process  of  reci- 
procity. Accordingly,  to  predicate  the  losses  on  the  auditing  and  accounting  sector 
alone  is  misleading. 

It  is  this  kind  of  "figure  fudging"  which  induces  caustic  commentaries,  like  that 
from  Professor  Jacques  Barzun  in  his  "Professions  Under  Siege"  essay  (Harper's,  Oc- 
tober 1978),  "Latest  on  the  carpet,  the  austere,  unfathomable  accountant  is  being 
shown  up  as  a  master  of  misrepresentation,  a  cordon  bleu  at  cooking  the  books. 

The  Corporate  Governance  Constellation 

Before  proceeding,  I  want  to  make  clear  that  I  am  fully  aware  that  the  independ- 
ent auditor  is  not  the  sole  agent  in  the  system  of  corporate  governance  and  account- 
ability. To  the  contrary,  in  various  contexts,  speeches  and  writings,  I  have  described 
that  system  as  comprising  a  series  of  concentric  rings,  of  which  the  inner  circle  rep- 
resents management  and  supervisory  personnel  generally.  The  succeeding  rings  are 
assigned,  respectively,  to: 

The  board  of  directors,  with  special  emphasis  on  the  independent  audit  commit- 
tee 

The  independent  auditor 

The  regulatory  agencies,  especially  the  Securities  and  Exchange  Commission 

The  courts 

The  legislatures  and  their  oversight  and  investigations  committees. 

Throughout  the  system  the  lawyers  play  their  various  roles — as  advocates,  at 
other  times  as  counsel  to  the  enterprise,  and  therefore  responsible  to  all  who  have 
an  interest  therein,  and  on  occasion  as  adversaries.  As  Justice  Brandeis  put  it,  in 
each  relationship  they  should  recognize  that  they  are  "counselors  to  the  situation," 
and  therefore  recognize  the  various  constituents  and  constituencies  to  whom  they 
are  responsible. 

Having  thus  recognized  the  nexus  of  professions  comprising  the  dramatis  personae 
of  the  system  of  corporate  governance  and  accountability,  I  move  to  emphasize  the 
very  special  covenant  which  the  designated  independent  auditor  has  entered  into 
with  society.  It  is  the  collective  Tie"  to  whom  I  am  alluding  in  the  title  theme,  "Who 
Are  We?  Why  Are  We  Here?"3 

It  is  because,  as  I  see  it,  many  in  my  profession,  especially  those  in  its  hierarchy, 
do  not  fully  comprehend  the  gravity  of  that  covenant  and  have  breached  or  dese- 
crated that  undertaking  all  too  frequently,  that  I  am  opposed  to  the  legislative  pro- 
posal here  under  consideration. 

What  is  the  Covenant? 

What  is  the  covenant  to  which  I  am  alluding?  What  are  the  precepts  of  the  profes- 
sion, the  traditional  wisdom  which  is  presumed  to  have  been  enshrined  in  our  code 
of  professional  responsibility?  First,  let  us  take  note  of  the  way  in  which  the  New 
York  statutes  defined  the  profession  a  century  ago: 

The  practice  of  the  profession  of  public  accountancy  is  defined  as  holding  one's 
self  out  to  the  public,  in  consideration  of  compensation  received  or  to  be  received, 
offering  to  perform  or  performing  for  other  persons,  services  which  involve  sign- 
ing, delivering  or  issuing  or  causing  to  be  signed,  delivered  or  issued  any  finan- 
cial, accounting  or  related  statement  or  any  opinion  on,  report  on,  or  certificate 
to  such  statement  if,  by  reason  of  the  signature,  or  the  stationery  or  wording  em- 
ployed, or  otherwise,  it  is  indicated  or  implied  that  the  practitioner  has  acted  or 
is  acting,  in  relation  to  said  financial,  accounting  or  related  statement,  or  report- 
ing as  an  independent  accountant  or  auditor  or  as  an  individual  having  or  pur- 
porting to  have  expert  knowledge  in  accounting  or  auditing. 

Accordingly,  our  professional  license  extends  to  nothing  other  than  "signing,  deliv- 
ering or  issuing  .  .  .  any  financial  accounting  or  related  statement  or  any  opinion 
on,  report  on,  or  certificate  to  such  statements."  So  it  is  that  from  its  very  origins, 
going  back  for  over  a  century,  society,  through  its  legislative  representatives,  deter- 
mined that  a  profession  responsible  to  the  world  of  third  parties  for  the  certification 
of  financial  statements  was  essential.  In  that  far  more  bucolic  era,  the  universe  of 
third  parties  was  reasonably  discernible — it  extended  to  creditors  and,  to  the  limited 
extent  to  which  ownership  was  alienated  from  management,  to  such  owners  and  po- 
tential owners. 


3 1  am,  of  course,  obligated  to  Admiral  James  Stock  dale  for  this  rubric 
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However  important  the  independent  audit  may  have  been  in  our  traditional  days, 
the  role  has  expanded  literally  exponentially  to  the  present.  This  enormous  delega- 
tion of  power  to  corporate  management  demands  a  full  and  equal  measure  of  ac- 
countability to  ail  those  who  may  be  affected  by  the  managerial  prerogatives,  e.g., 
as  participants  in  pension,  annuity,  insurance,  endowment,  mutual,  etc.,  funds;  this 
involves  the  *Tower  Without  Property^  syndrome  identified  by  Professors  Berle  and 
Means  some  three  score  years  ago,  but  which  has  accelerated  most  dramatically 
over  the  intervening  years.  The  role  of  the  independent  CPA  was  pointed  up  espe- 
cially cogently  by  the  then  Chief  Justice  Burger  in  his  celebrated  decision  in  U.S. 
v.  Arthur  Young,  thus: 

By  certifying  the  public  reports  that  collectively  depict  a  corporation's  financial 
status,  the  independent  auditor  assumes  a  public  responsibility  transcending  any 
employment  relationship  with  the  client.  The  independent  public  accountant  per- 
forming this  special  function  owes  ultimate  allegiance  to  the  corporation's  credi- 
tors and  stockholders,  as  well  as  to  the  investing  public.  This  public  watchdog 
function  demands  that  the  accountant  maintain  total  independence  from  the  cli- 
ent at  all  times  and  requires  complete  fidelity  to  the  public  trust. 
To  further  emphasize  the  standard  of  independence  the  Chief  Justice  included  the 
following  in  a  footnote: 

The  SEC  requires  the  filing  of  audited  financial  statements  in  order  to  obviate 
the  fear  of  loss  from  reliance  on  inaccurate  information,  thereby  encouraging  pub- 
lic investment  in  the  nation's  industries.  It  is,  therefore,  not  enough  that  the  fi- 
nancial statements  be  accurate;  the  public  must  also  perceive  them  as  being  accu- 
rate. Public  faith  in  the  reliability  of  a  corporation's  financial  statements  depends 
upon  the  public  perception  of  the  outside  auditor  as  an  independent  professional 

Some  three  score  years  ago,  Colonel  Robert  H.  Montgomery,  a  renowned  leader 
of  the  profession,  and  a  founder  of  Coopers  &  Lybrand  (nee  Lybrand,  Ross  Brothers 
&  Montgomery)  described  the  auditors  role  most  stridently,  "It  is  his  duty  after 
fighting  the  figures  and  finding  the  facts,  to  assemble  the  figures  and  to  tell  the 
truth  about  them  with  clarity,  conciseness  and  intelligence  so  that  he  who  runs  may 
read  .  .  ." 

And  from  another  perspective  we  hear  the  late  U.S.  Circuit  Judge  Henry  J. 
Friendly,  "In  our  complex  society  the  accountant's  certificate  and  the  lawyer's  opin- 
ion can  be  instruments  for  inflicting  pecuniary  loss  more  potent  than  the  chisel  or 
the  crowbar." 

The  Auditor  as  the  "Sentinel  at  the  Gate" 

And  as  between  the  lawyer  and  accountant,  it  is  essential  that  we  recognize  that 
it  is  the  latter  who  is  presumed  to  stand  as  the  "sentinel  at  the  gates";  it  is  he  who 
holds  the  passkey  required  for  the  history  of  the  enterprise's  management  and  ac- 
countability, its  financial  statements,  to  become  acceptable  for  the  purposes  of  the 
securities  laws. 

If  he  has  been  negligent  in  standing  guard,  if  he  has  permitted  the  passkey  to 
be  used  irresponsibly,  then  he  should  be  neld  fully  liable  for  any  resultant  harm  to 
those  who  relied  on  his  professional  undertaking. 

To  the  extent  he  may  identify  those  who  overtly  created  the  underlying  quagmire, 
well,  then,  the  auditor  should  have  the  right  of  subrogation.  But  again,  as  in  nego- 
tiable instruments  law,  if  you  cannot  find  the  "maker",  you  proceed  against  the  'last 
endorser^ — in  the  circumstances  before  us  that  "last  endorser"  is  presumed  to  be  the 
certified  public  accountant  who  has  undertaken  the  independent  audit  function. 

The  Desecration  of  the  Covenant 

This  committee  and  other  committees  of  the  Senate  and  House  of  Representatives 
have  been  inundated  with  a  surfeit  of  horror  stories  describing  audit  failures  or  al- 
leged audit  failures;  it  is  not  my  intention  to  add  to  that  burden.  Nonetheless,  I  will 
describe  most  briefly  several  situations  which  exemplify  the  ways  in  which  my  pro- 
fession's covenant  with  society  was  desecrated. 

Fraud  at  a  Florida  Life  Insuror 

For  the  first  of  these  matters,  I  turn  to  the  April  29,  1992,  hearings  of  the  U.S. 
Senate's  Permanent  Subcommittee  on  Investigations  relating  to  a  failed  Florida  life 
insurance  company.  In  that  case  the  independent  auditors  actively,  knowingly  and 
deliberately  permitted  patently  fake  transactions  to  be  entered  into  the  1985—1988 
financial  statements  submitted  to  the  Florida  insurance  regulators;  those  "phantom" 
transactions  were  essential  to  permit  the  company  to  appear  to  be  solvent. 
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In  their  testimony,  partners  of  the  CPA  firm,  including  one  who  chairs  the  insur- 
ance accounting  committee  of  the  AICPA,  observed  that  for  statutory  accounting 
purposes,  at  least,  the  standard  is  to  allow  that  which  is  "prescribed  or  permittecr 
by  the  book  of  rules.  In  fact,  what  this  standard  implies  is  that  the  auditor,  however 
independent  he  is  presumed  to  be,  will  permit  the  introduction  of  accounting  pre- 
cepts which  have  not  yet  been  proscribed  or  prohibited. 

This  condition  was  considered  by  the  Public  Oversight  Board  in  its  March  5,  1993, 
"Special  Report,"  thus,  from  its  initial  chapter  "The  Litigation  Crisis": 

In  another  typical  scenario,  the  financial  statements  are  prepared  by  manage- 
ment using  liberal  interpretations  of  permissible  accounting  practices.  The  audi- 
tor, unable  to  point  convincingly  to  prohibitions  against  the  use  of  the  alternative 
interpretation  chosen  by  management,  gives  its  honest  opinions  that  the  state- 
ments fairly  present  the  financial  position  and  the  results  of  operations  of  the  en- 
tity in  conformity  with  GAAP.  Then,  when  the  company  fails  or  suffers  a  setback, 
these  honest  judgments  are  transmuted  into  grossly  overdrawn  charges. 

"Fair"  May  Be  "Really  Unfair" 

It  is  noteworthy  that  the  POB  sees  the  problem  but  then  deftly  turns  it  around. 
Thus,  did  the  'liberal  interpretation"  present  the  financial  condition  and  results  of 
operations  as  fairly  as  the  independent  auditor  saw  the  fair.  That  the  question  is 
not  new  can  be  evidenced  by  a  1965  report  from  an  AICPA  select  committee.4  In 
its  report  to  the  Institute's  Council,  the  committee  expressed  itself  with  a  sense  of 
urgency  and  intensity: 

The  focus  of  accounting  principles  is  on  their  application  to  financial  statements 
.  .  .  What  purposes  and  limitations  attach  to  financial  statements  and  to  the 
auditor's  opinion?  This  question  is  of  first  importance  to  the  public  and  the  profes- 
sion. Literature  abounds  on  it,  but  the  answer  is  cast  in  many  different  molds. 
Until  the  profession  has  an  official  utterance  about  it,  there  is  no  point  in  begin- 
ning. 

The  committee  believes  that  such  an  utterance  should  be  given  top  priority.  It 
would  be  the  subsoil  on  which  subsequent  pronouncements  would  be  grounded 
and  understood. 

And  to  give  the  Accounting  Principles  Board  specific  questions  to  which  it  might 
direct  its  deliberations,  the  report  cited  examples: 

In  the  standard  report  of  the  auditor,  he  generally  says  that  financial  state- 
ments "present  fairly"  in  conformity  with  generally  accepted  accounting  prin- 
ciples— so  on.  What  does  the  auditor  mean  by  the  quoted  words?  Is  he  saying:  (1) 
that  the  statements  are  fair  and  in  accordance  with  [GAAP];  or  (2)  that  they  are 
fair  because  they  are  in  accordance  with  [GAAP];  or  (3)  that  they  are  fair  only 
to  the  extent  that  [GAAP]  are  fair,  or  (4)  that  whatever  [GAAP]  may  be,  the  pres- 
entation of  them  is  fair?  [Emphasis  in  original.] 

What  may  be  worse  is  that  the  auditor  may  act  in  concert  with  corporate  manage- 
ments to  contrive  or  structure  transactions  so  that  they  may  be  accommodated  hy 
a  particular  "liberal"  accounting  precept — sometimes  proceeding  in  the  mode  of  Pro- 
crustes. This  was,  in  fact,  the  stuff  of  which  the  Lincoln  S&L  quagmire  was  made. 

"GAAP-Fair"  Equaled  "Unfair"  at  Lincoln  S&L 

In  his  August  1990,  landmark  opinion,  Judge  Stanley  Sporkin  spelled  out  the 
transactions  contrived  to  produce  hefty  book  profits  for  the  S&L  on  land  deals 
which,  in  turn,  triggered  the  upstreaming  of  substantial  sums  to  its  holding  com- 
any  parent  pursuant  to  an  uneconomic  tax-sharing  arrangement.  According  to 
udge  Sporkin: 

Based  upon  the  facts,  the  Bank  Board  was  absolutely  correct  in  its  conclusion 
that  the  Wescon  transaction  amounted  to  an  unsafe  and  unsound  practice  and  re- 
sulted in  the  dissipation  of  a  substantial  amount  of  Lincoln's  assets.  This  finding 
is  so  despite  the  position  taken  by  .  .  .  accounting  experts.  The  court  was  quite 
surprised  by  these  expert's  rationalization  which  supported  plaintiffs'  position  as 
to  the  appropriate  accounting  for  this  transaction.  To  be  generous  to  the  position 
expounded  by  plaintiffs'  experts,  the  Court  will  attribute  the  position  they  took 
to  the  abstract  application  of  accounting  principles. 

What  it  is  hoped  the  accounting  profession  will  learn  from  this  case  is  that  an 
accountant  must  not  blindly  apply  accounting  conventions  without  reviewing  the 
transaction  to  determine  whether  it  makes  any  economic  sense  and  without  first 
finding  that  the  transaction  is  realistic  and  has  economic  substance  that  would 


I 


4The  Special  Committee  on  Opinions  of  the  Accounting  Principles  Board  was  headed  by  J. 
S.  Seidman,  a  former  AICPA  Chairman. 
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justify  the  booking  of  the  transaction  that  occurred.  .  .  .  The  accountants  have 
attempted  to  rationalize  before  this  Court  the  propriety  of  the  actions  they  took 
in  allowing  the  transaction  to  be  booked  as  it  was. 

Judge  Sporkin  then  provided  the  following  as  a  footnote:  "Accountants  must  be 
particularly  skeptical  where  a  transaction  has  little  or  no  economic  substance.  This 
is  so  despite  the  fact  the  transaction  might  technically  meet  GAAP  standards." 

"Crossing  the  Line"  at  a  Farmers'  Co-Op 

Then  we  have  the  obscene  situation  of  an  ostensibly  independent  auditor  "crossing 
the  line"  disclosed  in  the  extensive  and  exhaustive  litigation  involving  the  Arkansas 
&  Oklahoma  Farmers  Cooperative.  In  that  cause  celebre  the  auditors  were  con- 
strained to  ante  up  very  substantial  sums  in  civil  damages;  by  a  very  narrowly-rea- 
soned decision  last  March  the  Supreme  Court  of  the  United  States  absolved  the  firm 
of  RICO  penalties.  Justices  Souter  and  White  dissented. 

In  that  case  the  auditors  created,  fabricated  really,  the  number  to  be  inserted  as 
the  carrying  value  of  the  co-op's  principal  asset.  It  then  participated  in  the  develop- 
ment of  condensed,  cropped  really,  financial  statements  for  dissemination  to  the 
world  of  third  parties.  And  then,  by  way  of  a  coup  de  grace,  the  independent  auditor 
appeared  before  the  meeting  of  the  shareholders  and  noteholders  when  the  financial 
statements  were  being  considered — without  disclosing  the  underlying  facts.  Justice 
Souter's  dissent  concluded  as  follows: 

...  By  assuming  the  authority  to  make  key  decisions  in  stating  the  co-op's  own 
valuation  of  its  major  fixed  asset,  and  by  creating  financial  statements  that  were 
the  responsibility  of  the  co-op's  management  (the  auditors)  crossed  the  line  sepa- 
rating "outside"  auditors  from  "inside"  financial  managers?" 

Justice  Souter,  in  searching  for  a  motive  for  the  auditor's  conduct  turned  to  the 
opinion  of  the  District  Judge,  indicating  that  if  the  auditors  had  decided  otherwise, 
the  value  of  the  fixed  assets  on  the  co-ops  books  would  have  been  its  fair  market 
value  at  the  time  of  sale — three  to  four  million  dollars  less.  The  "blatant  fiction"  cre- 
ated by  the  auditors  maintained  the  co-op's  appearance  of  solvency  and  made  man- 
agement "look  better."  The  motivation  for  the  auditors'  conduct  may  have  been  "a 
desire  to  keep  the  co-op's  business  and  the  accountants'  need  to  cover  themselves 
for  having  testified  on  behalf  of  White  (the  co-op's  manager)  and  Kuykendall  (the 
predecessor  independent  CPA)  in  their  1981  criminal  trial. 

Surely,  the  auditor  in  that  circumstance  could  not  have  reflected  on  the  "Who  am 
I?  Why  am  I  here?"  catechism.  But  even  more  seriously,  what  is  there  in  that  firm's 
environment,  and  in  others,  I  suggest,  which  might  have  prompted  a  certified  public 
accountant  to  cross  the  line  so  grievously? 

Making  GAAP  Equal  Whatever  Number  Management  Has  in  Mind 

And  then,  when  a  particular  accounting  ploy  has  been  proscribed  or  circumscribed 
the  presumptively  independent  audit  firms  will  work  cheek  by  jowl.  With  the  client's 
accounting  staff  to  see  how  the  new  rules  can  be  circumvented;  sometimes,  even, 
endeavoring  to  develop  computer  software  so  that  transactions  can  be  contrived  to 

}>roduce  the  optimal  accounting  result.  The  issues  of  leases  (both  from  the  lessor  and 
essee  perspectives)  and  post-retirement  employment  costs  come  to  mind  in  this  con- 
nection. 
The  POB  "Special  Report"  carries  the  following  cautionary  note  for  the  profession: 

Client  Advocacy  with  Standard  Setters  and  Regulators 

Stephen  A.  Zeff,  a  well-known  accounting  academic,  has  identified  one  form  of 
client  advocacy  that  he  views  as  inappropriate — CPA  firms  acting  as  "hired  guns" 
for  their  audit  clients  by  helping  them  present  their  views  to  the  FASB.  The 
Board  is  less  troubled  by  this  service — ghostwriting  has  long  been  an  honorable 
profession — than  by  what  some  perceive  as  more  pernicious  developments;  name- 
ly, allowing  the  views  of  major  clients  to  bias  a  firm's  ostensibly  independent  re- 
sponse to  FASB  discussion  memoranda,  invitations  to  comment  and  exposure 
drafts  or  to  influence  a  firm  to  not  take  a  contentious  and  complex  issue  to  the 
Emerging  Issues  Task  Force  because  of  concern  about  getting  the  "wrong"  answer. 
To  the  extent  this  more  subtle  and  covert  kind  of  client  advocacy  exists,  it  dam- 
ages the  standard-setting  process  and  the  interpretive  process  by  denying  those 
processes  benefits  that  would  otherwise  be  obtained  from  objective,  well-reasoned 
and  well-researched  analyses  of  the  issues.  The  mere  perception  that  it  exists 
damages  the  profession  by  lessening  the  regard  that  standard  setters  and  the 
public  have  for  auditors'  independence,  objectivity,  and  professionalism. 

A  belief  that  clients  were  able  to  unduly  influence  the  views  of  auditing  firm 
partners  who  sat  on  the  Accounting  Principles  Board  contributed  to  that  organiza- 
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tion's  demise  and  replacement  with  the  Financial  Accounting  Standards  Board  in 
the  early  1970s.  The  problem  is  not  a  new  one. 

However,  the  Board's  inquiries  lead  it  to  believe  that  while  client  advocacy  of 
the  nature  described  does  on  occasion  occur,  it  is  less  frequent  than  critics  think. 
Critics  must  realize  that  considering  the  thoughtful  views  of  clients  as  well  as  oth- 
ers in  reaching  informed  professional  decisions  about  complex  accounting  issues 
is  legitimate  and  proper,  it  should  not  be  surprising  that  firms  and  their  clients, 
even  major  clients,  frequently  arrive  at  similar  conclusions  independently. 

Absolution  and  Dispensation  From  FASB's  EITF 

With  all  due  deference  to  the  POB,  I  believe  the  problem  to  be  far  more  pervasive 
than  it  has  recognized;  this  advocacy  may  manifest  itself  most  subtly,  consistent 
with  Professor  Zeffs  notion.  There  are  occasions  when  I  have  sensed  that  firms  have 
brought  issues  before  the  Emerging  Issues  Task  Force  under  circumstances  where 
they  have  most  serious  misgivings  with  the  practices  which  they  may  be  pursuing, 
in  fact  they  may  know  that  they  are  proceeding  in  a  mode  which  is  inherently  un- 
fair. They  seek  absolution  by  putting  the  issue  before  the  EITF  which  leads  to  ex- 
tended periods  of  exegetic  discourse,  around  it  and  about,  on  the  one  hand  and  on 
the  other.  Then,  after  several  solemn  convocations  the  task  force,  comprised,  of 
course,  principally  of  the  profession's  power  structure,  reaches  a  consensus.  Most 
likely  that  result  is  reasonable  and  logical;  nonetheless,  the  past  is  deemed  to  be 
bygones  and,  in  fact,  existing  arrangements  may  even  be  "grandfathered,"  so  that 
the  prevailing  unfair  practices  may  be  perpetuated. 

In  fact,  the  FASB  may  have  a  very  special  treat  in  store  for  those  entities  which 
may  have  engaged  in  what  is  now  to  be  proscribed.  They  may  be  required  to  effect 
a  so-called  "accounting  change"  calling  for  a  "cumulative-effect  adjustment,"  to  com- 
pensate for  their  past  indulgences.  This  means  that  the  accountants  are  required 
to  reckon  the  amounts  of  revenues  which  have  been  previously  reported  excessively, 
or  expenses  understated,  and  to  toss  the  adjustment  "below  the  line" — where  only 
voyeurs  with  a  prurient  curiosity  are  presumed  to  look. 

This  would  be  a  tour  de  force,  a  case  of  "double  dipping."  Thus,  the  previously  re- 
corded revenues  are  resurrected  so  that  they  may  contribute  to  tomorrow's  felicity. 
The  previously  ignored  expenses  are  interred,  never  to  have  their  inimical  effect  on 
future  operations. 

I  have  seen  this  last  year  in  the  life  insurance  industry  relating  to  so-called 
"Present  Value  of  Purchased  Business"  (EITF  Issue  92-9);  it  is  presently  very  much 
before  the  task  force  as  Issue  93-6  relating  to  "Retrospectively-Rated  Contracts." 
Present  practices  permit  insurance  enterprises  to  "run  with  the  hare  and  hunt  with 
the  hounds"  so  that,  for  example,  neither  the  ceding  company  nor  the  reinsurer 
would  be  constrained  to  pick  up  substantial  portions  of  losses  resulting  from  An- 
drew's devastation  i.e.,  very  much  like  huge  pools  of  fixed  assets  which  disappeared 
from  the  books  of  both  lessors  and  lessees. 

The  point  is  that  we  pretend  to  be  committed  to  be  the  experts  in  the  determina- 
tion of  the  fairness  of  financial  statements,  our  statutory  mandate — but  then,  to  ab- 
dicate that  responsibility  by  "passing  the  buck." 

The  Auditor's  Independence  Issue 

The  AICPAs'  "Meeting  the  Financial  Reporting  Needs  of  the  Future"  took  note  of 
a  most  daunting  issue  confronting  the  profession,  i.e.,  the  matter  of  the  auditor's 
independence,  in  fact  and  in  perception.  According  to  that  document: 

Assuring  Auditor  Independence 

The  credibility  of  the  independent  audit  is  essential  to  public  trust,  the  keystone 
of  the  financial  reporting  system.  The  accounting  profession  prides  itself  on  the 
integrity  and  objectivity  of  its  members.  The  future  of  our  profession,  not  to  men- 
tion our  livelihood,  rests  on  this  reputation. 

A  few  recent  high-profile  financial  scandals  have,  however,  called  auditors'  inde- 

Eendence  into  question.  Neither  the  accounting  profession  nor  the  financial  mar- 
ets  can  afford  an  erosion  of  public  confidence.  For  that  reason,  auditors  must 
scrupulously  preserve  their  objectivity,  in  reality  and  appearance.  We  therefore 
call  on  the  SEC  and  other  regulatory  bodies  to  prohibit  public  companies  and 
other  organizations  with  public  accountability  from  hiring  the  partner  responsible 
for  their  audit  for  one  year  after  the  partner  ceases  to  serve  that  client. 
And  so,  not  unexpectedly,  the  AICPA  statement  begins  with  a  "bang,"  and  ends  with 
a  "whimper." 
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POB's  Platitudes 

The  POB  "Special  Report"  also  addressed  the  issue  of  auditor  independence,  in- 
cluding commentaries  on: 

Advocacy  in  Relationship  with  Clients 

Some  of  the  criticism  leveled  at  auditors  implies  that  observers  of  the  profession 
see  the  auditor  as  less  than  objective  and  independent.  The  Board  urges  the  pro- 
fession to  give  this  subject  its  prompt  attention. 

As  a  start,  the  Board  suggests  that  auditors  consider  the  distinction  between 
client  advocacy  and  client  service.  Client  advocacy  might  best  be  understood  as 
a  matter  of  attitude,  a  willingness  to  serve  the  immediate  interests  of  the  client 
company,  or  its  management,  in  any  way  requested  as  long  as  the  law  permits 
that  activity.  Client  service  means  serving  the  client  company's  best  interests 
without  coming  into  conflict  with  professional  standards,  the  best  interest  of  the 
audit  function,  or  the  auditor's  best  judgment. 

Developing  such  a  distinction  and  incorporating  it  into  the  profession's  Code  of 
Professional  Conduct  could  do  much  to  prevent  any  diminution  of  the  auditor's 
independence. 

The  Core  Problem  Management  Advisory  Services 

Significantly  both  of  these  major  promulgations  avoided  the  principal,  most  con- 
troversial issue  relating  to  the  auditor's  independence,  namely,  the  question  which 
served  as  the  title  theme  for  my  August  1987,  CPA  Journal  article,  "Do  Manage- 
ment Services  Endanger  Independence  and  Objectivity?"  The  editor  provided  the  fol- 
lowing as  the  headnote: 

The  well-known  author  takes  serious  exception  to  the  published  conclusions 
reached  from  recent  surveys  made  of  attitudes  of  a  number  of  groups  toward  the 
involvement  of  accountants  who  are  independent  auditors  in  consulting  work.  He 
maintains  that  the  survey  data  clearly  point  to  conclusions  that  do  not  support 
such  consulting  by  accountants  retained  as  auditors,  and  proposes  limiting  such 
consulting  to  activities  which  have  a  clear  and  logical  nexus  with  the  audit.  Dis- 
closure of  the  extent  of  such  consulting  work,  he  believes,  is  in  the  public  interest. 
The  following  extract  from  my  1990  article  in  Critical  Perspectives  on  Accounting, 

"Accountancy  and  Society:  A  Covenant  Desecrated",  reflects  my  position  on  this 

issue,  thus: 

The  Profession  Without  a  Compass 

I  turn  next  to  the  determination  on  the  part  of  many  in  our  profession's  hier- 
archy to  deprofessionalize  our  pursuit.  I  am,  essentially,  here  referring  to  the  pall 
mall  pursuit  of  activities  generally  subsumed  under  the  rubric  Management  Advi- 
sory Services  (MAS).  Aside  from  my  traditional  lament  that  such  services  com- 
promise the  primary  commitment  of  our  CPA  certificate,  namely,  the  independent 
audit  responsibility  for  the  benefit  of  third  parties,  this  development  brings  a 
nexus  of  perversity  including: 

(a)  Admission  to  partnership  in  CPA  firms  of  persons  who  do  not  have  that 
degree. 

(b)  Infusion  into  the  firm's  professional  environment  of  the  intensely  aggres- 
sive, competitive  proclivities  ot  the  MAS  cohorts. 

(c)  The  denigration  of  the  independent  audit  responsibilities  of  the  firm,  and 
those  engaged  in  that  activity. 

(d)  This  accelerating  "race  for  the  bottom"  has  also  had  an  inimical  effect  on 
those  responsible  for  framing  and  implementing  our  standards  of  professional 
conduct.  Here,  I  am  alluding  to  the  Anderson  Committee  responsible  for  the  re- 
structuring of  our  code  of  professional  conduct,  the  Public  Oversight  Board  and 
the  Peer  Review  process. 

This  "headless  horseman"  phenomenon  of  running  off  in  all  directions  at  once 
is  discernible  also  in  the  profession's  relaxation  of  its  rules  against  contingent  fees 
and  commissions.  This  will  encourage  those  who  have  an  aggressive  bent  for  self- 
aggrandizement  to  enter  into  pursuits  which,  judged  by  traditional  standards, 
would  be  deemed  to  be  incompatible  with  professional  stature — and  especially 
with  our  much-cherished  independence. 

"Chicken  Little"  and  the  Liability  Crisis 

The  profession's  disorientation  as  well  as  its  "Chicken-Little"  response  to  the  li- 
ability issue  may  be  discerned  from  a  front  page  feature  article,  in  The  New  York 
Times  business  section  for  June  23.  That  article,  "Second  Term  for  Coopers  & 
Lybrand's  Chairman"  described  the  way  in  which  he  was  succeeding  in  Balkanizing 
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his  firm's  highest  echelons  to  help  him  in  his  endeavors  to  obtain  a  waiver  of  his 
firm's  62-year  retirement  rule. 

In  view  of  the  fact  that  the  firm  is  conspicuously  and  notoriously  involved  in  a 
number  of  the  high-profile  audit  failures,  here  and  abroad,  one  might  well  have 
hoped  that  given  its  problems,  the  chairman  would  have  emphasized  his  commit- 
ment to  an  ethical  cleansing"  of  his  establishment.  Instead,  he  is  waging  his  cam- 
paign for  the  second  term  on  his  ability  as  a  "rainmaker."  In  that  connection  a 
memorandum  was  circulated  describing  his  accomplishments  in  office,  including 
those  summarized  in  the  article's  side  bar,  appearing  on  the  following  page. 

To  demonstrate  the  firm's  felicity,  the  article  noted:  "Internal  documents  show 
that  the  firm  earned  $175.8  million  on  revenues  of  $865.1  million,  when  payments 
to  partners  are  added  back  into  profits.  That  level  of  profits  is  7.9  percent  better 
than  the  comparable  period  last  year." 

From  a  member  of  the  Washington  press  corps  I  have  learned  that  my  profes- 
sional brethren  have  become  "designated  hitters  to  lobby  the  Congress  in  behalf  of 
clients  involved  in  pending  legislation  relating  to  tobacco,  NAFTA,  environmental, 
health  care  issues — to  say  nothing  of  taxation.  Regardless  of  the  substance  of  which 
their  shoes  may  be  made,  this  is  not  a  proper  arena  for  professionals  endowed  with 
the  cloak  of  objectivity,  scrupulous  detachment  from  advocacy  in  behalf  of  enter- 
prises with  which  they  are  identified  as  the  independent  auditors. 
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Arthur  Andersen  and  Blue  Cross 

The  leading  editorial  of  The  York  Times  of  July  2,  "The  Failure  to  Police  Empire" 
could,  just  as  appropriately,  be  considered  in  my  discourse  on  corporate  governance, 
the  regulatory  process,  or  internal  control.  Accordingly,  it  is  a  somewhat  arbitrary 
determination  that  it  be  considered  in  this  segment  on  the  auditor's  independence, 
or  lack  thereof. 

Based  on  a  staff  report  prepared  for  the  U.S.  Senate  Permanent  Subcommittee  on 
Investigations  the  editors  directed  their  obloquy  against  Arthur  Andersen  in  most 
acerbic  terms,  thus: 

Empire's  managers  performed  ineptly,  the  study  shows,  yet  they  were  lavishly 
rewarded.  Empire's  board  of  directors  seemingly  slept  while  the  company's  for- 
tunes plummeted.  The  State  Insurance  Department,  led  by  Superintendent 
Salvatore  Curiale,  was  ineffective.  And  an  independent  audit  ordered  by  the  Leg- 
islature and  performed  by  Arthur  Andersen  &  Company  was  not  so  independent 
and  was  fatally  flawed. 

But  the  blame  isn't  all  Empire's.  Arthur  Andersen  was  supposed  to  provide  the 
Legislature  an  independent  analysis  of  Empire's  problems.  But  Arthur  Andersen 
should  have  been  ineligible  for  the  contract  since  it  had  a  business  relationship 
with  Empire.  And  though  the  audit  report  concluded  that  Empire's  problem  was 
primarily  due  to  the  practices  of  commercial  competitors,  Arthur  Andersen  didn't 
verify  the  conclusion — relying  instead  on  Empire's  say-so.  It  even  failed  to  inter- 
view former  clients  to  find  out  why  they  left. 

Based  on  those  facts  and  allegations,  will  the  new  Empire  Blue  Cross  Manage- 
ment initiate  an  action  against  Arthur  Andersen?  Here  the  firm  could  not  avail  it- 
self of  the  defense  of  privity,  that  which  served  it  so  effectively  in  its  Credit  Alliance 
defense,  the  case  which  buttressed  the  Security  Pacific  decision. 

Will  the  Quality  Control  Inquiry  Committee  do  anything  about  it?  Will  it  do  some- 
thing meaningful/ 
Will  the  New  York  State  Board  of  Accountancy  take  cognizance  of  the  issue? 
Will  my  colleagues  in  academe  look  at  the  record  in  this  case? 
Will  the  firm  do  something  really  meaningful  to  sensitize  its  cadres  about  "cross- 
ing the  line"? 

Over  the  past  score  of  years  the  Accounting  Establishment  has  regularly  re- 
sponded to  critics  of  the  ostensibly  independent  auditor's  involvement  in  the  man- 
agement-consultative areas  as  essentially  a  problem  in  perception,  asserting  that 
there  have  been  no  cases  to  demonstrate  a  conflict  in  practice.  This  position  is  ad- 
vanced despite  the  fact  that  case  after  case,  in  context  after  context,  are  presented 
to  demonstrate  the  compromising  of  the  auditor's  independence  in  fact. 

Well,  now,  I  put  forward  the  Senate  staff  study  report  as  a  "wake-up  call"  for  the 
POB,  AICPA  and  the  rest  of  the  Accounting  Establishment;  it  will,  I  expect,  meet 
with  their  characteristic  denial. 

The  Only  Effective  Response— Divestiture 

It  is  because  my  brethren  may  not  recognize  the  thin,  fine  line  they  may  be  cross- 
ing as  they  move  between  advocacy  and  auditing.  I  urge,  have  urged  in  successive 
writings,  e.g.,  my  CPA  Journal  essay  that  our  major  CPA  firms,  those  comprising 
the  oligopoly  responsible  for  the  independent  audit  of  the  vast  majority  of  publicly- 
owned  enterprises,  divest  themselves  of  the  management  advisory-consultive  areas 
of  service. 

That  article  suggested  the  following  as  the  benefits  which  might  be  derived  from 
such  a  divestiture: 

An  essential  objective  would  be  to  provide  effective  insulation  for  the  independ- 
ent audit  function  from  the  possibility  of  contamination  from  the  peripheral  serv- 
ices. Beyond  that,  the  anti -competitive  practices  of  "reciprocity"  and  "subsidiza- 
tion" which  prevail  presently  would  be  minimized.  .  .  . 

Those  who  continue  in  the  audit  sector  should  find  the  firm  strictly  committed 
to  the  fulfillment  of  the  independent  audit  at  the  highest  levels  of  professional  re- 
sponsibility— without  distractions  from  other  dimensions.  Thus,  the  less  restric- 
tive ethical  standards  which  prevail  in  the  MAS  pursuit  would  not  corrode  those 
presumed  to  govern  the  recognized  profession  of  the  certified  public  accountant. 

Regarding  Regulation  and  Self-Regulation 

Through  the  American  Institute  of  CPAs  and  State  Societies,  the  profession  has 
a  most  elaborate  structure  looking  to  self-discipline  and  self-regulation.  The  appara- 
tus includes  divisions,  committees,  trial  boards  and  other  cadres  of  cohorts.  And  by 
their  fruits  we  can  judge  their  effectiveness. 
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So  it  is,  thanks  to  the  AICPA  library,  we  collected  all  the  1992  and  1993,  to  date, 
issues  of  the  CPA  Letter  which  carries  the  notices  of  censure  of  the  miscreants  who 
were  found  out  by  the  sleuthing  apparatus;  there  were  thirteen  issues  carrying  153 
determinations  of  various  levels  of  censure  for  their  misdeeds — expulsions,  termi- 
nations, suspensions,  admonitions;  not  unexpectedly  the  roster  reflected  the  usual 
spectrum  of  abuses  perpetrated  by  the  "usual  suspects."  What  were  the  grievous  of- 
fenses? Conviction  of  crimes,  actions  by  States,  failure  to  complete  CPE  courses,  and 
then  there  were  some  two  score  actions  involving  provisions  of  the  Code  of  Profes- 
sional Ethics. 

Inquiry  of  the  Professional  Ethics  Division  of  the  AICPA  for  assistance  in  identify- 
ing the  firms  with  which  the  disciplined  members  were  associated  brought  forth  the 
response  that  the  information  was  confidential.  Nor  could  I  consult  a  directory  of 
members  to  assist  me  in  that  pursuit,  such  a  roster  had  not  been  published  for 
many  years. 

Some  years  ago,  when  testifying  before  a  congressional  committee 5  on  this  issue, 
I  noted  that  a  study  of  the  published  actions  was  remindful  of  St.  Matthews  blind 
guides, — "those  who  strained  at  a  gnat  while  swallowing  camels."  Thus,  then  and 
now,  the  miscreants  could  not  be  seen  to  have  been  at  the  root  of  the  profession's 
crisis  in  confidence,  those  who  produced  the  "Roll  of  Dishonor." 

The  AICPAs'  Quantum  Leaps  (1993  vintage) 

But  now,  according  to  the  AICPA's,  June  1993,  "Meeting  the  Financial  Reporting 
Needs  of  the  Future:  A  Public  Commitment  From  the  Public  Accounting  Profession 
under  "Making  Financial  Reports  More  Useful,"  we  are  told  that  something  new  will 
be  added,  that  in  addition  to  the  disciplining  of  individuals  as  members  of  the 
AICPA,  the  profession  will  move  against  the  firms.  According  to  that  publication: 

Sharpening  the  Teeth  of  Self- Regulation 

The  effectiveness  of  the  accounting  profession  in  governing  itself  and  disciplin- 
ing its  members  is  essential  to  public  confidence  in  the  financial  reporting  system. 
That  there  be  no  doubt  in  the  public  mind  of  the  profession's  commitment  to  pun- 
ishing wrongdoers  in  its  ranks,  we  recommend  a  strengthened  system  to  discipline 
those  guilty  of  substandard  work  or  professional  misconduct — individual  CPAs  as 
well  as  firms.  There  is  no  room  in  our  profession  for  "bad  apples."  This  system 
should  reside  in  the  profession  with  oversight  by  the  government  and  should  be 
national  in  scope.  It  should  apply  to  auditors  of  SEC-registered  companies  and 
other  publicly  accountable  entities. 

The  profession's  disciplinary  system  provides  an  effective  mechanism  for  inves- 
tigating and  reprimanding  accountants  who  fail  to  comply  with  professional 
standards.  As  it  is  currently  structured,  though,  the  profession's  disciplining  of  an 
alleged  wrongdoer  within  its  ranks  must  await  the  conclusion  of  litigation  involv- 
ing that  party.  Those  court  proceedings  can  take  years — up  to  a  decade  or  longer. 
We  propose  a  system  under  which  investigative  and  disciplinary  actions  would 
take  place  regardless  of  whether  legal  proceedings  were  also  under  way.  Account- 
ants would  know  that  their  profession  will  respond  swiftly  to  any  alleged  mis- 
conduct or  substandard  performance.  The  system  we  propose  would  be  both  timely 
and  forceful.  Punishment  would  extend  to  the  imposition  of  fines  and,  under  the 
oversight  of  the  appropriate  regulatory  agencies,  loss  of  privilege  to  audit  publicly 
accountable  entities. 

The  AICPAs'  Quantum  Leap  (1978  vintage) 

The  foregoing  reminded  this  observer  of  the  Bourbon  Kings,  those  who  are  re- 
puted to  have  learned  nothing  and  forgotten  nothing."  Thus,  back  in  1978  when 
the  profession  was  also  engaging  in  "damage  control',  Stanley  J.  Scott,  Chairman 
of  the  AICPA,  testifying  before  Congressman  Moss's  subcommittee  addressed  some 
of  the  major  concerns  confronting  the  profession.  He  proceeded  to  consider  its  ability 
to  do  what  is  necessary  to  assure  the  quality  of  performance  which  the  public  may 
reasonably  expect  from  the  accounting  profession  "without  new  legislation"  thus: 

The  Wall  Street  Journal  of  January  11,  1978,  purporting  to  quote  members  of 

your  staff,  stated  well  the  fundamental  question  before  you  and  the  profession. 

One  of  your  staff  members  was  quoted  as  saying:  "The  hearings  later  this  month 

are  designed  to  probe  'Whether  or  not  self-regulatory  measures  of  the  AICPA  are 

adequate  and  have  been  enforced.' " 
I  will  not  question  that  in  the  past  our  capacity  to  impose  disciplinary  sanctions 

has  not  been  fully  satisfactory  in  the  eyes  of  our  critics.  In  my  estimation,  several 


8  Subcommittee  on  Oversight  and  Investigations  of  the  U.S.  House  of  Representatives  Commit- 
tee on  Energy  and  Commerce,  February  20,  1985. 
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reasons  account  for  whatever  failings  exist  with  respect  to  the  profession's  dis- 
cipline and  compliance. 

First,  only  State  boards  of  accountancy  have  the  power  to  bar  accountants  from 
their  practice  of  public  accounting.  In  addition,  of  course,  the  SEC  can  bar  ac- 
countants from  practicing  before  it  and  it  has  often  exercised  that  authority.  The 
State  boards'  authority  is  limited  to  action  against  individuals;  generally,  they 
cannot  act  against  firms. 

Second,  the  Institute  is  composed  of  individuals.  Accounting  today,  at  least  as 
it  relates  to  publicly-held  companies,  is  practiced  by  firms.  Until  recently  we  did 
not  have  the  means  to  impose  disciplinary  actions  on  firms  since  only  individuals 
are  members  of  the  Institute. 

Third,  we  have  a  concern  to  assure  that  effective  discipline  of  firms  does  not 
unfairly  compromise  the  rights  and  protections  of  individuals  who,  like  all  Ameri- 
cans, are  entitled  to  due  process  and  fair  trial. 

We  have  now  developed  a  mechanism  for  bringing  disciplinary  actions  against 
firms  through  the  establishment  of  the  Division  for  CPA  Firms,  which  consists  of 
two  sections,  one  concerned  with  firms  having  or  wishing  to  prepare  for  an  SEC 
practice,  and  the  other  concerned  with  firms  and  individuals  who  serve  privately- 
held  clients. 

Through  the  SEC  Practice  Section,  we  are  able  for  the  first  time  to  impose  upon 
firms  that  practice  before  the  SEC,  disclosure  requirements,  practice  require- 
ments, peer  review  requirements,  disciplinary  procedures — all  in  full  view  of  the 
?ublic  and  subject  to  the  oversight  of  an  extraordinarily  distinguished  Public 
Iversight  Board. 

The  SEC  Goes  Along 

The  SEC,  in  a  1979  Report  to  the  Congress  relating  to  "the  Accounting  Profession 
and  the  Commission's  Oversight  Role"  took  note  of  this  new  commitment  on  the  part 
of  the  profession,  thus: 

Disciplinary  Mechanisms 

As  indicated  in  the  1978  Report,  an  issue  which  is  closely  associated  with  the 
voluntary  aspect  of  the  profession's  self-regulatory  program  is  uncertainty  over 
the  Section's  disciplinary  mechanisms.  The  Commission  staff  noted  that  the  Sec- 
tion's sanctioning  power  is  untested,  and  thus  its  timeliness,  fairness, 
evenhandedness  and  efficacy  remain  to  be  demonstrated.  Further,  it  was  indicated 
that  questions  have  been  raised  concerning  whether  the  disciplinary  mechanisms 
of  a  voluntary  organization — regardless  of  the  quality  of  the  mechanisms — can  be 
effective.  The  Section's  sanctioning  power  remains  untested  and  thus  its  effective- 
ness remains  uncertain. 

The  Commission  staff  has  indicated  that  the  involvement  of  the  POB  is  critical 
to  the  credibility  of  the  disciplinary  framework  of  the  Section.  In  this  respect,  one 
of  the  first  matters  on  which  the  Executive  Committee  consulted  with  the  POB 
involved  the  general  question  of  what  action  the  Section  should  take  with  respect 
to  an  alleged  or  possible  audit  failure  of  a  member  firm. 

The  Section's  Organization  Document  provides  that  the  Executive  Committee 
shall  have  the  authority  to  impose  sanctions  on  member  firms  and  shall  establish 
procedures  designed  to  assure  due  process  to  firms  in  connection  with  disciplinary 
proceedings.  Sanctions  contemplated  include:  (i)  required  corrective  measures  by 
the  firm,  (ii)  additional  requirements  for  continuing  professional  education,  (iii) 
accelerated  or  special  peer  reviews,  (iv)  admonishments,  censures,  reprimands,  (v) 
monetary  fines,  (vi)  suspension  from  membership,  and  (vii)  expulsion  from  mem- 
bership. 

The  Organization  Document  provides  that,  upon  the  occurrence  of  an  alleged  or 
possible  audit  failure,  the  Section  may  accelerate  the  commencement  of  a  regular 

Eer  review  or  order  a  special  peer  review.  The  purpose  of  such  a  review  would 
to  determine  whether  the  member  firm  is  maintaining  and  applying  quality 
controls  in  accordance  with  established  standards.  Under  the  existing  structure, 
such  reviews  would  not  deal  with  a  specific  case  involving  an  alleged  audit  failure, 
but  would  focus  on  the  quality  controls  of  the  member  firm  and  the  office  (includ- 
ing the  individuals)  involved  with  the  alleged  audit  failure. 

Let's  Look  at  The  Record 

To  see  how  well  this  noble  experiment  in  professional  discipline  has  fared  during 
the  intervening  fifteen  years,  I  called  the  AICPAs'  Division  for  Firms  SEC  Practice 
Section  Quality  Control  Inquiry  Committee  (the  sanitized  designation  for  what  had 
been  Special  Investigations  Committee);  I  inquired  as  to  how  many  firms  had  been 
censured  or  otherwise  disciplined  by  that  awesome-sounding  body — and  also  where 
the  actions  had  been  published.  After  extensive  research,  the  committee's  staff  per- 
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son  advised  that  the  January/February  1992  issue  of  the  CPA  Letter  did  carry  a  no- 
tice regarding  a  disciplinary  action — and,  sure  enough,  it  did.  The  firm  of  T.  Page 
Taylor  of  Englewood,  Colorado  had  been  expelled  from  the  Section.  One  must  as- 
sume that  the  infractions  were  grievous;  nonetheless,  I  just  cannot  recall  a  single 
"war  story"  relating  to  my  profession's  activities  associated  with  the  firm  of  T.  Page 
Taylor.  There  were,  of  course,  other  names  associated  with  those  GAAP/GAAS 
breaches — but  those  hallowed  names  appear  to  have  escaped  the  notice  of  the 
AICPAs'  Division  for  Firms  SEC  Practice  Section  Quality  Control  Inquiry  Commit- 
tee. 

What  About  the  Enforcers  at  the  SEC? 

But  then,  the  record  of  the  SEC's  enforcement  apparatus  is  not  that  much  more 
aggressive  when  it  confronts  the  major  firms,  those  who  are  responsible  for  the  vast 
preponderance  of  audits  of  publicly-owned  enterprises  and,  as  a  consequence,  most 
conspicuous  in  the  profession's  prevailing  crisis  in  confidence.  I  had  occasion  to  con- 
sider the  Commission's  role  in  this  regard  when  invited  to  provide  a  commentary 
on  the  regulatory  process  in  the  United  States  for  a  volume  of  Critical  Perspectives 
on  Accounting  devoted  to  a  study  of  that  process  in  various  countries.  My  contribu- 
tion was  published  in  Volume  1993/4,  pages  73-83,  and  included  the  following: 

The  SEC's  Invidious  Distinction 

An  article  in  a  recent  issue  of  Critical  Perspectives  on  Accounting,  "SEC  En- 
forcement Activities:  A  Survey  and  Critical  Perspective"  (1991)  by  Professors 
Bremser,  Licata  and  Rollins  provided  a  vivid  reminder  of  my  1985  testimony  and, 
sadly,  underscored  and  updated  by  "Plus  ca  change",  deja  vu,  crie  de  coeur.  Thus, 
after  a  most  diligent  and  comprehensive  analysis  of  all  of  the  so-called  accounting 
and  auditing  enforcement  releases  ("AAERs")  promulgated  by  the  Securities  and 
Exchange  Commission  since  their  inception  in  1982  (they  had  previously  been 
dubbed  Accounting  Series  Releases),  the  authors  observed: 

"Focusing  on  the  auditors,  we  found  that  they  were  named  in  only  66  out  of 
171  total  cases  (38.6  percent)  and  that  most  (46)  of  the  auditors  named  were  local 
firms.  This  can  be  compared  to  the  COMPUSTAT  sample  results  where  the  audi- 
tor was  named  even  less  frequently,  eight  out  of  55  cases  (14.6  percent),  and  the 
audits  were  performed  predominantly  by  the  Big  Six  firms.  These  results  raise 
two  questions:  (1)  Is  the  SEC  being  tough  enough  on  auditors?  Alternatively, 
these  results  may  be  viewed  as  evidence  the  SEC  has  found  it  is  difficult  to  prove 
that  the  auditor  should  have  found  the  fraud  or  that  the  registrant  may  be  guilty 
and  the  auditor  may  be  non-negligent  according  to  generally  accepted  auditing 
standards.  Furthermore,  (2)  Is  this  an  indication  that  smaller  auditing  firms  may 
be  more  susceptible  to  SEC  sanctions  than  larger  auditing  firms?  Additional  re- 
search is  needed  to  determine  the  factors  causing  these  observations." 

Going  back,  to  my  1985  testimony  I  summarized  the  AAERs  for  the  period  from 
their  inception  to  the  time  of  my  testimony:  On  the  basis  of  that  analysis,  I  as- 
serted that: 

1.  There  are  some  glaring  omissions.  For  example,  where  are  Baldwin  United, 
Penn  Square,  Continental  Illinois,  Frigitemp,  General  Dynamics,  Lockheed — 
some  matters  of  then  recent  vintage? 

2.  More  serious  even  is  the  double  standard  in  the  punishments  meted  out 
against  the  various  respondents.  Thus,  individuals  identified  as  sole,  or  local, 
practitioners  are  regularly  penalized  by  being  barred  from  practice  before  the 
Commission  for  extended  periods,  whereas  the  few  major  firms  which  are 
brought  to  book  are  generally  merely  enjoined  from  committing  the  same  act, 
in  the  same  place,  in  the  same  time  and  in  the  same  way. 

3.  Given  tnese  demonstrated  failures  in  auditing  competence  and  judgment 
calls  by  accounting  firms  which  are  members  of  the  SEC  Practice  Section  of  the 
AICPA  Division  for  Firms,  and  which,  as  a  consequence  received  clean  reports 
from  the  peer  review  teams,  how  can  the  Commission  continue  to  have  con- 
fidence in  the  profession's  self-regulatory  apparatus?  Has  the  SEC  ever  deemed 
it  appropriate  to  inquire  into  the  competence  of  the  peer  review  team  which 
gave  "clean  opinions  to  a  reviewed  firm  which  was  then  found  grievously  defi- 
cient? It  might  turn  out  that  incompetent  peers  were  being  reviewed  by  peers, 
in  the  literal  sense  of  the  word. 

4.  And  this  to  me  was  the  most  disturbing  inference.  I  had  taken  careful  note 
of  the  facts  and  conclusions  set  down  in  Release  Nos.  10  and  48  (involving 
Aetna  Life  and  Charter  Corp.,  respectively).  There  is  no  question  but  that 
GAAP  proscribed  the  accounting  practices  complained  of  by  the  SEC,  thereby 
requiring  the  companies  to  restate  their  previously  promulgated  financial  state- 
ments. However,  in  neither  instance  did  the  SEC  deem  it  appropriate  to  proceed 
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against  Peat  Marwick — the  independent  auditor  for  each  of  these  registrants — 

in  fact,  the  accounting  and  auditing  enforcement  releases  do  not  even  refer  to 

the  firm. 

Clearly,  I  have  responded  to  the  hypothetical  question  raised  by  Professors 
Bremser  et  al.,  by  asserting  flatly  that  there  is  an  undoubted  "indication  that 
smaller  auditing  firms  may  be  more  susceptible  to  SEC  sanctions  than  larger  au- 
diting firms''. 

The  Double  Standard  in  the  White  House  and  HUD 

Nor  does  the  double  standard  end  with  the  SEC.  For  example,  when  the  White 
House  found  it  necessary  to  initiate  a  surprise,  weekend  probe  of  the  accounts  of 
its  travel  office,  it  designated  a  maior  accounting  firm  whose  "fingerprints"  were 
identified  with  some  of  the  financial  institutions  requiring  bailouts  from  the  tax- 
payers' pockets. 

And  now,  according  to  a  front-page  article  in  The  New  York  Times  for  Sunday, 
June  20,  1993,  a  report  from  a  major  accounting  firm  engaged  by  the  Department 
of  Housing  and  Urban  Development  determined  the  true  extent  of  the  potential  bur- 
den against  the  taxpayers  resulting  from  lack  of  prudence,  integrity,  and  effective 
management  at  HUD. 

As  it  happens,  the  firm  thus  designated  to  determine  the  truth,  the  whole  truth 
and  nothing  but  the  truth  at  HUD  is  the  very  same  firm  which  severely  com- 
promised the  truth  at  the  Florida  life  insurer;  it  was  the  firm  which  was  severely 
chastised  by  Senator  Nunn  for  its  lack  of  integrity  when  it  was  responsible  for  the 
independent  audit  of  that  enterprise. 

It  may  well  be  that  HUD  was  swayed  by  the  firm's  commercial  advertising  during 
the  1993  Super  Bowl — an  act  which  would  have  been  deemed  professionally  obscene 
but  a  generation  ago. 

What  we  have  in  all  of  these  contradictions  is  what  the  late  Senator  Fulbright 
dubbed  the  "Arrogance  of  Power."  Or  is  it  really  the  "Power  of  Arrogance." 

What  I  also  find  incredible  in  this  HUD  denouement  is  that  it  warrants  a  mid- 
1993  audit  and  front-page  story.  No  pretense  is  made  to  a  power  of  prophecy;  none- 
theless, I  point  to  my  1990  "Accountancy  and  Society"  article6  in  which  I  discoursed 
on  the  "Augean  Stables  at  HUD"  after  discussing  in  some  detail  HUD's  Inspector 
General's  Report  No.  19,  covering  the  period  October  1987-March  1988.  That  report 
included  a  box  score  of  perfidious  conduct  involving  various  programs  under  the 
aegis  of  the  department. 

My  essay  included  the  following:  "Consistent  with  the  crie  de  coeur  in  the  S&L 
saga,  I  ask,  "Where  were  the  ostensibly  independent  auditors  for  the  business  enter- 
prises? Where  should  they  have  been?"  After  all,  whether  it  be  for  these  business 
enterprises  in  the  S&L  or  HUD  situations,  a  critical  responsibility  of  the  independ- 
ent auditor  is  the  probe  of  the  entity's  system  of  internal  control." 
My  discourse  concluded  with  the  query,  "So  What  Went  Awry?": 

Most  certainly  the  Inspector  General  has  noted  some  most  critical  areas  of  con- 
cern; nonetheless,  his  letter  of  transmittal,  and  even  more  so,  the  report,  per  se, 
reads  essentially  as  a  progress  report,  or  a  statistical  abstract,  regarding  problems 
encountered,  pursued  and  in  process  of  resolution.  Absent  is  the  sense  ot  urgency 
or  stridency  which  would  have  sounded  a  tocsin  for  the  understaffed  and  over- 
worked congressional  committees  and  their  staffs.  Nowhere  do  we  find  a  presen- 
tation of  the  enormity  of  the  contingent  burdens  against  the  taxpayers  which  will 
flow  from  an  eventual  bailout  of  the  government's  insurance  or  guarantee  pro- 
grams. For  me  the  report  reads  much  like  that  emanating  from  the  head  of  a 
sanitation  department  detailing  the  quantities  of  garbage  removed — but  failing  to 
note  the  piles  left  behind. 

Regarding  Internal  Control 

The  AICPAs'  "Meeting  the  Needs"  monograph  includes  the  following  proposal  for 
insuring  confidence  in  the  corporate  accountability  process: 

To  provide  further  assurance  to  the  investing  public,  we  join  the  POB  in  calling 
for  a  statement  by  management,  to  be  included  in  the  annual  report,  on  the  effec- 
tiveness of  the  company!  internal  controls  over  financial  reporting  accompanied 
by  an  auditor's  report  on  management  assertions.  An  assessment  by  the  independ- 
ent auditor  will  provide  assurance  to  investors  as  to  management's  statement. 
The  internal  control  system  is  the  main  line  of  defense  against  fraudulent  finan- 
cial reporting.  The  investing  public  deserves  an  independent  assessment  of  that 
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line  of  defense,  and  management  should  benefit  from  the  auditor's  perspective  and 
insights.  We  urge  the  SEC  to  establish  this  requirement. 

The  Bourbon  Kings  Are  Still  In  the  Saddle 

This  proposal  struck  me  as  ironic,  and  even  cynical.  I  recall,  as  though  it  were 
but  yesterday  when,  in  1978,  the  SEC  proposed  regulations  which  would  have  re- 
quired just  such  a  statement  by  management,  accompanied  by  the  independent 
auditor's  imprimatur.  Those  regulations  were  proposed  by  the  Commission  because 
it  had  committed  itself  to  just  such  a  promulgation  as  an  incident  to  the  enactment 
of  the  Foreign  Corrupt  Practices  Act  of  1977. 

But  then  I  recall,  also  most  vividly,  the  intensive  campaign  waged  by  the  cor- 
porate establishment  to  compel  the  SEC  to  abort  its  proposals,  and  the  intensity 
with  which  the  AICPA  led  in  that  ignoble  pursuit.  To  help  me  refresh  my  recollec- 
tions of  that  saga,  I  reviewed  the  relevant  segment  of  my  Truth  About  Corporate 
Accounting;  it  is  included  with  the  statement  as  Appendix  B. 

As  should  be  apparent  from  that  writing,  I  applauded  the  SEC's  proposed  regula- 
tions and  regrettea  their  withdrawal.  What  I  find  incredible  is  that  the  AICPA  now 
comes  before  the  public  with  an  ostensibly  new  concept  as  though  it  were  being  in- 
scribed on  a  clean  slate. 

Empower  the  Independent  Audit  Committee 

And  then,  the  AICPA  comes  forth  with  yet  another  proposal  to  instill  confidence 
in  the  accountability  process,  namely,  to  increase  the  effectiveness  of  the  independ- 
ent audit  committees  of  the  boards  of  directors  of  publicly-owned  enterprises.  Thus, 
according  to  TWeeting  the  Needs": 

Additional  steps  can  be  taken,  with  the  support  of  the  business  community,  to 
secure  public  confidence  in  the  independent  audit  and  the  financial  reporting  sys- 
tem. SEC  registrants  and  other  publicly  accountable  organizations  should  be  re- 
quired to  have  audit  committees  composed  entirely  of  independent  directors  when- 
ever practicable.  The  audit  committee  members  should  be  charged  with  specific 
responsibilities,  including  overseeing  the  financial  reporting  process,  and  rec- 
ommending appointment  of  the  entity  s  auditors. 

One  could  not  possibly  object  to  that  proposal  any  more  than  one  might  object  to 
motherhood,  apple  pie  or  the  Fourth  of  July.  But  then  there  is  the  question,  "What 
took  them  so  long?  More  importantly,  the  proposal  might,  possibly  catch  up  with 
the  corporate  environment  as  it  may  have  prevailed  in  a  more  bucolic  era  of  cor- 
porate complexity;  it  is  not  responsive  to  the  prevailing  "landscape"  of  corporate 
multinationality  and  conglomeration  of  activities. 

By  all  means  there  is  a  compelling  need  for  effective  independent  audit  commit- 
tees, but  to  make  them  really  effective,  the  members,  no  matter  how  detached  they 
may  be  from  management  require  expert  assistance  to  fulfill  the  responsibilities 
presumed  to  have  been  vested  in  them.  To  that  end  I  have  urged  that  each  commit- 
tee have  the  support  of  a  consortium  of  experts  appropriate  to  the  particular  cor- 
porate circumstances.  This  group  would  include  legal  and  accounting  expertise  and, 
where  appropriate,  scientific,  engineering,  environmental,  human  relations,  etc. 

My  1981  Truth  About  Corporate  Accounting  considered  this  matter  in  some  detail, 
especially  the  recommendations  by  Justice  Arthur  J.  Goldberg  and  the  legislative 
proposal  by  Senator  Howard  Metzenbaum;  that  phase  of  my  discourse  is  included 
with  this  statement  as  Appendix  C. 

Going  back  to  the  situations  described  in  the  foregoing  "Desecration"  section,  I  am 
confident  that  had  the  audit  committees  been  fully  informed  regarding  the  respec- 
tive game  plans  being  implemented  by  management,  and  had  they  been  made  to 
confront  the  "fiakyness"  ofthe  various  procedures,  however  subsumed  under  GAAP/ 
GAAS,  they  would  have  responded  with  a  sense  of  outrage.  Most  likely,  the  inde- 
pendent audit  committees  were  given  short  shrift  by  the  independent  auditors — as- 
suming that  they  were  given  any  "shrift"  at  all.  And  in  this  connection  my  1985  tes- 
timony before  a  congressional  committee  regarding  the  auditor's  role  in  the  E.  F. 
Hutton  collapse  comes  to  mind.  Oh  how  the  ostensibly  independent  members  of  the 
audit  committees  were  treated  as  babes  in  the  wood,  and  left  there.  My  testimony 
appears  in  the  October  3,  1985,  Hearings  of  the  Subcommittee  on  Crime  of  the  U.S. 
House  of  Representatives  Committee  On  the  Judiciary,  "E.  F.  Hutton  Mail  and  Wire 
Fraud  Case  (2)." 

The  Summing  Up 

By  way  of  rounding  out  this  presentation,  I  want  to  make  clear  that  I  am  neither 
unmindful  of  nor  unsympathetic  with  the  sense  of  outrage  which  my  colleagues  feel 
when  they  believe  they  are  unjustly  accused  of  a  failure  to  fulfill  their  professional 
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responsibilities  in  particular  cases.  I  know  how  I  felt  when,  back  in  1976,  Saul 
Steinberg  took  umbrage  at  my  article  in  Barron's  critical  of  his  Reliance  Insurance 
Co.  enterprise.  I  know  that  the  libel  action  initiated  at  his  behest  in  the  U.S.  Dis- 
trict Court  was  intended  more  to  discourage  me  from  writing  about  his  financial  em- 
pire's activities  than  for  the  mere  millions  he  was  requesting  from  Barron's  and  me 
as  damages. 
I  know  the  enormous  cost  in  fees,  mental  and  physical  anguish  caused  by  the  liti- 

Sation  extending  for  more  than  a  year — before  we  obtained  two  important  reported 
ecisions  and  summary  judgment  from  U.S.  Southern  District  Judge  Charles 
Brieant.  I  know  that  I  was  tempted  to  strike  back  to  obtain  some  retribution  from 
Saul  Steinberg  for  the  serious  burdens  put  upon  me — but  then  I  focused  on  the  cost- 
benefit  calculus,  and  determined  to  move  forward. 

For  those  who  might  be  interested  Judge  Brieant's  opinions  are  reported  at  428 
Fed.  Supp.  200  (March,  1977)  and  442  Fed.  Supp.  1341  (Sept.  1977);  the  saga  is  re- 
told as  Chapter  12,  "Deep  Throat  in  the  Executive  Suite"7  of  my  "Truth  About  Cor- 
porate Accounting". 

And  then  there  was  another  action  which  I  was  constrained  to  defend  about  a 
score  of  years  ago  as  a  member  of  some  administrative  committee  of  an  insurance 
"reciprocal."  The  entity,  a  cooperative,  was  engaged  in  insuring  high-risk  doctors  in 
California.  Because  oi  mounting  losses  the  entity  was  constrained  to  assess  the  par- 
ticipating doctors.  One  of  them,  acting  in  behalf  of  a  group,  brought  action  against 
all  available  "deep  pockets" — including  myself.  The  case  was  thrown  out  of  court — 
but  not  without  costs,  in  material  and  psychic  terms. 

In  retrospect  these  experiences  might  be  seen  to  have  had  a  salutary  effect.  The 
Reliance  experience  has  made  me  even  more  circumspect  in  my  critiques;  the  insur- 
ance experience  informed  me  that  no  matter  how  innocuous  the  corporate  designa- 
tion may  be,  and  even  if  it  is  presumed  to  be  pro  bono,  accept  the  designation  only 
after  careful  inquiry  regarding  its  responsibilities — and  then  make  certain  the  re- 
sponsibilities are  fulfilled  most  diligently. 

In  various  contexts  in  this  statement  reference  was  made  to  my  previous  testi- 
monies and  writings  extending  over  a  quarter  of  a  century.  This  was  not  intended 
to  demonstrate  any  special  foresight;  to  the  contrary,  the  objective  is  to  point  up  the 
fact  that  the  challenges  confronting  the  profession  presently  are  entirely  consistent 
with  those  of  prior  decades. 

At  various  times  during  that  period,  the  profession's  hierarchy  engaged  in  "dam- 
age control"  by  promulgating  new  programs  and  making  new  promises — followed  by 
crises  at  even  higher  levels  and  greater  magnitude  of  adverse  consequences.  And  so 
it  is  presently;  we  have  presentations  from  the  AICPA  and  POB,  both  are  to  be  ap- 
plauded for  what  they  say — they  are  not  adequately  responsive  to  the  challenges 
and  needs  of  the  present,  and  most  certainly  not  of  the  future. 

The  thrust  of  tnis  presentation  can  be  summed  up  most  succinctly,  thus:  My  pro- 
fession has  failed  to  recognize,  or  at  least  meaningfully  to  respond  to,  the  respon- 
sibilities vested  in  it  by  society.  To  exacerbate  that  condition  the  regulatory  and  self- 
regulatory  process  which  is  required  to  assure  the  effective  functioning  of  the  profes- 
sion is  severely  deficient  at  all  levels.  Accordingly,  the  only  meaningful  deterrent 
left  to  protect  society  is  the  "private  attorney  general"  process,  i.e.,  that  of  class-ac- 
tion suits. 

If  there  are  abuses  in  that  process,  we  must  leave  it  to  the  courts  and,  if  appro- 
priate, the  self-regulatory  process  in  the  legal  profession. 

Until  my  profession  does,  in  fact,  actually  meet  its  professional  commitment,  by 
performance  rather  than  promise,  I  am  opposed  to  the  legislation  proposed  designed 
to  create  a  system  of  "proportionate  liability"  for  negligence,  no  matter  how  reckless 
the  negligence,  short  of  criminal  fraud. 

Coda 

But  I  refuse  to  end  this  presentation  on  this  negative  note;  it  is  entirely  inconsist- 
ent with  my  professional  endeavors  and  outlook.  Instead,  herewith  the  "Prayerful 
Coda"  with  which  I  concluded  both  of  my  aforementioned  Critical  Perspectives  es- 
says: 

Would  that  there  are  sufficient  numbers  of  colleagues  in  practice  and  academe 
who  remain  inspired  by  and  committed  to  our  covenant  with  society,  thereby  dem- 
onstrating a  proper  respect  for  the  opinions  of  our  forebears,  and  by  so  doing  be- 
come deserving  of  a  high  regard  from  posterity. 


"The  "deep  throat"  epithet  is  derived  from  Judge  Brieant's  observation  that:  The  public  inter- 
est is  served  when  reporters  find  a  'Deep  Throat'  in  the  executive  suite,  and  when  an  accounting 
professor  spotlights  for  the  financial  press,  in  common  language,  business  dealings  he  regards 
as  improper,  improvident  or  unfair  to  investors." 
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And  finally,  I  point  to  the  conclusion  of  my  presentation  to  Beta  Alpha  Psi,  the 
accounting  honorary  society,  at  my  college: 

I  go  back  more  than  a  century  to  quote  U.S.  Supreme  Court  Justice  Oliver  Wen- 
dell Holmes:  When  addressing  his  "mistress,  the  law"  he  asserted  that  one  should 
feel  about  one's  profession  in  terms  of  the  feeling  of  the  knight  of  romance  for  his 
lady:  "It  is  not  enough  to  agree  that  his  lady  is  a  very  nice  girl;  if  you  do  not 
admit  that  she  is  the  best  that  God  ever  made  or  will  make,  you  must  fight." 

Generations  of  certified  public  accountants  have  felt  the  warmth  and  glow  of 
just  such  a  professional  fulfillment;  may  that  also  be  your  destiny. 
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The  Hochfelder  Setback 

In  May,  1976,  when  I  was  asked  to  testify  before  Congressman  John 
E.  Moss's  Committee  on  Oversight  and  Investigations,  I  said  that  the 
hope  for  upward  mobility  had  been  seriously  set  back  by  the  decision 
of  the  Supreme  Court  of  the  United  States  in  Ernst  &f  Ernst  v.  Hochfelder 
(425  U.S.  185,  March  30,  1976).  The  majority  opinion  of  the  Court 
stated  the  issue  at  the  outset  (it  should  be  noted  that  Ernst  &  Ernst, 
the  auditors,  were  the  defendant-petitioners;  Hochfelder  the  euchred 
plaintiff-respondent) : 

The  issue  in  this  case  is  whether  an  action  for  civil  damages  may  be 
under  Sec.  10(b)  of  the  Securities  Exchange  Act  of  1934  .  .  .  and  Securities 
and  Exchange  Commission  Rule  10b-5  .  .  .  in  the  absence  of  an  allegation  of 
intent  to  deceive,  manipulate  or  defraud  on  the  part  of  the  defendant  [emphasis 
mine]. 

After  an  exhaustive  analysis  of  the  semantics  of  the  1934  congres- 
sional enactment,  the  Court  decreed  that  "...  the  language  of  Section 
10(b)  .  .  .  clearly  connotes  intentional  misconduct  .  .  ."  (emphasis  sup- 
plied). Since  there  were  no  allegations  made  that  Ernst  &  Ernst  were 
accomplices  of  the  perpetrator  of  the  fraud  against  Hochfelder,  et  at, 
they  were  exculpated.  The  language  of  the  decision  would  appear  to 
require  a  direct  or  conspiratorial  involvement  on  the  part  of  the  auditors 
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to  support  an  action  under  Rule  10b-5.  The  majority's  decision  was 
put  into  clear  perspective  by  the  opening  paragraph  of  a  sharply  worded 
dissent  by  Justice  Blackmun: 

Once  again  .  .  .  the  Court  interprets  Sec.  10(b)  .  .  .  restrictivelv  and 
narrowly  and  therebv  stultifies  recovery  for  the  victim.  This  time  the  Court 
does  so  by  confining  the  statute  and  the  Rule  to  situations  where  the  defen- 
dant has  "scienter,"  that  is,  the  "intent  to  deceive,  manipulate,  or  defraud." 
Sheer  negligence,  the  Court  says,  is  not  within  the  reach  of  the  statute  and 
the  Rule,  and  was  not  contemplated  when  the  great  reforms  of  1933.  1934. 
and  1942  were  effectuated  by  Congress  and  the  Commission. 

Blackmun's  dissent  includes  an  impassioned  plea  for  holding  the 
auditors  responsible  for  their  apparently  conceded  negligence,  pointing 
up  the  critical  role  played  by  the  auditor  accountants  in  the  securities 
arena. 

Nevertheless,  the  Court  has  decreed  that  negligence  by  a  professional 
person  is  not  sufficient  to  hold  him  liable  to  those  victimized  by  his 
negligence,  even  though  the  person  claims  competence,  expertise,  and 
responsibility.  For  me  this  pretentious  claim  is  a  fraud  if  negligence  is 
a  hidden  factor  in  the  profession's  tool  box.  To  make  matters  even 
more  confusing,  there  are  those  legal  experts  who  are  asserting  that 
even  reckless  negligence  would  not  support  an  action  against  an  auditor 
under  10(b). 

Bv  Hochfelder  the  Court  has  set  back  the  process  of  the  accountant's 
responsibility  in  securities  matters  by  forty  years.  In  a  Yale  Law  Journal 
article,  December,  1933,  William  O.  Douglas  (then  a  professor  at  Yale) 
and  George  E.  Bates  commented  on  the  impact  of  the  developing  securi- 
ties legislation  on  accountants.  They  took  careful  note  of  Justice  Cardo- 
zo's  1931  decision  in  the  Ultramares  v.  Touche  case,  where  he  asserted 
that  negligence  per  se  would  not  support  an  action  by  third  parties; 
instead,  he  decreed  a  standard  of  gross  negligence  (hence,  constructive 
fraud).  The  Douglas-Bates  article  asserted: 

To  sav  the  least  the  Act  goes  as  far  in  protection  of  purchasers  of  securi- 
ties as  plaintiff  in  Ultramares  Corp.  v.  Touche  unsuccessfully  urged  the  New 
York  Court  of  Appeals  to  go  in  the  protection  of  a  creditor.  The  change 
which  that  court  thought  so  "revolutionary"  as  to  be  "wrought  by  legislation" 
has  been  made.  And  the  duty  placed  on  experts  such  as  accountants  has 
not  been  measured  by  the  expert's  relation  to  his  employer  but  by  his  service 
to  the  investor. 

The  authors  went  on  to  observe  that  this  burden  may  be  so  onerous 
as  to  discourage  "reputable  and  substantial  persons"  from  serving  as 
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experts.  "Nevertheless,"  they  continued,  "it  may  be  predicted  that  the 
fees  of  these  experts  will  measurably  increase.  .  .  ."  Assuredly  accoun- 
tants' fees  have  increased  measurablv  since  then.  But  the  Court  has 
now  put  the  investors  back  to  square  one,  insofar  as  their  relying  on 
the  auditors'  professed  expertise  under  the  1934  Act. 

As  a  consequence  of  the  Supreme  Court's  introduction  of  the  "scienter 
standard,"  it  becomes  necessary  for  a  plaintiff  in  a  Section  10(b)  action 
to  prove  without  a  doubt  that  the  auditor  was  a  willing  accomplice. 

The  Supreme  Court  did,  however,  leave  an  open  door  with  footnote 
12  to  the  Hochfelder  decision: 

fT]he  term  scienter  refers  to  a  mental  state  embracing  intent  to  deceive, 
manipulate,  or  defraud.  In  certain  areas  of  the  law  recklessness  is  considered 
to  be  a  form  of  intentional  misconduct  for  purposes  of  imposing  liability 
for  some  act.  We  need  not  address  here  the  question  whether  in  some  circumstances 
reckless  behavior  is  sufficient  for  civil  liability  under  Section  10(b)  and  Rule  10b-5 
[emphasis  mine]. 

That  footnote  has  produced  exhausting  analysis  by  courts,  lawyers, 
and  law  review  editors. 

The  Supreme  Court's  judgment  in  Hochfelder  has  not  been  unani- 
mously accepted  by  congressional  committees  responsible  for  the  over- 
sight of  the  accounting  profession.  For  example,  from  the  October,  1976, 
report  of  the  Moss  Committee:  "Legislation  amending  10(b)  of  the  Secu- 
rities and  Exchange  Act  of  1934  is  needed  to  protect  the  public  against 
negligence  by  accountants  and  others,  regardless  of  intent  to  deceive 
or  defraud." 

And  from  the  November,  1977,  Report  of  the  Subcommittee  on  Re- 
ports, Accounting  and  Management — the  one  headed  by  the  late  Senator 
Lee  Metcalf: 

The  goals  set  forth  in  this  report  are  designed  to  strengthen  the  practice 
of  independent  auditing  in  the  private  sector  so  that  government  involvement, 
especially  at  the  Federal  level,  will  be  minimized.  Accordingly,  the  subcommit- 
tee stronglv  supports  enforcement  mechanisms  to  make  the  system  work  in 
the  private  sector  without  extensive  Federal  participation.  Testimony  dunng 
the  subcommittee's  accounting  hearings  clearly  demonstrated  that  potential 
legal  liability  for  negligence  is  the  most  effective  mechanism  for  assunng 
that  independent  auditors  perform  their  public  responsibilities  competently 
and  diligently. 

The  subcommittee  believes  that  independent  auditors  of  publicly  owned 
corporations  should  be  liable  for  their  negligence  to  private  parties  who 
suffer  damages  as  a  result.  The  "private  attorney-general"  concept — which 


389 

The  Enforcers  45 

permits  private  parties  to  recover  damages  through  the  judicial  system — 
serves  the  public  best  because  it  provides  incentive  for  independent  auditors 
to  perform  responsiblv  while  compensating  private  parties  who  have  actually 
suffered  damages  through  the  proven  negligence  of  errant  auditors.  To  be 
effective,  the  svstem  must  allow  access  to  the  judicial  process  for  parties 
claiming  damages,  and  auditors  found  negligent  should  not  receive  special 
treatment  bv  having  their  liability  artificiallv  limited  by  law. 

And  when,  in  late  1978,  Congressman  Moss  introduced  his  bill  to 
regulate  the  accounting  profession,  he  addressed  the  Hochfelder  issue 
as  follows  ("Liability  of  Accounting  Firms"): 

Sec.  10.  (a)  Anv  independent  public  accounting  firm  shall  be  liable  for 
anv  damages  sustained  by  any  private  party  as  a  result  of  such  party"s  reliance 
on  an  audit  report  by  such  firm  with  respect  to  a  financial  statement,  report, 
or  other  document  filed  with  the  Commission  under  any  Federal  securities 
law,  if  such  accounting  firm  was  negligent  in  the  preparation  of  such  audit 
report. 

(b)  Any  person  suffering  damages  described  in  subsection  (a)  of  this 
section  may  bring  an  action  in  the  appropriate  district  court  of  the  United 
States  against  the  allegedly  negligent  independent  public  accounting  firm. 

The  Redington  Decision  of  the  Supreme  Court 

But  then,  in  June,  1979,  the  Supreme  Court  dropped  another  shoe — 
its  decision  in  Touche  Ross  CJf  Co.  v.  Edward  S.  Redington,  442  U.S.  560. 

Justice  Rehnquist's  opener  (in  the  opinion  written  in  behalf  of  himself 
and  six  of  his  colleagues)  was  as  follows: 

Once  again,  we  are  called  upon  to  decide  whether  a  private  remedy  is 
implicit  in  a  statute  not  expressly  providing  one.  .  .  .  Here  we  decide  whether 
customers  of  securities  brokerage  firms  that  are  required  to  file  certain  finan- 
cial reports  with  regulatory  authorities  by  Section  17(a)  of  the  Securities 
Exchange  Act  of  1934  have  an  implied  cause  of  action  for  damages  under 
Section  17(a)  against  accountants  who  audit  such  reports  based  on  misstate- 
ments contained  in  the  reports. 

The  case  arose  from  the  fact  that  Weis  Securities,  Inc.,  a  registered 
broker-dealer,  went  "belly  up"  in  1973.  Edward  Redington  was  desig- 
nated as  the  trustee  in  liquidation,  whereupon  he  instituted  suit  against 
Touche  Ross  for  the  benefit  of  the  Securities  Investors  Protection  Corpo- 
ration (SIPC),  which  had  provided  the  funds  to  discharge  Weiss  liability 
lo  its  customers  as  required  by  the  act  which  created  SIPC. 

Touche  Ross,  as  Weis's  auditors,  had  prepared  for  filing  with  the 
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P.  37  ASR  1 53:  '"Findings,  Opinion  and  Order  Accepting  Waiver  and  Consent 
and  Imposing  Remedial  Sanctions  in  the  Matter  of  Touche  Ross  & 
Co.,"  February  25,  1974. 

P.     41     The  Xew  York  Times  article:  (re  Corp  Crime),  July  15,  1979,  p.  1. 

P.  43  The  "reckless  negligence"  references:  See  e.g.,  Douglas  S.  Liebhafsky, 
"Accountants'  Liability-Recent  Developments,"  Xew  York  Law  Journal, 
July  23.  1979,  fns.  3  and  4. 

P.  43  The  Douglas-Bates  article:  William  O.  Douglas  and  George  E.  Bates, 
"The  Federal  Securities  Act  of  1933,"  Yale  Law  Journal,  December, 
1933,  p.  171. 

P.     43     The  L'ltramares  case:  i'ltramares  v.  Touche,  cited  as  255  NY  170  (1931). 

P.  45  The  legislation  proposed  by  Congressman  Moss:  HR  13175  entitled 
"A  Bill  to  Establish  a  National  Organization  of  Securities  and  Exchange 
Commission  Accountancy  and  for  Other  Purposes." 

P.  46  The  Arthur  Young  Geotek  litigation:  Citations  are:  426  Fed  Supp.  715 
(1977)  affd.  590  F  2d  785  (CCA-9,  1979). 

P.  47  Allegations  re  Geotek  transactions:  Securities  and  Exchange  Commis- 
sion brief  on  appeal. 

P.  48  The  Aarons  decision:  Cited  as  Peter  Aarons  v.  Securities  and  Exchange  Com- 
mission—U.S.— .  Case  No.  79-66,  100  S.  Ct.  1945  (June  2,  1980). 

P.     49    The  Briston-Perks  article:  Accountancy,  November,  1977,  p.  48. 

4.  Fiddlers  on  the  Roof 

P.  57  In  August,  1980,  the  FASB  exposed  for  consideration  by  interested 
parties  a  revised  "standard"  for  accounting  for  foreign  currency  transla- 
tion. The  principal  provisions  of  this  proposed  phenomenon  would 
include: 

Abandonment  of  the  temporal  method  used  in  FASB  Statement  No. 
8  in  most  situations,  for  the  net  investment  or  current  rate  method, 
whereby: 

All  assets  and  liabilities  (including  inventories  and  fixed  assets)  are 
to  be  translated  from  the  foreign  entity's  functional  currency  (the 
primary  currency  of  the  economic  environment  in  which  the  entity 
conducts  its  operations)  into  the  reporting  entity's  (parent  or  inves- 
tor's) currency  by  using  the  current  exchange  rate  in  effect  at  the 
end  of  the  fiscal  period. 

All  revenue  and  expenses  are  to  be  translated  at  a  weighted  average 
current  exchange  rate. 

Adjustments  resulting  from  translating  the  foreign  currency  state- 
ments (called  foreign  translation  "gains  and  losses"  in  FASB  State- 
ment No.  8)  are  to  be  accumulated  and  reported  in  a  special  section 
of  stockholders'  equity. 

This  accumulated  equitv  adjustment  from  translation  of  foreign  cur- 
rency statements  is  to  be  included  in  income  in  full  or  in  part  upon 
complete  or  partial  liquidation  of  the  investment  in  the  foreign  units. 
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Corrupting  the  FCPA 

Surely,  this  legislation  should  have  given  rise  to  a  hosanna  from 
my  colleagues  in  practice;  Uic  Congress  had  given  legislative  approval 
to  our  auditing  standards  pertaining  to  internal  control.  Our  corporate 
clients  were  told  that  henceforth  their  endeavors  to  mislead  us  might 
lead  to  criminal  indictments  and  even  convictions.  This  was  something 
which  many  of  my  colleagues  were  urging  in  the  wake  of  Corporate 
Watergate.  How  did  the  accounting  profession  respond  to  this  new  con- 
gressional mandate? 

Sadly,  this  new  cloak  of  authority  and  legitimacy  for  our  profession 
was  loo  heavy  for  our  shoulders.  In  any  event,  my  colleagues  determined 
to  join  with  corporate  managements  in  resisting  the  endeavors  by  the 
Securities  and  Exchange  Commission  to  implement  the  legislation. 

An  obituary  for  the  brave  new  world  created  by  the  FCPA  appeared 
in  the  January  19,  1980,  Economist:  "SEC-Softcr  Yet:  A  staged  retreat 
by  the  Securities  and  Exchange  Commission  threatens  to  become  a  rout 
as  it  thinks  again  about  how  to  interpret  the  accounting  provisions  of 
anti-bribery  laws." 

The  reason  for  this  lament  was  the  negative  response  from  the  busi- 
ness community  (and  their  stalwart  professional  representatives)  to  the 
April,  1979,  SEC  proposals  to  give  circct  to  the  accountancy  provisions 
of  the  1977  enactment.  Even  these  proposed  regulations  were  watered 
down.  All  that  was  to  be  required  was:  First,  that  the  books,  records, 
and  accounts  accurately  and  fairly  reflect,  in  reasonable  detail,  the  trans- 
actions and  disposition  of  assets,  and,  second,  that  companies  must  de- 
vise and  maintain  a  system  of  internal  controls. 

The  SEC  then,  in  line  with  what  it  saw  as  Congress's  intent,  also 
proposed  that,  after  December  14,  1979,  annual  reports  should  contain 
a  statement  from  management  saying  the  internal  controls  provided 
"reasonable  assurance"  of  achieving  their  objectives,  and  a  year  later 
should  contain  an  auditor's  certified  opinion  on  this  management  state- 
ment. 

Those  familiar  with  the  history  of  the  legislation  might  recall  that 
when,  in  1976,  the  FCPA  was  going  through  the  congressional  mill, 
the  then  SEC  Chairman  Roderick  Hills  stated  flatly:  "upon  passage  of 
this  legislation  we  would,  of  course,  impose  a  requirement  upon  outside 
auditors  that  they  certify  the  adequacy  of  such  (internal)  controls." 

This  promise  notwithstanding,  in  November  1979,  the  SEC,  now 
under  President  Carter's  Chairman  Williams,  withdrew  the  proposed 
implementation  rules  for  further  deliberations.  This  abdication  of  re- 
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sponsibility  by  the  SEC  (permitting  a  corresponding  abdication  by  my 
colleagues  in  the  accounting  profession)  has  not  induced  distress  among 
my  colleagues. 

The  FCPA:  "RIP" 

If  the  foregoing  was  the  obituary  for  the  SKC's  endeavors  to  imple- 
ment the  congressional  mandate  insofar  as  the  internal  control  provi- 
sions of  the  FCPA  were  concerned,  its  requiem  was  "sung"  in  a  June 
6,  1980,  "Statement  of  Management  and  Internal  Accounting  Control: 
Withdrawal  of  Proposed  Rules." 

According  to  this  promulgation,  the  SEC's  decision  to  abort  the  pro- 
posed certification  requirements  was  motivated,  in  part,  by  ils  "determi- 
nation that  the  private  sector  initiatives  .  .  .  have  been  significant  and 
should  be  allowed  to  continue." 

The  Commission  will  be  studying  the  progress  of  these  "private 
initiatives"  over  a  three-year  period,  and  then  will  give  further  consider- 
ation to  any  required  rule  making. 

Spring,  1980,  most  certainly  afforded  the  Commission  a  solid  basis 
for  hoping  that  the  private  sector  will,  in  fact,  proceed  to  develop  the 
initiatives  for  effective  disciplining  of  the  internal  control  system,  at 
all  levels  of  the  corporate  structure,  and  that  the  independent  attesting 
auditors  would  proceed  diligently  to  point  up  and  act  with  intrepidity 
to  weed  out  any  misuses  and  abuses  of  corporate  resources — even  if 
such  misuse  and  abuse  should  occur  at  the  highest  levels  of  their  clients' 
organization. 

After  all,  did  not  the  spring  of  that  year  produce  the  miracles  wrought 
by  Genuine  Risk  and  Tcmperence  Hill? 
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to  which  the  resources  of  the  company  were  and  should  be  utilized  to  minirgpe 
time  spent  by  the  outside  auditors;  (t)  any  significant  transactions  vpich 
are  n\a  normal  part  of  the  company's  business;  (/)any  change  in  accounting 
principles;  (g)  all  significant  adjustments  proposed  by  the  auditorVf  AJ  any 
recommendations  which  the  independent  accountants  may  have  wJm  respect 
to  improving\nternal  financial  controls,  choice  of  accounting  g^nciples.  or 
management  reporting  systems. 

iv.  It  should  inquireNof  the  appropriate  company  personnel^hd  the  indepen- 
dent auditors  as  to  anyNnstances  of  deviations  from  established  codes  of  con- 
duct of  the  company  ancweriodically  review  such  polices. 

v.  It  should  meet  with  the  company's  financial  staffJBt  least  twice  a  year  to 
review  and  discuss  with  them  fhe  scope  of  iniernaVaccounting  and  auditing 
procedures  then  in  effect;  and  tKe  extent  to  whjrn  recommendations  made 
by  the  internal  staff  or  by  the  independent  a/tountants  have  been  imple- 
mented. 

vi.  It  should  prepare  and  present  to\hX  company's  board  of  directors  a 
report  summarizing  its  recommendati^  with  respect  to  the  retention  (or 
discharge)  of  the  independent  acco<yrtan\s  for  the  ensuing  year. 

vii.  It  should  have  the  power  tojflirect  an\l  supervise  an  investigation  into 
any  matter  brought  to  its  attention  within  tKe  scope  of  its  duties  (including 
the  power  to  retain  outside  counsel  in  connect^n  with  any  such  investigation). 

In  addition,  the  AudiyCommittee  shall  have\|he  following  special  duties, 
functions  and  responsibilities: 

viii.  Review,  eitherJry  the  Committee  as  a  whole  or\y  a  designated  member, 
all  releases  and  oJner  information  to  be  disseminatecV  .  .  (by  the  company] 
to  press  mediar  the  public,  or  shareholders  .  .  .  which  concern  disclosure 
of  financial  Renditions  of  and  projections  of  financial  conditions.  .  .  . 

ix.  Revie^of  the  activities  of  the  officers  and  directors  ^"  Killearn  as  to 
their  fu/ure  dealing  with  the  company  and  take  any  action ^he  Committee 
may  a/em  appropriate  with  regard  to  such  activities. 


Mr.  Justice  Goldberg's  Proposals 

When,  in  late  1972,  Arthur  J.  Goldberg  resigned  from  membership 
onTWA's  board  of  directors,  he  described  the  difficult  plight  of  a  consci- 
entious director,  saying,  "The  outside  director  is  simply  unable  to  gather 
enough  independent  information  to  act  as  a  watchdog  or  sometimes 
even  to  ask  good  questions.  When  presented  with  the  agenda  of  the 
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board  meeting,  the  director  is  not  basically  equipped  to  provide  any 
serious  input  into  the  decision.  Realistically,  it  has  already  been  made 
by  management.  .  .  ." 

To  help  remedy  this  condition  he  proposed  the  establishment  of  a 
"committee  of  overseers  of  outside  directors."  Such  a  committee  would 
be  "generally  responsible  for  supervising  company  operations  on  a  broad 
scale  and  make  periodic  reports  to  the  board."  To  permit  the  effective 
fulfillment  of  the  committee's  responsibilities,  the  former  justice  pro- 
posed: 

To  perform  these  duties  adequately  this  committee  would  need  authori- 
zation to  hire  a  small  staff  of  experts  who  would  be  responsible  only  to 
the  board  and  would  be  totally  independent  of  management  control.  In  addi- 
tion, the  committee  should  also  be  empowered  to  engage  the  services  of 
consultants  of  the  highest  competence. 

As  the  eyes  and  ears  of  the  directors,  these  independent  experts  and 
their  staff  assistants  and  consultants  would  look  into  major  policy  questions 
and  report  to  the  committee  and  through  them  to  the  board  as  a  whole 
before  decisions  are  taken  on  management  recommendations. 

The  fundamental  responsibility  of  these  experts,  staff,  and  consultants 
would  be  to  provide  an  independent  source  of  expertise  for  the  board.  .  .  . 
In  addition,  it  would  reassert  the  position  of  the  board  as  a  focal  point  for 
creative  policy  input  for  corporate  decisions. 


The  membership  of  this  group  of  expert  advisers  should  include  repre- 
sentatives from  widely  divergent  areas  of  expertise. 

For  technical  aspects  of  product-line  development,  scientific  advisers 
should  be  recruited.  For  a  look  at  future  markets  and  the  desires  of  the 
public,  a  demographic  expert  and  consumer  adviser  should  be  consulted. 
To  ensure  compliance  with  truth-in-advertising  standards,  an  outside  adver- 
tising consultant  might  be  utilized. 

Other  possible  experts  might  include  an  independent  auditor  to  assure 
the  soundness  of  the  accounting  techniques  used  by  the  corporation  and  a 
disinterested  independent  financier  (for  example,  a  retired  executive  of  an 
investment  banking  house)  to  ascertain  whether  the  operations  are  being 
frugally  financed. 

Finally,  some  employee  representatives  might  be  consulted  for  their  inde- 
pendent view  of  the  performance  of  the  corporation  from  their  perspective. 
Permanent  staff  assistants  to  the  overseer  committee  could  perform  most 
of  the  investigative  work  necessary  for  the  use  of  the  experts. 

In  short,  such  a  committee  of  the  board  should  be  capable  of  probing 
and  judging  the  decision  making  of  the  corporate  enterprise  to  assure 
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its  optimal  functioning  in  behalf  of  shareholders,  creditors,  employees, 
governments,  and  the  public  in  general. 

Senator  Metzenbaum's  Proposals 

Also  of  interest  in  this  connection  are  the  provisions  of  a  bill  intro- 
duced by  Senator  Howard  Metzenbaum  in  April,  1980.  That  bill  (S. 
2567),  The  Protection  of  Shareholders' Act  of  1980,  was  intended  "to  establish 
Federal  minimum  standards  relating  to  composition  of  corporate  boards, 
duties  of  corporate  directors,  audit  and  nomination  committees,  share- 
holders' rights  and  for  other  purposes." 

This  bill  would  apply  to  publicly  owned  American  corporations  with 
500  or  more  shareholders  and  with  substantial  properties  or  sales  volume 
(as  defined  by  the  bill,  Section  3). 

To  begin  with,  such  corporations  would  be  constrained  to  elect  to 
their  boards  of  directors  a  majority  of  independent  directors,  i.e..  those 
who  have  no  conflicting  entangling  alliances  with  the  corporation  or 
its  chief  executive  (as  defined  by  Section  5). 

And  then,  the  affected  entities  were  to  be  required  to  have  audit 
committees  comprised  entirely  of  such  independent  directors;  S.  2567 
then  sets  down  certain  of  the  duties  of  that  committee,  to  wit: 


Audit  Committee 

Sec.  6.  (a)  The  board  of  directors  of  an  affected  corporation  shall  establish 
and  maintain  an  audit  committee  composed  solely  of  persons  who  are  not 
described  in  subsection  (b)  of  section  5  of  this  Act. 

(b)  It  shall  be  the  function  of  the  audit  committee,  in  addition  to  any 
other  functions  agreed  to  by  the  board  of  directors,  to — 

(1)  review  the  arrangements  and  scope  of  the  independent  audit  ex- 
amination; 

(2)  review,  upon  completion  of  the  audii,  (he  following  items  with 
the  principal  firm  of  independent  auditors  engaged  by  the  affected  corpo- 
ration: 

(A)  any  report  or  opinion  proposed  to  be  rendered  in  connection 
with  the  audit; 

(B)  the  extent  to  which  the  resources  of  the  affected  corporation 
were  and  should  be  utilized  to  minimize  the  time  spent  by  the  indepen- 
dent auditors; 

(C)  any  significant  transactions  detected  during  the  audit  which 
were  unrecorded,  unauthorized,  or  not  adequately  supported; 
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Summary 

The  proposals  advocated  by  the  accounting  industry  in  Hit.  417  and  S.  3181  in  the 
last  Congress  to  curtail  joint  and  several  liability  and  to  impose  the  "English  Rule" 
of  cost  shifting  in  securities  litigation  are  regressive,  counterproductive,  and  anti- 
consumer.  They  would,  in  a  perverse  fashion,  reward  years  of  the  auditing  profes- 
sion kowtowing  to  the  wishes  of  corporate  management,  failing  to  perform  proper 
auditing  procedures,  refusing  to  implement  serious  reform  of  certain  questionable 
accounting  industry  practices,  and  then  engaging  in  expensive  scorched-earth  defen- 
sive litigation  practices. 

Without  putting  its  own  house  in  order,  I  do  not  believe  the  accounting  industry 
can  credibly  ask  Congress  to  essentially  free  it  from  suits  for  wrongdoing.  And  make 
no  mistake:  this  is  precisely  what  the  accountants  are  asking  Congress  to  do— shield 
them  from  accountability. 

As  Federal  and  State  law  enforcement  officials — the  SEC  and  NASAA — made 
plain  at  the  committee's  June  17  hearing,  these  proposals  potentially  would  lead  to 
more  fraud  and  less  investor  protection  and  would  in  all  likelihood  have  an  adverse 
effect  on  the  ability  of  businesses  to  raise  capital.  These  same  concerns  have  been 
raised  by  virtually  every  major  consumer  group. 

More  to  the  point,  as  the  SEC  testified,  there  is  absolutely  no  evidence  of  an  "ex- 
plosion" of  securities  class-action  suits,  one  of  the  key  premises  underlying  the  argu- 
ments of  the  proponents  of  changing  the  current  system.  A  recent  report  to  the  SEC 
by  the  Big  Six  accounting  firms  admits  that  audit-related  litigation  against  them 
has  dropped  30  percent  in  the  last  three  years  (from  192  cases  filed  in  1990  to  141 
in  1992)  and  the  rate  of  dismissals  of  cases  against  them  by  the  courts  has  signifi- 
cantly increased,  even  though  the  amount  of  losses  resulting  from  blown  audits  has 
not  waned.  As  Chairman  Riegle  and  other  Members  of  this  committee  noted  at  the 
outset  of  the  last  hearing,  the  other  premise  underlying  the  "reform"  effort — that 
securities  class  actions  are  hurting  the  economy — is  demonstrably  false.  Stock  trad- 
ing, initial  public  offerings,  and  Wall  Street  profits  are  all  at  all-time  highs. 

The  current  system  of  private  enforcement  of  the  Federal  securities  laws  has 
worked  well.  It  has  served  as  an  "essential  supplement"  to  the  work  of  the  SEC  and 
the  State  regulators  in  deterring  fraud  and,  in  those  instances  where  deterrence  has 
failed,  it  has  allowed  defrauded  investors  a  chance  to  recover  their  damages.  This 
system  has  encouraged  investment  and  played  a  substantial  role  in  assuring  that 
the  United  States  has  the  most  vibrant  securities  markets  in  the  world. 

Accountants  play  an  essential  role  in  the  functioning  of  the  securities  markets 
since  accurate  financial  statements  provide  the  basis  for  making  any  and  all  invest- 
ment, credit  and  capital  decisions.  The  role  of  accountants  as  "public  watchdogs" 
concerning  the  reliability  of  published  financial  information — a  role  the  industry 
sought  for  itself  in  1933 — cannot  be  overstated. 

Unfortunately,  the  profession  over  the  years  has  repeatedly  failed  to  live  up  to  its 
responsibilities.  The  litany  of  problems  is  familiar  to  every  Member  of  the  commit- 
tee: clean  audit  opinions  routinely  given  to  savings  and  loans  shortly  before  the  in- 
stitutions became  insolvent  and  had  to  be  taken  over  by  the  Federal  Government; 
certification  of  materially  false  and  misleading  financial  statements;  and  an  auditor- 
client  revolving  door  fraught  with  conflicts  of  interest  and  self-dealing. 

The  response  of  the  industry  has  been  less  than  forthright,  to  say  the  least.  Rath- 
er than  attempting  to  address  the  very  serious  problems  within  the  profession  that 
have  led  to  massive  financial  frauds,  the  industry  has  poured  millions  into  a  lobby- 
ing campaign  to  have  the  securities  laws  changed  so  that  accountants  will  no  longer 
be  properly  accountable  to  the  victims  of  their  gross  failures.  Even  by  Washington 
standards,  this  is  a  remarkably  cynical  effort. 

What  the  industry  should  be  doing  is  cleaning  up  its  own  act.  And  there  is  much 
to  clean  up.  It  should,  for  example,  accept  the  responsibility  affirmatively  to  look 
for  and  report  fraud,  rather  than  waiting  for  Congress  to  impose  such  obligations 
through  legislation.  It  should  insist  on  absolute  independence  in  client  relationships 
and  an  end  to  the  auditor-client  revolving  door.  Along  this  line,  the  industry  should 
endorse  a  rotation-of-auditors  system  to  ensure  untainted  financial  analysis.  More- 
over, the  profession  should  demand  that  big  accounting  firms  exercise  greater  super- 
vision over  the  activities  of  their  individual  partners  and  local  offices. 

The  industry  should  also  take  simple  and  obvious  steps  to  assure  a  better  work 
product.  It  should  offer  better  practical  training  and  more  meaningful  outside  re- 
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view.  It  should  insist  on  more  adequate  risk  assessment  procedures  before  undertak- 
ing audits.  Accountants  should  also  take  on  increased  responsibility  for  interim  re- 
ports so  that  fourth  quarter  surprises  can  be  avoided. 

These  steps  would  solve  many  of  the  industry's  problems,  and  would  most  cer- 
tainly reduce  lawsuits  against  accountants.  Importantly,  these  steps  would  protect 
investors.  The  financial  information  they  receive  would  be  more  accurate,  and,  to 
the  extent  individuals  or  firms  still  engage  in  wrongdoing,  defrauded  investors 
would  retain  their  ability  to  take  the  malefactors  to  court  to  recover  their  damages. 

Until  the  accounting  industry  is  willing  to  take  these  steps,  and  to  end  its 
scorched-earth  litigation  tactics,  it  has  no  right  to  ask  Congress  to  insulate  it  from 
liability — while  leaving  the  consumers  of  financial  information  with  no  real  ability 
to  get  their  day  in  court  when  malfeasance  occurs. 

Congress  should  take  some  action  in  this  area — to  protect  the  rights  of  investors. 
Most  importantly,  Congress  should  adopt  a  more  realistic  statute  of  limitations  for 
securities  fraud  cases  that  would  allow  a  plaintiff  to  bring  suit  for  fraud  within  five 
years  of  the  purchase  of  the  securities  at  issue  or  within  three  years  of  his  or  her 
discovery  of  the  fraud.  This  would  prevent  those  who  commit  fraud  from  benefitting 
from  their  ability  to  conceal  their  wrongdoing  for  long  periods  of  time  in  hopes  that 
the  statute  of  limitations  will  expire. 

The  integrity  of  the  securities  markets  could  also  be  improved  by  requiring  ac- 
countants to  take  affirmative  steps  to  report  fraud.  Legislation  along  these  lines  has 
been  proposed  by  Representative  Wyden  (H.R.  574)  and  Senator  Kerry  (S.630). 

The  committee  should  reiect  the  self-interested  pleas  of  the  coalition  of  wrong- 
doers seeking  to  eliminate  the  rights  of  innocent  victims  of  securities  fraud.  Instead, 
it  should  take  steps  to  make  the  accounting  profession  more  accountable  to  the  pub- 
lic they  are  sworn  to  serve.  The  recent  history  of  financial  fraud  in  this  country 
speaks  volumes  of  the  need  for  higher  standards  of  accounting  practices. 

There  is  no  reason  to  change  the  system  of  private  enforcement  of  the  Federal 
securities  law  that,  in  addition  to  generating  billions  of  dollars  in  recoveries  for  de- 
frauded investors,  has  helped  ensure  the  leading  role  of  the  securities  markets  in 
this  country.  Rather,  the  committee  should  focus  on  the  need  to  make  auditors  more 
independent  and  accountable  to  the  investing  public.  Only  that  will  help  prevent  fu- 
ture financial  frauds  like  the  S&L  debacle. 

Testimony 

Chairman  Dodd  and  Members  of  the  subcommittee,  my  name  is  Melvyn  I.  Weiss, 
and  I  am  the  senior  managing  partner  in  the  law  firm  of  Milberg  Weiss  Bershad 
Hynes  &  Lerach  in  New  York.  In  addition  to  my  practice  as  an  attorney,  I  have 
a  B.B.A.  in  accounting,  and  I  frequently  write  and  lecture  not  only  on  securities  liti- 
gation but  on  accounting  liability  issues.  Last  year,  for  example,  I  was  privileged 
to  give  the  Abraham  Briloff  Lecture  on  Accounting  and  Society  at  the  State  Univer- 
sity of  New  York,  Binghamton.  That  annual  lecture,  named  for  the  distinguished 
professor  who  is  also  testifying  this  morning,  is  meant  to  address  the  public  respon- 
sibility of  the  accounting  profession. 

I  have  also  served  as  co-chairman  of  the  Class  and  Derivative  Action  Committee 
of  the  American  Bar  Association  Litigation  Section,  as  a  member  of  the  Ethics  Com- 
mittee of  the  Association  of  the  Bar  of  the  City  of  New  York,  and  as  a  member  of 
the  Committee  on  Corporate  Law  of  the  ABA  Section  of  Corporation,  Banking  and 
Business  Law.  I  am  a  member  as  well  of  the  American  College  of  Trial  Lawyers  and 
a  trustee  of  the  New  York  University  School  of  Law. 

With  this  dual  perspective  as  a  practicing  lawyer  with  training  as  an  accountant, 
I  hope  my  views  will  assist  the  committee  as  you  consider  the  issues  surrounding 
the  effect  of  securities  litigation  on  the  accounting  profession. 

Since  co-founding  Milberg  &  Weiss  in  1965,  I  have  been  involved  predominantly 
in  plaintiffs'  class  action  and  stockholder  derivative  litigation,  although  I  have  fre- 
quently represented  the  defense  side.  Among  many  others,  I  was  involved  in  the 
Washington  Public  Power  Supply  System  (WPPS)  case,  in  which  I  acted  as  co-lead 
counsel  and  recovered  over  $700  million  on  behalf  of  people  who  purchased  bonds 
based  on  allegedly  materially  false  and  misleading  information.  I  have  also  rep- 
resented investors  in  the  recent  litigation  arising  out  of  the  numerous  instances  of 
alleged  securities  fraud  committed  by  Drexel  Burnham  Lambert  and  others,  in 
which,  together  with  counsel  for  the  FDIC/RTC,  we  recovered  approximately  $2  bil- 
lion for  victims.  At  times — such  as  the  recent  situation  involving  Phar-Mor,  a  drug 
and  sundry  retail  chain  that  was  cooking  its  books — my  firm  has  been  retained  to 
bring  suit  against  the  auditors  on  behali  of  the  company  itself,  usually  after  new 
management  has  been  brought  in  or  a  bankruptcy  trustee  has  taken  over.  We  also 
represented  the  FDIC  in  its  action  against  Ernst  &  Young  arising  out  of  the  Butcher 
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brothers'  control  of  the  United  American  Bank-Knoxville  and  other  affiliated  banks. 
In  addition  to  government  agencies,  we  have  also  represented  municipalities,  for  ex- 
ample the  City  of  San  Jose,  in  securities  fraud  cases. 

I  appreciate  your  extending  me  the  opportunity  to  testify  this  morning.  The  issues 
you  are  considering  are  critically  important  to  maintaining  the  continued  vitality 
and  efficiency  of  our  capital  and  securities  markets.  These  issues  are  also  important 
to  the  hundreds  of  thousands  of  investors  in  every  State  who,  through  no  fault  of 
their  own,  may  become  victims  of  financial  fraud.  These  innocent  consumers  will  be 
left  with  a  severely  impaired  ability  to  recover  their  damages  if  Congress  under- 
mines private  enforcement  of  the  Federal  securities  laws. 

I  strongly  oppose  a  number  of  proposals  before  Congress  to  change  the  rules  for 
securities  fraud  litigation,  particularly  those  proposals  embodied  in  H.R.417  this 
year  and  S.  3181  in  the  last  Congress.  I  believe  these  proposals  are  unwise  and  un- 
just for  the  reasons  stated  by  many  of  the  witnesses  at  your  last  hearing  on  this 
subject.  Key  Federal  and  State  law  enforcement  officials — the  SEC  and  NASAA — 
made  plain  that  adoption  of  legislation  abrogating  joint  and  several  liability  and  im- 
posing the  English  Rule  potentially  would  lead  to  more  fraud  and  less  investor  pro- 
tection and  would  in  all  likelihood  have  an  adverse  effect  on  the  ability  of  businesses 
to  raise  capital.  These  same  concerns  have  been  raised  by  virtually  every  major 
consumer  group. 

More  to  the  point,  as  the  SEC  testified  on  June  17,  there  is  absolutely  no  evidence 
of  an  "explosion"  of  securities  class-action  suits,  one  of  the  key  premises  underlying 
the  arguments  of  the  proponents  of  changing  the  current  system.  A  recent  report 
to  the  SEC  by  the  Big  Six  accounting  firms  admits  that  audit-related  litigation 
against  them  has  dropped  30  percent  m  the  last  three  years  (from  192  cases  filed 
in  1990  to  141  in  1992) 1  and  the  rate  of  dismissals  of  cases  against  them  by  the 
courts  has  significantly  increased,  even  though  the  amount  of  losses  resulting  from 
blown  audits  has  not  waned.  As  Chairman  Riegle  and  other  Members  of  this  com- 
mittee noted  at  the  outset  of  the  last  hearing,  the  other  premise  underlying  the  "re- 
form" effort — that  securities  class  actions  are  hurting  the  economy — is  demonstrably 
false.  Stock  trading,  initial  public  offerings,  and  Wall  Street  profits  are  all  at  all- 
time  highs. 

I  do  not  plan  to  revisit  these  points  in  any  detail  today,  since  they  were  fully  aired 
at  the  June  17  hearing.  Instead,  I  will  focus  on  the  importance  of  reliable  financial 
information  to  the  efficient  functioning  of  the  securities  markets,  the  distinctive  role 
that  the  accounting  profession  plays  in  ensuring  the  integrity  of  such  financial  infor- 
mation, the  repeated  failures  by  the  accounting  profession  to  properly  perform  its 
role,  and  the  critical  importance  of  legal  liability  in  ensuring  that  the  accounting 
profession  fulfills  its  obligations. 

Perhaps  most  importantly,  I  will  offer  a  number  of  suggestions  that  I  believe  the 
accounting  industry  needs  to  adopt  internally  to  make  lawsuits  less  likely.  Without 
putting  its  own  house  in  order,  I  do  not  believe  the  industry  can  credibly  ask  Con- 
gress essentially  to  free  it  from  suits  for  wrongdoing.  And  make  no  mistake:  this 
is  precisely  what  the  accountants  are  asking  you  to  do— shield  them  from  account- 
ability. 

The  current  system  of  private  enforcement  of  the  Federal  securities  laws  has 
worked  well.  It  has  served  as  an  "essential  supplement"  to  the  work  of  the  SEC  and 
the  State  regulators  in  deterring  fraud  and,  in  those  instances  where  deterrence  has 
failed,  it  has  allowed  defrauded  investors  a  chance  to  recover  their  damages.  This 
system  has  encouraged  investment  and  played  a  substantial  role  in  assuring  that 
the  United  States  has  the  most  vibrant  securities  markets  in  the  world. 

Accountants  play  an  essential  role  in  the  functioning  of  the  securities  markets 
since  accurate  financial  statements  provide  the  basis  for  making  any  and  all  invest- 
ment, credit  and  capital  decisions.  The  role  of  accountants  as  "public  watchdogs" 
concerning  the  reliability  of  published  financial  information — a  role  the  industry 
sought  for  itself  in  1933 — cannot  be  overstated. 

Unfortunately,  the  profession  over  the  years  has  repeatedly  failed  to  live  up  to  its 
responsibilities.  The  litany  of  problems  is  familiar  to  every  Member  of  this  commit- 
tee: clean  audit  opinions  routinely  given  to  savings  and  loans  shortly  before  the  in- 
stitutions became  insolvent  and  had  to  be  taken  over  by  the  Federal  Government; 
certification  of  materially  false  and  misleading  financial  statements;  and  an  auditor- 
client  revolving  door  fraught  with  conflicts  of  interest  and  self-dealing. 


xEven  these  figures  may  be  overstated.  An  internal  AICPA  document  states  that  "About  50 
lawsuits  alleging  audit  failures  involving  public  companies  are  filed  each  year,  and  that  number 
has  remained  relatively  constant  over  the  last  ten  years."  Letter  from  Geoffrey  L.  Pickard,  Vice 
President-Communications,  AICPA,  to  AICPA  Members,  May  1993  (Questions  and  Answers). 
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The  response  of  the  industry  has  been  less  than  forthright,  to  say  the  least.  Rath- 
er than  attempting  to  address  the  very  serious  problems  within  the  profession  that 
have  created  a  fertile  environment  for  massive  financial  frauds,  the  industry  has 
poured  millions  into  a  lobbying  campaign  to  have  the  securities  laws  changed  so 
that  accountants  will  no  longer  De  properly  accountable  to  the  victims  of  their  gross 
failures.  Even  by  Washington  standards,  this  seems  to  me  to  be  a  remarkably  cyni- 
cal effort. 

A  recent  letter  to  the  editor  in  the  Washington  Post  by  a  retiree  named  Fred  Pow- 
ell from  Bethesda,  Maryland  summed  up  perfectly  my  feelings  about  this  bail-out 
campaign  for  accountant  wrongdoers.  Let  me  quote  Mr.  Powell: 

As  I  read  "Accountants  Plead  for  Relief",  I  wondered  if  I  am  alone  in  the  uncom- 
fortable feeling  that  I  have  somehow  followed  Alice  through  the  looking  glass?  Are 
the  people  who  have  mismanaged  the  Big  Six  accounting  firms  trying  to  redefine 
chutzpah?  Was  it  not  they  who  recently  certified  the  value  of  dubious  S&L  assets? 
Did  I  read  this  correctly  today?  The  Big  Six  managers  are  worried  that  they 
face  an  amount  of  claims  "so  large  .  .  .  that  it  would  expose  personal  assets  to 
seizure?"  Imagine  that!  Thank  God  it  didn't  cost  us  taxpayers  a  dime  to  pay  for 
the  many  misfeasances  perpetrated  by  the  "professional"  Big  Six  accountants  who 
audited  the  books  of  the  failed  S&Ls. 

What  the  industry  should  be  doing  is  cleaning  up  its  own  act.  And  there  is  much 
to  clean  up.  It  should,  for  example,  accept  the  responsibility  affirmatively  to  look 
for  and  report  fraud,  rather  than  waiting  for  Congress  to  impose  such  obligations 
through  legislation.  It  should  insist  on  absolute  independence  in  client  relationships 
and  an  end  to  the  auditor-client  revolving  door.  Along  this  line,  the  industry  should 
endorse  a  rotation-of-auditors  system  to  help  endure  untainted  financial  analysis. 
Moreover,  the  profession  should  demand  that  big  accounting  firms  exercise  greater 
supervision  over  the  activities  of  their  individual  partners  and  local  offices. 

The  industry  should  also  take  simple  and  obvious  steps  to  assure  a  better  work 
product.  It  should  offer  better  practical  training  and  more  meaningful  outside  re- 
view. It  should  insist  on  more  adequate  risk  assessment  procedures  before  undertak- 
ing audits  and  better  follow-through  on  the  findings.  Accountants  should  also  take 
on  increased  responsibility  for  interim  reports  so  that  fourth  quarter  surprises  can 
be  avoided. 

These  steps  would  solve  many  of  the  profession's  problems,  and  would  most  cer- 
tainly reduce  lawsuits  against  accountants.  Importantly,  these  steps  would  protect 
users  of  financial  statements,  including  investors.  The  financial  information  they  re- 
ceive would  be  more  accurate,  and,  to  the  extent  individuals  or  firms  still  engage 
in  wrongdoing,  defrauded  investors  would  retain  their  ability  to  take  the  malefac- 
tors to  court  to  recover  their  damages. 

Until  the  accounting  industry  is  willing  to  take  these  steps,  it  has  no  right  to  ask 
Congress  to  insulate  it  from  liability — while  leaving  the  users  of  financial  informa- 
tion with  no  real  ability  to  get  their  day  in  court  when  malfeasance  occurs. 

Reliable  Financial  Information  is  Essential  to  the  Markets 

It  is  axiomatic  that  reliable  financial  information  is  essential  to  the  efficient  func- 
tioning of  the  securities  markets.  Financial  statements  allow  investors  to  make  com- 
parisons from  among  companies  competing  for  capital,  goods  and  services.  In  order 
to  be  helpful  for  investors,  however,  the  statements  must  be  consistent  in  the  appli- 
cation, presentation  and  honest  portrayal  of  relevant  information.  If  they  are  not, 
available  capital,  goods  and  services  fall  into  the  wrong  hands,  investors  are  misled, 
and  honest  competitors  for  those  commodities  are  deprived  of  their  availability. 

In  February  of  this  year,  Richard  Breeden,  then-Chairman  of  the  SEC,  in  testi- 
mony before  the  House  Energy  and  Commerce  Subcommittee  on  Telecommuni- 
cations and  Finance,  echoed  these  sentiments: 

Financial  statements  provide  the  basis  for  the  workings  of  our  entire  market, 
as  they  form  the  basis  for  the  calculation  of  risk  that  is  fundamental  to  every  ex- 
tension of  credit  and  every  investment.  .  .  .  The  more  accurate  those  financial 
statements  are  in  portraying  the  financial  condition  and  operating  results  of 
firms,  the  more  efficient  the  overall  market  can  be  in  allocating  capital  and  pro- 
ducing the  most  efficient  economy. 

The  vital  importance  of  reliable  financial  information  to  the  efficient  functioning 
of  the  securities  markets  has  also  been  acknowledged  by  the  accounting  profession 
itself.  Thus,  the  Financial  Accounting  Standards  Board  has  made  clear  in  its  State- 
ment of  Financial  Accounting  Concepts  Number  1  that  a  primary  purpose  of  finan- 
cial reporting  is  to  provide  information  that  is  useful  to  "potential  investors  and 
creditors  and  other  users  in  making  rational  investment,  credit,  and  similar  deci- 
sions." 
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The  Accounting  Profession  Has  a  Key  Role  in  Assuring  Market  Integrity— 
A  Role  It  Actively  Sought 
The  accounting  profession  has  a  distinctive  role  in  assuring  the  integrity  of  finan- 
cial information  disseminated  to  the  investing  public.  The  Supreme  Court,  in  a  1984 
opinion  by  Chief  Justice  Burger  in  United  States  v.  Arthur  Young  &  Co.,  465  U.S. 
805  (1984),  recognized  that  accountants  serve  the  function  of  a  public  watchdog" 
that  obligates  them  to  provide  investors  with  accurate  financial  information.  The 
Court  summarized  the  important  role  of  the  auditor  and  the  responsibilities  it  en- 
tailed: 

By  certifying  the  public  reports  that  collectively  depict  a  corporation's  financial 
status,  the  independent  auditor  assumes  a  public  responsibility  transcending  any 
employment  relationship  with  the  client.  The  independent  public  accountant  per- 
forming this  special  function  owes  ultimate  allegiance  to  the  corporation's  credi- 
tors and  stockholders,  as  well  as  to  the  investing  public.  This  'public  watchdog* 
function  demands  that  the  accountant  maintain  total  independence  from  the  cli- 
ent at  all  times  and  requires  complete  fidelity  to  the  public  trust.  465  U.S.  817- 
8  (emphasis  in  original). 

The  accounting  literature  also  recognizes  this  role.  As  a  May  1993  circular  of  the 
AICPA  succinctly  stated:  "CPAs  are  public  watchdogs."  (Emphasis  in  original.)  The 
AICPA  Description  of  the  Professional  Practice  of  Certified  Public  Accountants  adds 
that: 

CPAs  have  a  distinctive  role  in  examining  financial  statements  submitted  to  in- 
vestors, creditors,  and  other  interested  parties,  and  in  expressing  opinions  on  the 
fairness  of  such  statements. 

This  role  of  ensuring  the  reliability  of  published  financial  information  was  not 
thrust  involuntarily  upon  the  accounting  profession.  Instead,  accountants  aggres- 
sively sought  it  out. 

In  the  early  part  of  this  century,  the  accounting  profession  vigorously  fought  a 
proposal  made  by  the  Comptroller  of  the  Currency  to  have  national  bank  examin- 
ers— rather  than  public  accounting  firms — audit  banks.  The  accountants'  argument 
was  in  large  part  that,  unlike  public  accounting  firms,  national  bank  examiners 
would  be  ineffective  at  preventing  fraud  and  embezzlement. 

Similarly,  after  the  stock  market  crash  of  1929,  there  was  a  movement  to  regulate 
the  securities  markets  that  eventually  resulted  in  the  passage  of  the  Securities  Act 
of  1933  and  the  Securities  Exchange  Act  of  1934.  At  the  time  of  the  passage  of  that 
legislation  a  debate  took  place:  Should  the  public,  the  user  of  financial  statements, 
be  protected  by  government  auditors  or  private  sector  accountants? 

The  accounting  profession  lobbied  ana  testified  before  Congress  in  order  to  be  as- 
signed that  role.  They  obviously  saw  the  prospect  for  great  revenues  and  substantial 
income  that  would  come  from  their  being  granted  what  essentially  was  a  franchise 
to  ensure  the  reliability  of  published  financial  statements.  However,  they  also  knew 
full  well  at  that  time  that  they  were  being  vested  with  a  responsibility  to  the  public. 
That  public  responsibility — the  one  with  which  Congress  entrusted  them  more 
than  a  half  century  ago — enabled  the  Big  Six  accounting  firms  to  gross  more  than 
$11.6  billion  in  1992  just  in  domestic  revenues.  On  a  world-wide  basis,  they  have 
grossed  almost  triple  that  amount — $29.4  billion  in  1991.  As  a  case  in  point,  Arthur 
Andersen  &  Co.,  one  of  the  Big  Six,  has  grown  from  revenues  of  less  than  $1.5  mil- 
lion in  1932,  to  almost  $2.7  billion  in  1992 — an  increase  of  approximately  180,000 
percent.  In  short,  the  public  franchise  that  Congress  conferred  has  turned  the  Big 
Six  into  gigantic  profit  centers. 

For  over  30  years — from  1933  until  about  1966 — the  accounting  firms  operated  in 
a  sheltered  environment.  They  were  protected  because  virtually  no  regulatory  or 
professional  organization  provided  oversight,  and  litigation  against  them  was  almost 
non-existent.  As  a  result,  the  firms  developed  a  cozy  relationship  with  their  audit 
clients  from  whom  they  received  their  fees. 

The  accounting  principles  and  auditing  standards  that  the  profession  employed 
were  extremely  difficult  for  the  public  to  understand,  but  one  thing  that  accountants 
fostered  in  the  public  was  the  belief  that  when  they  gave  their  opinion,  it  was  a 
seal  of  approval.  The  term  "certified  statement"  was  permitted  to  proliferate  year 
after  year;  the  accounting  profession  never  objected  to  it  because  its  use  was  directly 
related  to  the  industry's  income  stream. 

Because  there  were  few  definitive  accounting  principles  adopted  by  the  profession, 
GAAP  permitted  auditors  to  find  a  so-called  accounting  "practice"  to  accommodate 
virtually  any  accounting  treatment  they  desired  to  use.  If  any  recognized  accounting 
firm  followed  a  particular  practice,  it  was  adopted  as  a  "generally-accepted"  practice, 
regardless  of  its  preferabihty.  The  result  was  that  there  were  companies  in  the  same 
industry  with  accounting  treatments  so  varied  that  the  financial  statements  were 
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misleading  as  an  aid  to  compare  one  company's  profits  and  financial  status  against 
others  in  its  industry. 

Yet,  during  that  same  period  of  time,  no  one  brought  suits  against  accountants. 
It  was  too  expensive  and  too  difficult.  The  large  body  of  accounting  workpapers  was 
incomprehensible  for  most  individual  investors.  And  the  big  institutional  victims  did 
not  bring  lawsuits  because  they  did  not  want  to  expose  their  losses  and  focus  public 
attention  on  what  might  be  interpreted  as  their  own  folly. 

Then,  in  1966,  Rule  23  of  the  Federal  Rules  of  Civil  Procedure  was  amended  and 
class  actions  became  viable  for  violations  of  Federal  law.  When  that  happened,  the 
smaller  investors  who  did  not  have  institutional  biases  against  seeking  recovery  in 
court  aggregated  their  claims  and  began  to  hire  lawyers  to  try  to  get  back  what  they 
had  lost  through  fraud. 

Repeated  Failures  by  the  Accounting  Profession 

A  few  cases  will  give  you  some  idea  about  the  repeated  wrongdoing  by  accounting 
firms.  One  of  the  first  cases  brought  by  a  client  of  our  firm  was  against  Dolly  Madi- 
son Industries.  Dolly  Madison  made  thirty  or  more  acquisitions  in  a  year  and  a  half 
and  its  stock  rose  significantly.  Then  suddenly  it  wrote  off  a  great  amount  of  assets 
and  its  stock  price  collapsed. 

Touche  Ross  was  named  a  defendant  and  it  was  alleged  that  there  were  many 
areas  of  deficient  accounting.  Acquisition  costs  and  startup  costs  were  improperly 
capitalized.  Inventories  were  overvalued.  Receivables  were  under-reserved  or  were 
not  being  written  off  when  they  became  uncollectible.  Goodwill  was  not  being  prop- 
erly amortized.  The  case  was  tried  in  United  States  District  Court  in  Philadelphia, 
and  in  1972,  we  recovered  $2  million  from  Touche  Ross. 

This  new  type  of  litigation  offered  the  accounting  profession  a  chance  to  put  its 
house  in  order  and  to  use  the  threat  of  litigation  as  a  means  to  resist  aggressive 
management.  The  profession  attempted  to  give  the  impression  of  self-discipline  to 
the  public  by  establishing  various  committees,  such  as  the  Financial  Accounting 
Standards  Board,  dedicated  to  promulgating  accounting  principles  and  auditing 
standards.  In  reality,  however,  very  little  changed  in  their  attitudes  and  auditors 
still  placed  the  desire  to  please  their  clients  over  the  needs  of  the  investing  public 
for  accurate  financial  information. 

In  1975,  we  discovered  a  practice  of  doctoring  workpapers  to  cover  inadequate 
audit  work  that  exemplified  this  attitude.  Accountants  at  the  senior  level  of  the 
audit  staff  typically  prepared  "to  do"  notes,  which  informed  junior  members  of  the 
audit  team  now  to  take  care  of  problems  that  were  being  encountered  during  the 
course  of  the  audit.  These  *%o  do"  notes  served  as  red  flags  in  lawsuits,  showing 
where  auditors  saw  problems  during  the  course  of  the  audit.  The  notes  were  often 
instructions  to  expand  the  scope  of  the  audit  in  order  to  cover  the  problems  that 
had  been  detected.  The  *^o-do"  notes  in  many  instances  showed  the  auditors'  failure 
to  expand  the  scope  properly  or  when  they  closed  their  eyes  to  problems  to  accom- 
modate the  client.  The  profession  eventually  decided  that  the  workpaper  files  were 
f jetting  "too  bulky"  with  these  "to  do"  notes,  that  the  notes  were  "not  necessary  to 
ollow  the  audit  trail,"  and  issued  instructions  to  destroy  them  at  the  close  of  the 
field  work.  We  went  to  the  SEC  to  complain  about  this,  without  avail.  To  this  day, 
when  an  audit  is  completed  accountants  comb  through  the  workpapers  to  destroy 
the  "to  do"  notes. 

In  the  early  1970s,  I  was  involved  in  another  case,  the  U.S.  Financial  securities 
litigation  in  San  Diego,  that  may  give  you  some  sense  of  the  extent  to  which  ac- 
countants often  failecf  to  disclose  obvious  frauds  committed  by  their  clients.  U.S.  Fi- 
nancial was  a  real  estate  company.  It  was  considered  an  innovator  in  the  way  it 
operated.  It  operated  its  own  mortgage  company,  title  insurance  company  and  bro- 
kerage business.  It  entered  into  joint  ventures  to  build  its  own  product,  providing 
all  or  most  of  the  financing.  It  also  sold  most  of  its  real  estate  to  affiliated  parties. 

It  was  alleged  that  this  company  entered  into  transactions  with  its  affiliates  on 
the  last  day  of  every  reporting  period,  thereby  creating  virtually  all  of  the  profit  for 
the  entire  reporting  period  on  the  last  day.  U.S.  Financial  was  also  advancing  the 
money  to  the  buyers  to  make  their  down  payments.  In  other  words,  the  transactions 
had  no  real  economic  substance.  U.S.  Financial  was  providing  the  down  payment, 
the  financing,  and  the  real  estate  itself — it  controlled  every  aspect  of  the  trans- 
actions and  the  buyers  were  not  taking  any  risk. 

Despite  all  of  the  red  flags  and  lack  of  normal  economic  checks  and  balances,  the 
auditors  did  not  raise  any  objections  to  the  financials.  Perhaps  most  startling  was 
that  we  found  two  middle  pages  of  a  long  memo  buried  in  company  documents.  We 
discovered  that  the  multi-page  document  of  which  the  two  pages  were  a  part  was 
an  auditing  firm  national  office  task  force  review  of  its  field  office's  handling  of  U.S. 
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Financial.  The  review  was  incriminating,  but  was  ordered  destroyed  by  the  national 
office. 

The  1978  failure  of  Franklin  National  Bank — a  major  bank  in  New  York  City — 
was  another  example.  We  looked  at  its  reserves  for  loan  losses  and  found  that, 
whereas  every  other  major  bank  in  New  York  had  a  loan  loss  reserve  of  at  least 
1  percent  of  its  outstanding  loans,  Franklin  National,  which  was  known  as  a  "swing- 
ing" bank  for  making  loans  to  less  creditworthy  entities,  had  a  reserve  of  only  Vfe 
of  1  percent.  We  alleged  that  the  difference  between  Vfe  of  1  percent  and  1  percent 
amounted  to  all  the  profits  that  the  bank  had  reported  for  the  years  at  issue.  We 
claimed  that,  had  the  bank  set  up  a  1  percent  reserve,  it  would  have  reported  no 
profits. 

In  addition,  Franklin  National  was  not  marking  its  bonds  in  its  trading  accounts 
to  market.  Under  the  applicable  accounting  principles,  banks  and  other  financial  in- 
stitutions may  carry  their  investments  in  bonds  at  cost  if  certain  requirements  are 
met.  These  requirements  include  that  the  bank  will  be  able  to  and  intends  to  carry 
the  bonds  until  maturity,  and  that  the  bonds  are  virtually  assured  of  being  paid  in 
full  upon  maturity,  making  interim  fluctuations  irrelevant.  Otherwise,  the  bonds 
must  be  marked  to  market,  which  means  that  interim  fluctuations  in  price  will  af- 
fect the  balance  sheet  and  income  statement.  We  alleged  that  Franklin  National 
kept  bonds  on  its  books  at  cost  even  though  it  had  neither  the  intent  nor  the  ability 
to  hold  the  bonds  to  maturity.  We  obtained  a  substantial  recovery  in  the  case. 

Regrettably,  the  Franklin  National  Bank  case  does  not  seem  to  have  had  much 
of  an  impact  on  accounting  industry  standards.  The  pattern  we  encountered  there 
of  banks  failing  to  recognize  adequate  loan  loss  reserves  and  to  mark  the  market 
bonds  that  would  or  could  not  be  held  to  maturity  mushroomed  during  the  1980s. 
The  same  practices  reappeared,  in  spades,  in  the  accounting  for  junk  bonds  used 
by  the  savings  and  loan  industry  over  the  past  decade. 

Perhaps  the  best  example  of  such  a  case  involves  Lincoln  Savings,  the  largest  sav- 
ings and  loan  failure  in  United  States  history,  ultimately  costing  taxpayers  over 
$2.5  billion.  Lincoln  was  a  wholly-owned  subsidiary  of  American  Continental  Cor- 
poration, which  was  controlled  by  Charles  Keating.  In  addition  to  the  losses  suffered 
by  the  United  States  Government,  tens  of  thousands  of  mostly  elderly  investors  lost 
over  $280  million  by  purchasing  worthless  ACC  bonds.  Fortunately,  after  over  three 
years  of  litigation,  the  fraud  victims  we  represented  obtained  settlements  of  over 
$240  million  and  a  jury  verdict  against  Keating  of  over  $1.7  billion.  They  will  even- 
tually recover  nearly  100  percent  of  their  losses. 

Keating,  his  family  and  cohorts  did  not  act  alone.  They  could  not  have  accom- 
plished their  criminal  goals  without  the  benign  or  active  assistance  of  their  account- 
ants, lawyers,  investment  bankers  and  accommodating  real  estate  developers. 
Keating  hired  three  accounting  firms  from  1985-1988:  Arthur  Andersen  &  Co.,  Ar- 
thur Young  &  Co.  (presently  Ernst  &  Young)  and  Touche  Ross  &  Co.  (presently 
Deloitte  &  Touche).  Keating  would  not  have  been  able  to  report  the  artificially  in- 
flated and  falsified  financial  statements  that  enabled  him  to  swindle  thousands  of 
elderly  investors  without  the  compliance  of  those  accounting  firms.  Ultimately,  each 
settled.  Arthur  Andersen  paid  approximately  $30  million,  Arthur  Young  approxi- 
mately $63  million  and  Touche  Ross  $7.5  million. 

These  very  same  accounting  deficiencies  were  present  in  numerous  other  financial 
institutions  that  regularly  traded  junk  bonds  issued  by  Drexel  Burnham  Lambert. 
The  deficiencies  resulted  in,  among  others,  such  cases  as  Columbia  Savings  &  Loan 
in  Los  Angeles,  Integrated  Resources  in  New  York,  and  Executive  Life  in  Los  Ange- 
les. These  companies  operated  as  part  of  a  "daisy  chain"  created  by  Drexel  Burnham 
Lambert  to  buy  Drexel-underwritten  junk  bonds  and  to  create  an  illusion  of  liquid- 
ity in  that  market.  The  accounting  firms  wrongfully  allowed  the  entities  to  carry 
their  junk  bonds  at  cost  rather  than  at  the  substantially  lower  market  value  despite 
the  low  credit  ratings  of  the  bond  issuers  and  the  fact  that  these  companies  did  not 
have  the  resources  necessary  to  hold  all  those  bonds  to  their  maturity.  When  Drexel 
went  under  and  could  not  continue  to  support  the  market,  most  of  the  bonds  col- 
lapsed in  price,  many  of  the  issuers  failed,  and  the  buyers  of  the  bonds,  including 
the  savings  and  loans  and  insurance  companies  in  the  daisy  chain,  went  under  and 
investors  and  the  United  States  Government  lost  billions  of  dollars.  This  could  not 
have  happened  if  the  accounting  firms  had  done  their  jobs  properly. 

Further  illustrating  the  reckless  attitude  of  the  auditing  profession  during  those 
years  is  a  document  dated  July  30,  1982,  written  by  the  national  technical  partner 
of  what  was  then  a  Big  Eight  accounting  firm  concerning  an  accounting  policy  being 
applied  in  the  thrift  industry.  The  document,  which  was  distributed  throughout  the 
accounting  firm,  reads: 

The  need  for  congressional  attention  to  the  S&L  industry  is  becoming  more  ur- 
gent, as  accountants  will  probably  soon  run  out  of  ways  under  GAAP  to  postpone 
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the  recognition  of  losses  in  a  business  having  long-term  low-earning  assets  and 

capitalized  with  short-term  high  cost  obligations. 

Think  about  the  implications  of  this  document.  Remember,  this  pre-dated  most  of 
the  S&L  problems  I  just  detailed.  What  could  have  been  spared  in  losses  to  our  soci- 
ety if  proper  accounting  and  auditing  standards  had  been  embraced,  rather  than 
avoided,  in  the  audits  01  the  financial  statements  of  the  hundreds  of  clients  of  that 
firm  and  others?  While  I  do  not  blame  the  auditing  profession  exclusively  for  the 
debacle  in  the  savings  and  loan  industry,  it  is  clear  that,  without  the  complicity  of 
accountants  and  other  professionals,  such  a  national  disaster  could  never  have 
taken  place. 

This  view  was  echoed  by  Steve  Oppenheim  of  Spicer  &  Oppenheim,  at  one  time 
a  large  national  accounting  firm.  He  was  quoted  in  "The  Big  Six,  The  Selling  Out 
of  America's  Top  Accounting  Firms"  as  follows: 

The  horrendous  problems  we've  seen  in  the  S  and  L  industry  point  up  the  fact 
that  the  Big  Six  have  forgotten  the  social  contract  that  gives  them  their  license 
to  opine  on  financial  statements.  In  return  for  this  license,  they  are  supposed  to 
bring  the  highest  levels  of  professionalism  to  their  work.  But  the  nonstop  drive 
for  growth,  growth  and  more  growth  has  interfered  with  that  professionalism. 
When  that  happens — as  the  S  and  L  fiasco  proves  so  clearly — society  is  the  big 
loser. 

The  lawsuits  I  have  described  are  just  a  few  examples  of  the  accounting  profes- 
sion's failure  to  live  up  to  the  responsibilities  that  it  undertook  in  1933,  when  it 
asked  to  be  the  watchdog  for  the  public  users  of  financial  statements.  The  profes- 
sion's shortcomings — and  its  major  role  in  the  S&L  crisis — are  perhaps  best  summa- 
rized by  a  few  startling  facts:  In  one  recent  year,  25  clean  audit  opinions  were  given 
to  savings  and  loan  institutions  within  one  year  before  the  institutions  were  taken 
over  by  the  FDIC  and  RTC.  And,  according  to  court  documents,  one  accounting  firm, 
Ernst  &  Young,  or  its  predecessors,  audited  over  one-third  of  the  690  financial  insti- 
tutions that  have  failed  and  been  taken  over  by  agencies  of  the  Federal  Govern- 
ment. In  addition,  Ernst  &  Young  audited  not  only  the  now-failed  state-operated 
Rhode  Island  State  Depositors  Indemnity  Corporation  (RISDIC)  but  most  of  its  large 
credit  union  members,  in  what  gave  rise  to  a  Statewide  banking  crisis. 

In  cases  of  egregious  fraud  in  which  the  accountants  certified  materially  false  and 
misleading  financial  statements,  the  defense  almost  always  seems  to  boil  down  to 
the  assertion  that  "we  were  fooled  like  everyone  else."  In  that  sense,  we  seem  to 
have  come  full  cycle  back  to  1938  and  the  famous  McKesson  Robbins  case.  That  case 
dealt  with  allegations  very  similar  to  the  ones  we  are  dealing  with  today,  in  which 
the  company  in  its  financial  statements,  certified  by  independent  public  account- 
ants, permitted  $19  million  of  fictitious  assets  to  be  reported  on  the  balance  sheet. 
As  a  result  of  the  publicity  and  pressure  generated  by  that  case,  the  AICPA  rec- 
ommended important  changes  with  respect  to  the  obligations  to  examine  inventories 
and  receivables  directly  and  make  observable  findings. 

Generally  accepted  auditing  standards  were  made  to  require  physical  observation. 
In  its  report  on  the  McKesson  Robbins  case,  the  SEC  laid  the  responsibility  for  the 
success  of  the  fraud  directly  at  the  door  of  the  company's  auditors: 

Moreover,  we  believe  that  even  in  balance  sheet  examinations  for  corporations 
whose  securities  are  held  by  the  public,  accountants  can  be  expected  to  detect 
gross  overstatements  of  assets  and  profits  whether  resulting  from  collusive  fraud 
or  otherwise.  We  believe  alertness  on  the  part  of  the  entire  staff,  coupled  with 
analysis  by  the  accountants  doing  business,  should  detect  overstatements  in  the 
accounts  regardless  of  their  cause  long  before  they  assume  the  magnitude  reached 
in  this  case. 

Made  over  50  years  ago,  the  SEC's  statement  that  a  competent  auditor  should  be 
able  to  detect  most  management  fraud  is  equally  true  today. 

The  Importance  of  Legal  Liability 

The  more  I  have  litigated  these  cases  the  more  I  have  come  to  understand  why 
it  is  so  important  that  the  specter  of  legal  accountability  confront  auditors  when 
they  certify  a  company's  financial  statement.  Auditors  must  serve  as  checks  on  ex- 
cesses in  financial  statements  issued  by  public  corporations.  This  is  not  a  simple 
task.  Corporate  America  is  not  run  by  shrinking  violets.  Senior  management  is 
characterized  by  people  who  are  ambitious,  strong  willed,  aggressive,  frequently  im- 
patient, result-oriented,  and  often  driven  by  a  need  for  power,  prestige  and  the  ac- 
quisition of  great  wealth.  Greed  and  avarice  do  very  well  in  such  an  environment. 

The  accountant/auditor  is  placed  into  this  environment  as  a  watchdog.  But,  audi- 
tors are  not  properly  trained  to  carry  out  their  safeguarding  role.  Auditors  are 
trained  to  be  accommodators  and  facilitators.  Making  waves  aborts  careers.  Big  ac- 
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counting  firms  train  their  professionals  to  become  partners  within  the  firm  or  get 
jobs  with  their  clients  to  protect  the  relationship  in  the  future.  Accountants  on  the 
staffs  of  big  accounting  firms  who  make  waves  do  not  get  jobs  in  industry  and  do 
not  rise  in  the  hierarchy  of  their  firms. 

Compliance  therefore  becomes  the  watchword.  Accountants  quickly  master  the  art 
of  professional  avoidance.  They  become  artful  rationalizers.  When  the  need,  in  man- 
agement's view,  is  to  show  greater  income  on  the  balance  sheet,  there  is  a  mis- 
match. Management  almost  always  prevails  because  auditors  are  not  armed  with 
a  mandate  to  ferret  out  fraud,  a  weapon  needed  to  offset  the  power  of  the  client. 
Government  regulation  simply  is  not  a  sufficient  deterrent  to  wrongdoing  by  ac- 
counting firms.  Thus,  in  the  U.S.  Financial  case  mentioned  above,  the  SEC  brought 
a  Section  2(e)  proceeding  and  severely  criticized  the  handling  of  the  audit  by  Touche 
Ross.  The  penalty  imposed  upon  the  firm  for  its  audit  failure  was  that,  for  the  next 
12  months,  it  could  not  accept  new  clients  in  its  San  Diego  office  who  would  have 
to  file  statements  with  the  SEC  or  new  clients  engaged  in  real  estate  development 
or  sales.  Such  punishments,  while  inflicting  some  minor  damage  to  an  accounting 
firm,  obviously  cannot  have  the  same  type  of  deterrent  effect  as  a  private  suit  for 
damages  by  fraud  victims. 

Indeed,  when  the  accounting  profession  was  still  in  its  infancy,  it  recognized  the 
need  for  the  fixing  of  legal  liability  on  auditors  for  failing  properly  to  perform  their 
duties.  Thus,  an  editorial  appearing  in  the  May  1912  edition  of  the  Journal  of  Ac- 
countancy spoke  in  favor  of  imposing  legal  liability  on  auditors  who  failed  to  conduct 
a  proper  audit.  Similarly,  one  of  the  early  leaders  of  the  accounting  profession,  Jo- 
seph E.  Sterrett,  in  a  1908  address  to  the  American  Economic  Association,  made  an 
articulate  case  for  liability: 

[I]f  an  auditor  has  failed  to  exercise  reasonable  care  ...  he  should  be  held  in 
some  measure  at  least,  responsible  for  losses  sustained  by  investors.  .  .  .  One  of 
the  strongest  inducements  to  this  exercise  of  conservatism  in  certification  .  .  . 
would  be  the  possibility  of  fixing  upon  the  auditor  legal  liability  for  statements 
made.  .  .  .  [Tjoday  the  auditor  is  called  upon  to  testify  to  the  condition  of  ac- 
counts of  all  the  great  corporations.  ...  In  order  to  protect  the  public  against  in- 
efficiency .  .  .  ana  in  order  to  protect  the  profession  against  the  inclusion  of  unde- 
sirable members  we  strongly  advocate  the  theory  that  if  the  laws  today  do  not 
fix  legal  liability  upon  the  auditor  they  should  be  so  amended  as  to  bring  about 
that  condition  of  affairs. 

These  views  favoring  the  imposition  of  legal  liability  on  auditors  have  been  echoed 
by  others  who  have  considered  the  issue  carefully.  Thus,  a  1978  report  of  the  Com- 
mission on  Auditors'  Responsibilities,  an  independent  commission  established  by  the 
AICPA,  and  headed  by  Manuel  Cohen,  a  former  SEC  commissioner,  concluded  that 
potential  legal  liability  "overshadows  professional  self-discipline  as  [a]  means  of  en- 
suring adequate  performance  and  professional  conduct,  and  they  are  probably  the 
most  effective  purely  disciplinary  means  of  protecting  the  public  against  sub- 
standard auditor  performance." 

Potential  legal  liability  is  essential  to  protecting  the  investing  public  since,  in  cap- 
ital formation  activities,  greed  is  a  growth  industry.  To  the  extent  the  accounting 
profession  is  forced  by  the  prospect  oi  suit  to  fulfill  the  role  of  public  watchdog,  soci- 
ety will  save  billions  of  dollars  in  losses — an  amount  substantially  greater  than  it 
would  cost  the  accounting  profession  to  perform  more  comprehensive  and  effective 
audits.  Moreover,  because  investors  will  have  more  confidence  in  financial  reporting, 
the  markets  will  operate  more  efficiently.  In  the  end,  if  the  accounting  profession 
is  more  professional,  it  will  be  more  profitable. 

Proposals  for  Industry  Reform 

I  have  a  number  of  proposals  for  accounting  reform. 

1.  Affirmative  Obligation  to  Find  and  Report  Fraud 

As  a  profession,  accountants  have  to  accept  the  responsibility  affirmatively  to  look 
for  and  report  fraud.  It  is  so  logical  to  me  that  accountants  should  accept  this  re- 
sponsibility for  their  own  and  society's  protection  that  I  cannot  believe  that  the  con- 
trary view  exists.  If  I  were  an  auditor,  I  would  want  the  ability  to  stand  up  to  a 
client  and  say,  "I  have  an  independent  duty  to  look  for  wrongdoing.  You  cannot  hide 
information.  If  you  don't  like  my  searching  for  wrongdoing,  you  cannot  fire  me  and 
go  down  the  street  and  hire  somebody  else  because  that  person  has  the  same  re- 
sponsibility." In  that  manner  the  line  would  be  drawn  clearly,  affirmatively  and  un- 
equivocally. 

If  such  an  attitude  existed,  cases  like  the  one  involving  ESM  in  Florida  would 
never  have  taken  place.  In  that  case  the  partner  in  charge  of  the  audit  admitted 
that  for  four  years  he  had  conspired  with  crooked  management  to  cook  the  books. 
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That  was  not  the  most  surprising  part  of  the  case.  There  was  an  asset  on  the  bal- 
ance sheet  of  $500  million  due  from  the  parent  company.  The  parent  company  did 
not  have  enough  money  to  pay  that  obligation  and  in  three  years  of  audit  work,  not 
one  single  auditor  in  that  accounting  firm — and  there  were  40  or  50  auditors  who 
worked  on  the  audits  at  one  point  or  another — insisted  upon  auditing  the  parent 
and  the  $500  million  receivable. 

2.  Better  Practical  Training 

The  accounting  profession  must  improve  its  practical  training  and  education  pro- 
grams. Auditors  cannot  perform  their  tasks  properly  unless  they  understand  eco- 
nomic realities  and  the  nature  of  the  client's  industry.  How  can  one  hope  to  evaluate 
a  business  environment  if  he  or  she  does  not  know  up  front  what  that  environment 
ought  to  look  like?  Testing  procedures  must  be  adopted  in  advance,  so  that  less-ex- 
perienced audit  staff  members  will  have  yardsticks  against  which  to  measure  what 
they  observe.  More  time  must  be  spent  on  the  audit  by  more  senior,  experienced 
and  knowledgeable  members  of  the  audit  team. 

If  such  procedures  existed,  the  accounting  profession  would  be  able  to  avoid 
debacles  such  as  the  ZZZZ  Best  case.  ZZZZ  Best  claimed  that  it  was  in  the  business 
of  restoring  buildings  damaged  by  fire.  The  auditors  from  Ernst  &  Young  only  con- 
firmed this  fact  through  paperwork  that  generally  consisted  of  vague  one-page  con- 
tracts (that  were  not  in  conformity  with  industry  practices)  and  by  visits  to  only  two 
sites  that  ZZZZ  Best  claimed  were  being  restored  from  fire  damage.  There  was  one 
problem:  ZZZZ  Best's  business  was  a  complete  fiction  with  two  work  sites  set  up 
specifically  to  fool  the  auditors,  which  they  did.  They  did  not,  however,  fool  a  mem- 
ber of  the  local  law  enforcement  who  was  able  quickly  to  determine  that  the  build- 
ing had  never  been  damaged  by  fire  and  that  the  entire  set-up  was  a  scam. 

3.  The  Need  for  Greater  Independence 

We  must  insist  upon  absolute  auditor-client  independence.  One  of  the  biggest 
problems  giving  rise  to  audit  failures  is  "low  balling"  on  audit  fees.  Accounting  firms 
often  low-ball  the  audit  fee  as  a  loss  leader  so  they  can  get  management  advisory 
and  tax  work  from  the  client.  The  result  is  that  the  auditors  do  not  put  enough  re- 
sources into  the  audit.  That  attitude  destroys  independence  because  the  auditor 
must  solicit  the  client's  other  business  in  order  for  the  relationship  to  be  profitable. 
It  also  creates  an  untenable  situation  in  which  an  accountant  will  be  auditing  his 
or  her  own  firm's  work. 

This  is  an  issue  that  we  encounter  repeatedly  in  the  cases  we  litigate.  A  case  in 

?oint  involves  Crazy  Eddie,  a  chain  of  discount  retail  electronic  stores  in  the  New 
brk  metropolitan  area  that,  based  on  reported  rapidly  increasing  revenues  and 
earnings,  sold  hundreds  of  millions  of  dollars  in  securities  to  the  investing  public. 
However,  Crazy  Eddie  was  one  big  fraud.  Its  reported  earnings  were  the  product 
of  an  accounting  fiction  that  was  uncovered  when  new  management  took  over  and 
revealed  that  $65  million  in  inventory  reported  on  Crazy  Eddie's  financial  state- 
ments did  not  exist.  Repeated  overstatements  of  profits  through  the  deliberate  infla- 
tion of  Crazy  Eddie's  inventory  exacerbated  the  problem.  The  non-existent  $65  mil- 
lion in  inventory  was  more  than  the  amount  of  Crazy  Eddie's  previously  reported 
profit  for  the  entire  period  after  it  went  public. 

You  might  ask,  as  did  our  clients  in  that  case,  why  Main  Hurdman  and  its  succes- 
sor firm  KPMG  Peat  Marwick  gave  clean  or  unqualified  opinions  on  such  incredibly 
falsified  financial  statements.  Well,  perhaps  one  answer  is  the  low-balling  problem. 
In  one  year,  Main  Hurdman  charged  only  $85,000  to  do  a  complete  audit  of  Crazy 
Eddie — a  business  with  hundreds  of  millions  of  dollars  in  reported  revenues,  dozens 
of  retail  stores  and  two  large  warehouses.  At  the  very  same  time  that  Main 
Hurdman  was  charging  the  bargain  basement  price  of  $85,000  for  supposedly  con- 
ducting an  audit,  its  consulting  division  was  charging  Crazy  Eddie  millions  of  dol- 
lars to  computerize  Crazy  Eddie's  inventory  system — a  system  that  Main  Hurdman 
was  then  supposed  to  turn  around  and  audit  in  a  critical  and  independent  fashion. 
It  doesn't  take  a  genius  or  an  expert  in  business  ethics  to  see  the  problems  inher- 
ent in  this  type  of  arrangement.  And,  the  Big  Six  are  now  using  low  balling  on  audit 
fees  to  try  to  mislead  Federal  regulators.  In  their  June  11,  1993,  report  to  the  SEC, 
they  only  show  revenues  for  accounting  and  auditing  services  ($5.47  billion  in  1992) 
without  disclosing  revenues  for  other  services.  What  happened  to  management  con- 
sulting and  tax  work?  Since  the  domestic  revenues  of  the  Big  Six  were  approxi- 
mately $11.6  billion  in  1992,  not  disclosing  the  remaining  revenues — from  their  prof- 
it-making services — while  using  auditing  as  a  loss  leader  skews  their  figures  sub- 
stantially. 
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4.  Greater  Supervision  of  Individual  Partners  and  Local  Offices 

Major  national  accounting  firms  must  exercise  greater  supervision  over  the  activi- 
ties of  their  individual  partners  and  local  offices.  They  cannot  allow  situations  such 
as  the  one  that  occurred  with  RepublicBank  in  Texas.  In  that  case,  over  fifty  part- 
ners of  Arthur  Young  &  Co.,  a  predecessor  firm  to  Ernst  &  Young,  were  members 
of  at  least  five  tax  shelter  real  estate  partnerships,  which  received  at  least  $15.8 
million  in  loans  from  RepublicBank.  In  addition,  at  least  twenty-seven  Arthur 
Young  partners  received  a  total  of  over  $5  million  in  personal  loans  from 
RepublicBank.  At  least  ten  of  those  partners  were  on  the  client  service  teams  for 
RepublicBank,  including  three  senior  members  of  the  audit  team:  the  Engagement 
Partner,  the  Coordinating  Partner  and  the  Colleague  Partner.  Many  of  the  loans 
were  unsecured  and  material  to  the  net  worth  of  certain  partners.  Such  blatantly 
wrongful  conduct  can  only  be  controlled  if  major  accounting  firms  operate  with  the 
same  measure  of  internal  control  expected  of  every  large  business  organization. 

Moreover,  although  each  of  the  Big  Six  firms  does  hillions  of  dollars  in  business 
annually,  they  ignore  the  fact  that  accountants  in  each  of  the  firms'  local  offices  are 
all  struggling  to  move  up  the  national  ladder.  Just  as  in  every  other  big  business, 
the  local  auditors  are  fighting  to  meet  budgets  and  compete  with  their  colleagues. 
They  do  not  want  to  lose  clients.  The  loss  of  a  $50,000  or  a  $100,000  client  at  the 
local  level  is  a  material  one  and  shows  up  in  their  ratings. 

Quite  simply,  important  audit  decisions  in  problem  situations  with  questionable 
clients  cannot  be  left  to  the  local  offices  due  to  the  financial  temptations  involved. 
We  have  seen  that  so-called  "task  forces"  from  national  offices  sent  to  local  offices 
have — in  relatively  short  periods  of  time — gotten  right  to  the  core  of  problem  clients 
and  audit  deficiencies.  That  supervision  should  be  carried  out  routinely  and  ear- 
nestly. 

5.  End  the  Auditor -Client  Revolving  Door 

Another  serious  problem,  which  appears  in  almost  every  case  in  which  I  have 
been  involved,  is  that  clients  hire  financial  managers  directly  from  the  outside  audit 
team.  Thus,  Crazy  Eddie  drew  much  of  its  internal  accounting  staff  from  Main 
Hurdman.  Similarly,  in  the  case  of  Wedtech,  a  New  York-based  defense  contractor 
that  cooked  its  books  for  several  years  while  it  sold  tens  of  millions  of  dollars  in 
securities  to  the  investing  public,  the  company  hired  one  of  its  former  auditors  as 
its  controller.  And  in  the  First  Executive  case,  at  least  seven  Deloitte  &  Touche  em- 
ployees, including  three  who  worked  on  the  company  audit  and  the  partner  in 
charge  of  the  audit,  joined  First  Executive  shortly  before  it  filed  for  bankruptcy.  The 
revolving  door  was  equally  blatant  in  Lincoln  Savings,  Phar-Mor,  and  innumerable 
other  cases. 

This  type  of  conduct  should  not  be  tolerated.  In  addition  to  allowing  a  potential 
future  company  employee  to  audit  that  company's  financial  statements,  it  also  al- 
lows the  former  auditor,  who  is  thoroughly  familiar  with  the  procedures  the  ac- 
counting firm  is  employing  to  audit  the  company,  to  help  the  company  evade  those 
procedures. 

You  would  think  that  if  an  auditor  wanted  to  leave  a  public  accounting  firm,  he 
or  she  would  be  discouraged  from  going  to  work  for  clients  they  had  audited.  In- 
stead, the  opposite  is  true  with  big  accounting  firms  encouraging  their  personnel  to 
work  for  clients  in  the  apparent  belief  that  it  helps  cement  the  accountant-client  re- 
lationship. 

Although  the  New  York  Times  reported  last  month  that  the  AICPA  had  recognized 
the  problem  and  passed  a  rule  to  curb  auditor  job-hopping,  the  measure  was  wa- 
tered down  to  ban  such  moves  only  by  the  one  partner  in  charge  of  the  client's 
audit.  This  is  clearly  not  sufficient. 

6.  Auditor  Rotation 

A  rotation-of-auditors  system  should  also  be  adopted.  Every  three  to  five  years, 
out  with  the  old  and  in  with  the  new.  An  auditing  firm  should  bid  for  a  three-  to 
five-year  contract  and  feel  secure  that  it  is  going  to  have  the  job  for  that  period. 
It  can  factor  in  the  cost  of  starting  up,  but  know  that  when  the  cycle  is  completed 
new  eyes  will  be  looking  at  the  situation.  In  order  to  make  such  a  rotation  policy 
work,  we  must  insist  that  auditors  keep  good  permanent  files  so  that  the  transition 
to  the  next  audit  firm  is  easy  and  affordable. 

7.  Required  Risk  Assessment 

Accounting  firms  must  also  improve  their  audit  procedures.  For  example,  before 
a  firm  undertakes  an  audit,  it  must  make  a  risk  assessment.  Auditors  claim  that 
they  already  do  risk  assessments.  I  say  they  all  too  often  do  not  do  them  adequately. 
A  risk  assessment  means  asking,  "Is  this  a  risky  client?  Is  it  likely  that  the  client- 
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prepared  financial  statements  will  be  materially  misstated?"  To  test  that,  questions 
are  asked  such  as,  "Is  the  management  style  too  aggressive?  Is  the  client's  industry 
highly  competitive?  Are  there  accounting  areas  that  are  susceptible  to  manipula- 
tion? If  an  assessment  is  made  that  such  risks  are  present,  the  scope  of  the  audit 
must  be  increased  appropriately,  and  a  highly  skeptical  approach  must  be  adopted. 
Risk  assessment  procedures  must  not  only  he  greatly  improved,  but  the  results  must 
be  used  aggressively. 

8.  Meaningful  Outside  Review 

Outside  review  also  could  be  a  valuable  tool  in  improving  the  effectiveness  of  the 
accounting  profession.  However,  as  presently  practiced  within  the  profession,  it  is 
not  working.  I  propose  that  we  set  up  an  audit  review  commission  made  up  of  all 
of  the  interested  user  groups — clients,  investors,  lenders  and  regulators.  Let  all 
those  interested  users  establish  procedures  to  help  the  accountant  stand  up  to  ag- 
gressive clients.  The  client  has  to  know  that  the  auditor  is  accountable  and  that  ac- 
countability will  cause  him  to  hold  the  interests  of  the  financial  statement  users, 
rather  than  those  of  management,  paramount. 

9.  Better  Interim  Reports  and  Internal  Controls 

Auditors  should  also  take  on  increased  responsibility  for  interim  reports  so  that 
fourth-quarter  surprises  can  be  avoided.  Auditors  must  not  only  insist  upon  very 
strong  internal  controls,  but  do  more  tests  of  transactions  on  an  interim — and  sur- 
prise— basis.  That  will  also  aid  in  the  fraud  detection  work. 

Besides  the  proposals  I  have  outlined  for  making  the  accounting  profession  more 
accountable,  I  believe  Congress  should  take  affirmative  steps  to  make  certain  that 
victims  can  get  into  court  when  they  have  been  defrauded. 

Most  importantly,  Congress  should  adopt  a  more  realistic  statute  of  limitations 
for  securities  fraud  cases  that  would  allow  a  plaintiff  to  bring  suit  for  fraud  within 
five  years  of  the  purchase  of  the  securities  at  issue  or  within  three  years  of  his  or 
her  discovery  of  the  fraud.  This  would  prevent  those  who  commit  fraud  from  benefit- 
ting from  their  ability  to  conceal  their  wrongdoing  for  long  periods  of  time  in  hopes 
that  the  statute  of  limitations  will  expire. 

The  integrity  of  the  securities  markets  could  also  be  improved  by  requiring  ac- 
countants to  take  affirmative  steps  to  report  fraud.  Legislation  along  these  lines  has 
been  proposed  by  Representative  Wyden  (H.R.  574)  and  Senator  Kerry  (S.  630). 

I  also  nave  a  number  of  suggestions  about  abusive  litigation  practices  by  account- 
ants. First,  I  believe  accounting  firms  substantially  increase  their  litigation  ex- 
penses by  engaging  in  what  can  best  be  described  as  scorched-earth  tactics.  The 
First  Circuit,  in  criticizing  the  tactics  employed  by  Arthur  Andersen  in  the  Viatron 
securities  litigation,  termed  this  practice  the  "megadefense": 

Perhaps  the  most  palpable  impression  we  distill  from  our  reading  of  the  record 
in  this  case  is  that  of  what  might  be  called  a  megadefense.  The  extent  to  which 
even  in  this  small  salient  of  a  much  wider  front  a  stream  of  motions,  memoranda, 
requests  for  clarification  and  reconsideration  can  be  filed  on  multiple  issues  with- 
out surcease  is  truly  impressive.  In  re  Arthur  Andersen  &  Co.,  621  F.2d  37,  38 
(1980). 

Accounting  firms  also  generally  do  not  produce  their  workpapers  without  a  signifi- 
cant fight  and  frequently  attempt  to  withhold  documents  from  production  by  claim- 
ing all  forms  of  privilege,  including  an  accountant-client  privilege — a  privilege  that 


is  not  recognized  in  Federal  court — a  proprietary  document  privilege  and  self-eval- 
uative privilege.  This  forces  plaintiffs'  counsel  to  engage  in  a  great  deal  of  expensive 
motion  practice  in  order  to  get  at  the  documents  relevant  to  proving  a  case  to  a  jury. 

Accounting  firms  also  frequently  claim  that  they  are  not  required  to  produce  docu- 
ments until  a  court  rules  on  their  motion  to  dismiss.  Thus,  m  the  Leslie  Fay  case, 
the  accounting  firm  that  had  issued  an  unqualified  opinion  on  financial  statements 
on  which  earnings  were  overstated  by  $12  million  (or  70  percent)  and  more  than 
one  year  later  withdrew  that  opinion,  refused  to  produce  any  documents  until  or- 
dered to  do  so  by  the  court.  Accounting  firms  have  also  extended  this  uncooperative 
attitude  to  cases  in  which  they  are  not  a  party  in  which  documents  have  been  sub- 
poenaed from  them.  One  question  the  committee  might  wish  to  ask  is  what  portion 
of  the  accountants'  litigation  costs  is  attributable  to  such  conduct. 

La  a  further  effort  at  making  litigation  against  accounting  firms  seem  unwise,  the 
Big  Six  frequently  refuse  to  even  discuss  settlement.  Thus,  in  the  Crazy  Eddie  case, 
the  defendant  accounting  firm  refused  to  discuss  settlement  for  almost  five  years. 
In  other  cases,  large  accounting  firms  refuse  to  discuss  settlement  until  literally  the 
eve  of  trial. 

There  is  no  mystery  why  accounting  firms  engage  in  such  abusive  litigation  prac- 
tices. It  is  in  order  to  convince  defrauded  investors  not  to  sue  them. 
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Regrettably,  instead  of  confronting  the  inadequacy  of  the  profession  and  doing 
something  about  it,  the  accounting  profession  spends  much  01  its  time  pressuring 
Congress  to  limit  lawsuits,  abolish  joint  and  several  liability,  and  adopt  the  English 
Rule  of  shifting  costs — all  of  which  are  proposals  that  would  curtail  the  rights  of 
the  victims  of  the  wrongdoing  the  accountants  failed  to  detect  or  decided  to  cover 
up. 

The  proposals  advocated  by  the  accounting  industry  in  H.R.417  and  S.  3181  in  the 
last  Congress  to  curtail  joint  and  several  liability  and  to  impose  the  "English  Rule" 
of  cost  shifting  in  securities  litigation  are  the  most  regressive,  counterproductive, 
and  anti-consumer  ideas  ever  proposed  in  the  area  of  the  Federal  securities  laws. 
They  would,  in  a  perverse  fashion,  reward  years  of  the  auditing  profession  kowtow- 
ing to  the  wishes  of  corporate  management,  failing  to  perform  proper  auditing  proce- 
dures, refusing  to  implement  serious  reform  of  certain  questionable  accounting  in- 
dustry practices,  and  then  engaging  in  expensive  scorched-earth  defensive  litigation 
practices. 

Eliminating  joint  and  several  liability  would  be  particularly  unwise  in  light  of  the 
unique  role  and  primary  duty  that  accountants  have  in  assuring  the  reliability  of 
audited  financial  statements.  It  seems  to  me  that  it  is  only  fair  that  if  an  account- 
ant, or  any  other  professional,  participated  through  reckless  or  other  intentional 
conduct  in  a  fraud  they  should  be  jointly  and  severally  liable  for  the  losses  of  inno- 
cent victims.  This  prevents  a  situation  in  which  victims  of  a  fraud  would  be  left 
without  any  source  of  recovery  due  to  the  bankruptcy  or  insolvency  of  a  company 
or  individual  wrongdoer — a  common  occurrence  in  cases  of  financial  fraud  such  as 
Lincoln  Savings,  Crazy  Eddie,  Wedtech  and  many  others.  For  example,  had  joint 
and  several  liability  not  been  available  in  the  Lincoln  case,  the  defrauded  investors 
would  have  recovered  only  a  small  portion  of  their  damages — instead  of  the  nearly 
100  percent  return  they  will  ultimately  receive.  In  any  event,  as  between  the  ac- 
countant wrongdoer  without  whom  the  financial  scam  could  never  have  taken  place, 
and  the  innocent  victim,  the  burden  of  loss  should  clearly  fall  on  the  former. 

I  would  emphasize  that  the  current  standard  for  joint  and  several  liability  under 
Section  10(b)  of  the  Securities  Exchange  Act  of  1934  is  a  difficult  one  for  any  plain- 
tiff to  meet.  Proving  negligence  is  not  sufficient.  Under  that  section  of  the  securities 
laws,  a  plaintiff  must  prove  that  any  defendant  acted  recklessly  or  intentionally. 
This  is  a  fraud  standard,  not  a  negligence  standard.  Suggestions  that  corporations 
or  accounting  firms  can  be  successfully  sued  for  mistake  or  solely  because  of  a  drop 
in  the  price  of  stock  are  patently  without  foundation  as  a  matter  of  law.  Consumer 
losses  caused  by  legitimate  investment  risk  are  likewise  not  recoverable. 

The  proposal  on  proportionate  liability  contained  in  H.R.417  is  particularly  coun- 
terproductive. By  requiring  wrongdoers  to  engage  in  "knowing"  securities  fraud  in 
order  to  be  held  jointly  and  severally  liable,  the  bill  in  fact  encourages  auditors  to 
look  the  other  way.  This  would  only  compound  the  nation's  financial  fraud  epidemic. 

The  adoption  of  the  English  Rule  would  have  an  even  worse  effect.  It  would  end 
virtually  all  private  litigation  under  the  Federal  securities  laws,  since  no  sane  de- 
frauded investor  would  bring  a  lawsuit  if  it  were  even  remotely  possible  that  he  or 
she  could  be  held  liable  for  all  of  defendants'  costs  if  they  lost— even  on  a  technical- 
ity. By  all  accounts,  the  system  in  England — even  with  a  vast  legal  aid  safety  net — 
has  major  problems.  I  see  no  public  policy  reason  to  emulate  it,  particularly  when 
the  English  are  in  some  cases  moving  toward  an  American  Rule. 

The  reform"  proposals  of  the  Big  Six  are  not  only  misguided  as  a  policy  matter, 
but  they  are  entirely  unnecessary.  As  SEC  Commissioner  Richard  Roberts  has  per- 
suasively argued,  the  courts  already  have  more  than  adequate  mechanisms  to  pro- 
tect defendants  from  frivolous  lawsuits  and  are  utilizing  these  tools  with  increasing 
frequency.  These  weapons  include  Rule  11  of  the  Federal  Rules  of  Civil  Procedure, 
which  allows  a  court  to  sanction  attorneys  and  their  clients  for  filing  frivolous  com- 
plaints and  other  improper  conduct.  Similarly,  Rule  9(b)  of  the  Federal  Rules  allows 
a  court  to  dismiss  any  complaint  asserting  a  fraud  claim  that  does  not  plead  the 
circumstances  constituting  fraud  with  particularity. 

Accountants  have  also  recently  won  several  significant  victories  on  broad  issues 
of  policy  in  the  Supreme  Court.  These  include  a  decision  in  Reues  v.  Ernst  &  Young, 
113  S.  Ct.  1163  (1993),  which  substantially  limits  a  plaintiffs  ability  to  sue  an  out- 
side accountant  under  the  RICO  statute,  and  a  decision  in  Musick,  Peeler  &  Garrett 
v.  Employers  Ins.  of  Wausau,  113  S.  Ct.  2085  (1993),  which  allows  a  right  of  con- 
tribution among  wrongdoers  under  Section  10(b).  This  allows  accountants  to  recover 
from  other  defendants  in  situations  in  which  they  believe  they  have  paid  more  than 
their  proportionate  share. 

Importantly,  the  Big  Six  fail  to  mention  that  many  of  the  major  cases  against 
them  are  being  brought  by  the  Federal  Government  or  big  institutions,  and  are  not 
class  actions  by  small  investors.  Lawsuits  brought  by  the  FDIC  and  the  RTC  as  a 
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result  of  the  failures  in  the  savings  and  loan  industry  are  good  examples.  Only  30 
percent  of  all  present  litigation  relating  to  audit  failure  is  generated  by  open-market 
securities  fraud  class  actions.  The  other  70  percent  are  now  brought  by  major  insti- 
tutions and  the  government. 

For  example,  the  verdict  in  the  Miniscribe  case  against  Coopers  &  Lybrand  in 
Texas  was  the  result  of  a  lawsuit  brought  by  an  institutional  investor.  Also,  Ernst 
&  Young  agreed  to  pay  $400  million  to  the  FDIC — not  any  defrauded  shareholder — 
in  order  to  settle  claims  arising  from  its  failure  to  audit  several  banks  that  subse- 
quently failed  at  great  expense  to  the  taxpayers.  Similarly,  it  is  the  RTC  that  is  cur- 
rently involved  in  legal  actions  against  Deloitte  &  Touche  seeking  $1.4  billion  in 
damages  for  allegedly  faulty  audits  of  banks  and  thrift  institutions. 

I  urge  the  committee  to  reject  the  self-interested  pleas  of  this  coalition  of  wrong- 
doers seeking  to  eliminate  the  rights  of  innocent  victims  of  securities  fraud.  Instead, 
I  would  ask  you  to  consider  the  suggestions  I  have  made,  which  are  designed  to 
make  the  accounting  profession  more  accountable  to  the  public  they  are  sworn  to 
serve.  The  recent  history  of  financial  fraud  in  this  country  speaks  volumes  of  the 
need  for  higher  standards  of  accounting  practices. 

There  is  no  reason  to  change  the  system  of  private  enforcement  of  the  Federal 
securities  law  that,  in  addition  to  generating  billions  of  dollars  in  recoveries  for  de- 
frauded investors,  has  helped  ensure  the  leading  role  of  the  securities  markets  in 
this  country.  Rather,  I  would  ask  you  to  focus  on  the  need  to  make  auditors  more 
independent  and  accountable  to  the  investing  public.  Only  that  will  help  prevent  fu- 
ture financial  frauds  like  the  S&L  debacle. 


STATEMENT  OF  ROBERT  A.  BOWMAN 
Executive  Vice  President  and  Chief  Financial  Officer,  ITT  Corporation 

on  behalf  of 
Financial  Executives  Institute 

Chairman  Dodd  and  Members  of  the  subcommittee,  I  am  Robert  A.  Bowman,  Ex- 
ecutive Vice  President  and  Chief  Financial  Officer  of  ITT  Corporation.  Prior  to  com- 
ing to  ITT,  I  was  for  eight  years  the  Treasurer  of  the  State  of  Michigan  and  before 
that  spent  two  years  here  in  Washington  working  at  the  U.S.  Department  of  the 
Treasury.  I  appear  here  today  on  behalf  of  Financial  Executives  Institute  (FED,  a 
professional  association  representing  over  14,000  individuals  who  are  senior  and 
chief  financial  officers  of  some  8,000  companies  in  the  United  States  and  Canada. 
FEI  was  founded  in  1931  as  the  Controllers  Institute  of  America  and  is  now  the 
premier  membership  organization  of  corporate  financial  executives. 

Mr.  Chairman,  the  subcommittee  is  today  addressing  a  number  of  important  is- 
sues— important  to  all  of  us  who  have  a  stake  in  the  securities  markets  and  finan- 
cial reporting  system  in  the  United  States. 

As  a  chief  financial  officer  I  am  not  here  today  to  offer  legal  solutions  to  the  litiga- 
tion issues  raised  in  this  and  prior  hearings.  However,  the  members  of  Financial 
Executives  Institute  do  have  substantial  expertise  in  all  aspects  of  financial  report- 
ing, accounting  and  internal  control.  This  is  what  I  will  address  today. 

Our  comments  on  the  specific  issues  raised  in  the  subcommittee's  invitation  to 
testify  are  as  follows: 
•  Should  steps  be  taken  to  require  auditors  to  "blow  the  whistle"  on  illegal  acts? 

Congressman  Wyden  and,  more  recently,  Senator  Kerry  have  introduced  legisla- 
tion, H.R.  574  and  S.630,  to  require  auditors  to  follow-up  on  any  possible  illegal  acts 
that  have  been  detected  or  otherwise  come  to  the  accountant's  attention  during  the 
course  of  the  audit.  The  legislation  would  require  auditors  to  examine  these  activi- 
ties, and  to  report  their  findings,  first  to  senior  management  and  then  to  the  Board 
of  Directors  or  Audit  Committee.  Should  such  illegal  acts  have  a  material  effect  on 
the  financial  statements,  and  senior  management  or  the  board  has  not  taken  appro- 
priate remedial  action,  then  the  bills  require  the  SEC  to  be  notified. 

FEI  has  publicly  endorsed  both  of  these  bills  and  we  continue  to  support  Mr. 
Wyden  and  Senator  Kerry  in  these  efforts.  Accordingly,  we  believe  the  provisions 
of  H.R. 574  and  S.630  are  appropriate  and  should  be  adopted.  I  might  add,  Mr. 
Chairman,  FEI  has  also  publicly  testified  before  Congress  that  auditors  who  resign 
for  cause,  or  are  replaced  as  auditors  of  a  public  company  because  of  a  serious  dis- 
agreement with  a  client,  should  report  the  facts  directly  to  the  Securities  and  Ex- 
change Commission. 
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•  Should  other  steps  be  taken  to  ensure  the  integrity  of  management  internal  con- 
trols? 

Mr.  Chairman,  management  is  responsible  for  the  company's  financial  reporting 
and  the  company's  system  of  internal  controls.  It  is  our  long-standing  position  that 
management  s  report,  and  I  stress  that  it  is  management's  report,  on  their  respon- 
sibility for  effective  internal  control  systems  is  meaningful  information  and  that  it 
does  add  value  to  the  annual  report. 

However,  we  do  not  agree  that  additional  auditors  reporting  on  internal  controls 
is  warranted.  In  our  opinion,  such  auditor  reporting  would  not  add  any  value  to  the 
financial  reports  nor  would  the  auditor's  report  improve  a  company's  internal  con- 
trols. In  fact,  we  believe  that  additional  auditor  involvement  is  redundant. 

FEI  believes  that  the  users  of  audited  financial  statements  have  a  right  to  expect 
that,  as  part  of  the  annual  audit,  the  outside  auditors'  examination  of  the  company's 
transactions,  and  the  amounts  and  disclosures  in  the  financial  statements,  extends 
to  adequate  testing  of  the  internal  controls  in  sufficient  depth  to  conclude  that  the 
quality  and  reliability  of  such  financial  statements  is  not  jeopardized. 

Mr.  Chairman,  the  shareholders,  lenders,  and  the  public  should  expect  that  when 
the  auditor  signs  the  opinion,  that  such  financial  statements  are  fairly  presented. 
Any  public  accounting  firm  which  says  that  it  does  not  understand  a  company's  in- 
ternal controls  is  engaging  in  sophistry. 

FEI's  14,000  members  certainly  do  not  accept  the  view  that  the  resulting  in- 
creases in  the  annual  audit  fees  of  5-20  percent  or  more  for  auditor  internal  control 
attestation  are  justified.  Using  the  20  percent  estimate,  the  cost  of  auditor  attesta- 
tion of  internal  controls  would  add  one  billion  dollars  to  the  annual  cost  of  doing 
business  in  the  United  States  where  audit  fees  are  already  the  highest  in  the  world. 

With  respect  to  other  steps  to  be  taken,  FEI  has  consistently  supported  the  estab- 
lishment of  independent  audit  committees  of  the  Board  of  Directors.  Since  1970,  we 
have  encouraged  public  companies  to  voluntarily  include  a  "management  report''  on 
its  responsibilities  for  the  financial  reports  and  internal  controls  in  the  annual  re- 
port to  shareholders. 

As  part  of  its  oversight  responsibility  for  audit  firms  which  are  members  of  the 
SEC  practice  section  of  the  AICPA,  the  Public  Oversight  Board  (POB)  has  also 
called  for  sweeping  changes  in  the  oversight  and  regulation  of  financial  reporting, 
as  well  as  in  the  independent  audit  process. 

In  FEI's  letter  of  June  11,  1993,  commenting  on  the  Public  Oversight  Board's  re- 

(>ort,  we  addressed  these  broader  issues,  and  I  ask  that  the  attached  copy  of  that 
etter  be  included  in  and  made  a  part  of  the  record  of  these  hearings. 

Mr.  Chairman,  FEI  supports  many  of  the  proposals  set  forth  in  the  POB  report 
and  we  most  definitely  support  the  need  for  overall  tort  reform.  While  we  believe 
the  litigation  crisis  warrants  legislative  relief  in  the  form  of  tort  reform,  we  also  rec- 
ognize that  the  auditing  profession  needs  to  strengthen  auditing  procedures,  quality 
controls  and  enforcement  mechanisms  within  the  public  accountmg  profession. 

However,  we  have  serious  concerns  regarding  the  cost/benefit  of  some  of  the  rec- 
ommendations made  by  the  POB.  In  particular,  we  are  strongly  opposed  to  the  im- 
position of  new  requirements  that  increase  the  costs  of  doing  business  without  add- 
ing commensurate  value.  As  stated  previously,  our  major  concern  is  the  proposal  to 
require  external  auditors  to  evaluate  and  issue  a  separate  report  on  a  company's 
own  assessment  of  its  internal  control  system. 

Mr.  Chairman,  thank  you  for  allowing  me  to  testify  today.  I  will  be  pleased  to 
participate  in  the  discussion  of  these  issues  and  to  respond  to  any  questions  which 
Members  of  the  subcommittee  or  my  fellow  panelists  may  have. 


STATEMENT  OF  MARC  E.  LACKRITZ 
President,  Securities  Industry  Association 

I.  Introduction 

Chairman  Dodd,  Senator  Gramm,  and  Members  of  the  subcommittee,  on  behalf 
of  the  Securities  Industry  Association  ("SIA"),1  I  would  like  to  thank  the  Securities 


1SIA  is  the  trade  association  representing  700  securities  firms  headquartered  throughout  the 
United  States  and  Canada.  Its  members  include  securities  organizations  of  virtually  all  types — 
investment  banks,  brokers,  dealers  and  mutual  fund  companies,  as  well  as  other  firms  function- 
ing on  the  floors  of  the  exchanges.  SIA  members  are  active  in  all  exchange  markets,  in  the  over- 
the-counter  market,  and  in  all  phases  of  corporate  and  public  finance.  Collectively,  they  provide 
investors  with  a  full  spectrum  of  securities  and  investment  services,  and  account  for  approxi- 
mately 90  percent  of  the  securities  business  being  done  in  North  America. 
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Subcommittee  for  inviting  me  to  participate  in  this  hearing  on  securities  litigation 
reform.  I  am  Marc  E.  Lackritz,  President  of  SIA.  It  is  a  pleasure  to  be  with  you 
today  to  present  SIA's  views  on  the  Federal  securities  laws'  private  civil  liability 
system. 

II.  Discussion 
A.  Capital  Raising 

The  securities  industry  gives  much  to  society  in  terms  of  a  better  quality  of  life. 
Millions  of  individuals  and  institutions  use  our  industry's  services  and  advice  to 
reach  their  financial  objectives  for  housing,  education,  and  retirement,  and  their 
successes  are  the  source  of  our  strength. 

The  securities  industry  and  the  capital  markets  perform  functions  that  are  vital 
to  the  U.S.  economy.  The  capital  raised  by  the  industry  fuels  the  economy  and  cre- 
ates and  maintains  jobs.  The  U.S.  capital  markets  are  the  most  efficient,  open,  and 
liquid  in  the  world,  and  as  the  capital  needs  of  the  world  grow,  it  is  our  capital  mar- 
kets to  which  businesses  and  governments  will  turn  to  raise  funds.  Since  we  per- 
form our  capital  allocation  function  throughout  the  world,  the  vitality  of  our  indus- 
try is  critical  to  the  economic  vigor  of  the  United  States,  and  to  many  other  nations. 
We  take  the  role  and  the  quality  of  our  capital  markets  for  granted;  but  consider 
the  situation  of  the  former  Soviet  Union,  which  lacks  well-established  capital  mar- 
kets and  a  history  of  entrepreneurship.  Anatoly  Chubais,  Russia's  Deputy  Prime 
Minister  in  Charge  of  Privatization,  recently  wrote  that: 

Before  we  can  build  capitalism  in  Russia,  we  must  open  up  the  flow  of  capital 
to  entrepreneurs.  Ultimately,  the  new  businesses  and  new  jobs  they  create  will 
offset  job  losses  resulting  from  the  wrenching  restructuring  of  Russia's  huge,  inef- 
ficient industries.  ...  No  State  agency,  however  well-intentioned,  can  outthink 
millions  of  property  owners  and  entrepreneurs  making  economic  choices  on  their 
own  initiative — when  to  buy,  when  to  sell,  from  whom,  to  whom,  and  for  how 
much.2 

Fortunately,  the  U.S.  has  the  markets  and  the  expertise  that  allocate  capital. 
During  this  recent  economic  downcycle  and  subsequent  period  of  slow  growth,  the 
securities  industry  has  met  the  capital  needs  of  businesses  and  government.  After 
surviving  our  own  three-plus  year  recession,  we  rebounded  to  set  records  for  almost 
every  type  of  capital  market  activity. 

We  are  proud  of  our  contribution  to  the  U.S.  economy  because  of  the  tremendous 
amount  of  capital  the  securities  industry  raised  for  U.S.  business.  In  1992,  the  secu- 
rities industry  raised  over  $1  trillion  for  corporations  through  bond  and  note  sales, 
setting  a  new  record.  That  is  more  than  double  the  amount  raised  in  any  year  prior 
to  1989.  SIA  firms  also  raised  $128  billion  in  public  and  private  stock  issues.8 

This  subcommittee  has  an  especially  keen  interest  in  the  raising  of  capital  for  new 
business  and  in  addressing  the  recent  bank  credit  crunch.  Many  new,  small  busi- 
nesses either  have  not  been  able  to  get  bank  loans  at  all  or  have  been  forced  to  pay 
high  interest  rates  for  them.  However,  the  securities  industry  raised  $24  billion  for 
companies  coming  to  the  public  markets  with  their  first  stock  issues.  Over  the  last 
eight  years,  1992  and  1991  were  the  number  one  and  number  three  ranked  years 
in  terms  of  equity  capital  raised  for  new  issues.  That  capital  translates  into  new 
facilities,  products,  and  jobs. 

We  also  have  made  a  substantial  contribution  to  the  public  finance  sector.  In  1992 
SIA  member  firms  underwrote  $540  billion  in  new  offerings  of  U.S.  Treasury  debt.4 
In  addition,  last  year  we  underwrote  $232  billion  of  municipal  bonds  for  States, 
cities,  and  towns,  or  over  one-third  more  than  in  1991.  That  meant  new  money  to 
finance  infrastructure  projects,  such  as  schools,  roads,  and  bridges. 

Despite  all  the  talk  of  institutionalization  of  the  markets,  individuals  still  directly 
own  half  of  all  the  stock  outstanding  in  the  U.S.  That  figure  is  down  from  84  per- 
cent in  1965,  but  it  reflects  the  trend  that  individuals  now  indirectly  invest  in  equi- 
ties, and  other  financial  instruments,  through  institutions  such  as  mutual  funds. 
Through  mutual  funds,  individuals  are  acquiring  considerably  more  bonds  and  equi- 


*Wall  St.  J.,  June  16,  1993,  at  A12. 
3  Securities  Industry  Trends  (July  1993). 

4This  figure  constitutes  net  issuance  of  securities.  Securities  Industry  Association,  Fact  Book 
(1993). 
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ties  than  they  are  purchasing  as  individuals.  Clearly,  individuals  have  more  of  a 
stake  in  our  capital  markets  than  ever  before.5 

In  short,  the  securities  industry  makes  a  major  contribution  to  the  American  econ- 
omy by  raising  capital  for  both  private  and  public  sector  activities,  by  providing 
sound  advice  to  issuers  and  investors,  and  by  making  liquid  and  deep  markets  in 
securities.  We  are  responding  to  the  needs  01  the  marketplace  and  playing  a  major 
role  in  restarting  the  American  economy. 

B.  Congressional  Action 

The  recent  debate  over  litigation  reform  was  precipitated,  in  part,  by  the  U.S.  Su- 

Ereme  Court's  decision  in  Lampf,  Pleva,  Lipkind  Prupis  &  Pehgrow  v.  Gilbertson.6 
Congress  enacted  Section  27A  of  the  Exchange  Act  in  response  to  that  decision,  to 
restore  cases  that  were  pending  on  the  day  of  the  Supreme  Court's  decision.7  Con- 
gress preserved  the  "rules  of  the  game"  with  all  of  their  inconsistencies  for  pending 
cases.  But  it  also  left  intact  the  Supreme  Court's  decision  prospectively,  and  put  ev- 
eryone on  notice  that  a  new  and  uniform  statute  of  limitations  applied  from  now 
on.  Congress  is  now  considering  whether  further  legislation  is  needed  to  alter  the 
current  private  liability  system  under  the  Federal  securities  laws. 

C.  An  Historical  Perspective 

Congress  enacted  the  Securities  Act  of  1933  (the  "Securities  Act")  and  the  Ex- 
change Act  to  establish  new  standards  for  the  securities  marketplace.  When  rec- 
ommending the  Securities  Act  to  Congress  in  1933,  President  Franklin  D.  Roosevelt 
said  "the  proposal  adds  to  the  ancient  rule  of  caveat  emptor,  the  further  doctrine 
let  the  seller  also  beware.'  It  puts  the  burden  of  telling  the  whole  truth  on  the  sell- 
er. It  should  give  impetus  to  honest  dealing  in  securities  and  thereby  bring  back 
public  confidence."8 

Section  5's  registration  requirement,  combined  with  the  liability  provisions  of  the 
Securities  Act  have  been  powerful  deterrents  to  fraud.  The  anti-fraud  protections  of 
Section  17  and  the  express  private  rights  of  action  afforded  by  Sections  11,  12,  and 
15  deter  lying  to  the  public,  or  not  telling  the  whole  truth.9  The  Securities  Act  cre- 
ates substantial  incentives  for  issuers,  underwriters,  and  others  to  tell  the  whole 
truth  when  selling  securities,  so  that  investors  will  understand  what  they  are  get- 
ting. SIA  believes  that  this  policy  of  full  disclosure  facilitates  honest  and  efficient 
markets. 

Similarly,  the  Exchange  Act  and  particularly  Section  10(b),  substantially  augment 
investor  protection.  Under  this  authority,  the  Securities  and  Exchange  Commission 
(the  "SEC  or  the  Commission")  adopted  Rule  10(bX5).  As  this  subcommittee  knows, 
Congress  did  not  create  expressly  a  private  right  of  action  under  Section  10(b)  of 
the  Exchange  Act  and  Rule  10(b)(5)  thereunder.  Yet  Rule  10(b)(5)  has  proven  to  be 
a  flexible  weapon  in  exposing  bad  actors.10 

The  Exchange  Act  also  created  the  SEC.  Congress  set  up  a  new  independent  agen- 
cy to  administer  the  new  securities  laws.  Today,  no  one  in  the  world  doubts  the  te- 
nacity of  the  Commission  in  bringing  enforcement  cases. 

SIA  strongly  believes  in  investor  protection,  because  it  is  both  good  policy  and 
good  business.  Public  customers  should  receive  full  disclosure  about  the  investment 
decisions  that  face  them.  When  broker-dealers  hang  out  their  "shingles,"  they  rep- 
resent that  they  will  deal  honestly  with  their  customers.  SIA  always  has  supported 


5  Today's  overall  financial  portfolio  of  individuals  is  comprised  of  63  percent  of  investments 
in  capital  market  instruments,  such  as  mutual  funds  and  stocks.  In  contrast,  individuals  place 
only  36  percent  of  their  financial  portfolios  in  bank  deposits  and  certificates  of  deposit 

"501  U.S.  — ,  111  S.  Ct  2773  (1991).  The  Supreme  Court  held  that  the  statute  of  limitation 
for  the  implied  private  right  of  action  under  Section  10(b)  of  the  Securities  Exchange  Act  of  1934 
(the  "Exchange  Act")  and  Rule  10(bX5)  thereunder  should  be  borrowed  from  other  provisions  in 
the  Exchange  Act,  that  is,  within  the  shorter  of  one  year  from  the  date  of  discovery  (i.e.,  when 
the  plaintiff  discovered  or  should  have  discovered  the  violation)  or  within  three  years  after  the 
violation  occurred  ("one/three  year  rule").  See  also  James  B.  Beam  Distilling  Co.  v.  Georgia,  501 
U.S.  — ,  111  S.  Ct  2439  (1991)  (rule  of  law  in  one  case  must  apply  to  all  others  not  barred 
by  procedural  requirements  or  res  judicata).  Beam  applied  Lampf  retroactively  to  pending  cases 
brought  under  Rule  10(bX5). 

'Federal  Deposit  Insurance  Corporation  Improvement  Act  of  1991,  §476.  Pub.  L.  No.  102-242, 
105  Stat  2236. 

8  Message  of  President  Franklin  D.  Roosevelt,  March  29,  1933,  as  cited  in  Loss  and  Seligman, 
I  Securities  Regulation  178  (3d.  ed.  1989)  (Loss's  footnotes  omitted).  See  also  Seligman,  The 
Transformation  of  Wall  Street,  (1982)  at  41-2. 

9  More  recently,  Congress  strengthened  the  Commission's  already  formidable  enforcement 
powers  by  adding  the  Securities  Enforcement  Remedies  and  Penny  Stock  Reform  Act  of  1990. 
P.L.  No.  101-429,  104  Stat  931. 

10  Unfortunately,  the  plaintiffs  bar  attempts  to  use  Rule  10(bX5)  against  every  imagined  secu- 
rities fraud,  but  we  address  this  point  in  more  detail  infra. 


415 

a  well-funded  and  vigorous  SEC,  and  our  members  pay  a  substantial  portion  of  the 
cost  of  the  Commission. 

D.  Sixty  Years  of  Experience;  Need  for  Change 

The  Securities  Act  was  sixty  years  old  on  May  27,  1993,  and  of  course,  the  Ex- 
change Act  is  only  one  year  younger.  Sixty  years  is  a  reasonable  period  of  time  in 
which  to  evaluate  the  effects  of  legislation  on  the  problems  that  Congress  sought 
to  address. 

Without  question,  the  basic  framework  of  the  Securities  Act,  the  Exchange  Act, 
the  other  securities  laws,  and  the  Commission,  are  remarkably  good.  Our  markets 
set  world  standards  for  honesty  and  innovation.  Wisely,  Congress  chose  the  disclo- 
sure system  of  regulation,  rather  than  the  merit  system. 

But  the  securities  laws,  for  all  of  their  benefits,  do  not  work  perfectly.  SIA  be- 
lieves that  the  private  litigation  system  that  the  securities  laws  created  does  not  ex- 
clusively compensate  investors  who  are  truly  harmed  by  fraud  or  wrongdoing.  In- 
stead, it  often  discourages  investment  and  obfuscates  responsibility  for  wrongdoing. 

If  we  were  writing  the  securities  laws  today  from  scratch,  we  would  all  agree  that 
we  need  a  system  of  measured  private  civil  liability.  We  might  expect  that  system 
to  achieve  a  few  basic  goals: 

1.  The  Liability  System  Should  Encourage  Full  Disclosure. — Persons  who  sell 
securities  to  investors  on  the  basis  of  materially  fraudulent  disclosures  that  harm 
investors,  should  have  to  pay  up.  Investors  should  be  able  to  read  a  prospectus 
for  a  public  offering  and  know  that  the  information  is  accurate,  and  that  it  ap- 
prises them  fairly  of  the  risks  and  benefits  of  the  investment. 

2.  The  Liability  System  Should  Not  Guarantee  Investments. — When  a  person 
buys  securities,  he  or  she  should  not  get  a  guarantee  that  the  stock  will  go  up 
in  price,  or  the  investor  will  get  his  or  her  money  back.  There  is  some  element 
of  risk  involved  with  the  purchase  of  any  security,  and  the  issuer,  underwriter, 
accountants,  and  attorneys  should  not  be  held  as  guarantors.  The  system  only 
should  compensate  investors  injured  by  wrongful  acts  of  others. 

3.  Injured  Investors  Should  be  Compensated  Fully  But  Should  Bring  Their 
Claims  Promptly;  Strike  Suits  Should  he  Discouraged. — People  with  legitimate 
claims  should  be  paid  quickly  and  fairly  for  their  losses.  Investors  should  bring 
their  cases  promptly  and  should  not  be  able  to  wait  years  to  see  if  stock  prices 
rose  or  fell.  Persons  with  bogus  claims  should  be  discouraged  from  filing  suit  to 
extract  a  nuisance  settlement. 

4.  The  Liability  System  Should  Compensate  Injured  Investors,  Not  Predatory 
Plaintiffs'  Attorneys. — The  purpose  of  a  liability  system  is  to  compensate  the  per- 
sons harmed  and  to  restore  their  financial  positions.  It  should  not  allow  plaintiffs' 
attorneys  to  bleed  off  excessive  fees  and  expenses. 

5.  The  Liability  System  Should  Encourage  Responsibility  for  One's 
Wrongdoings. — A  liability  system  should  create  incentives  for  acting  responsibly. 
Imposing  liability  on  one  person  for  the  mistakes  of  others,  or  for  actions  beyond 
his  or  her  control,  does  not  achieve  that  goal. 

6.  The  Liability  System  Should  Not  Deter  Capital  Investment,  and  Should  Not 
Tax"  Capital. — Investors  who  have  confidence  in  a  market  will  risk  their  funds. 
A  market  that  is  perceived  to  be  crooked  will  deter  investors,  driving  up  the  price 
of  capital.  However,  if  strike  suits  place  a  "tax"  on  investment,  it  will  raise  capital 
costs  and  hurt  the  economy.  There  should  be  no  "litigation  put." 

Judged  by  these  criteria,  the  current  private  civil  liability  system  has  substantial 
failings.  SIA  submits  that  the  private  civil  liability  system  under  the  Securities  Act 
and  the  Exchange  Act  has  not  served  the  public  at  large  well,  and  has  imposed  dis- 
proportionate and  dysfunctional  burdens  on  issuers,  underwriters,  accountants,  and 
others. 

1.  Stock  Price  Declines  and  Settlements 

Although  Congress  did  not  intend  the  securities  laws  to  establish  a  system  of 
guarantees  to  investors,  the  private  bar  has  attempted  to  use  the  laws  to  achieve 
exactly  this  purpose.  Unfortunately,  there  is  a  great  tendency  for  predatory  plain- 
tiffs' attorneys  to  file  suits  whenever  a  stock  price  declines,  in  the  hope  of  extracting 
a  settlement. 

Plaintiffs'  attorneys  pore  over  issuers'  prospectuses  and  periodic  disclosures  in  the 
hope  of  finding  some  phrase  that,  with  the  benefit  of  hindsight,  they  can  seize  upon 
to  file  a  class-action  suit  for  the  benefit  of  disappointed  investors  who  lost  money 
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in  the  market.11  Plaintiffs'  attorneys  can  sue  the  issuer  accountants,  attorneys,  and 
banks  assisting  the  issuer,  on  the  grounds  that  allegedly  fraudulent  statements  mis- 
led the  purchasers  of  the  securities. 

When  a  stock's  price  declines  substantially,  plaintiffs'  attorneys  are  likely  to  file 
securities  class-action  suits.  Vincent  E.  O'Brien  and  Richard  W.  Hodges  studied  533 
securities  class  actions  during  the  five  year  period  beginning  April,  1988  and  ending 
March,  1993.12  The  study  examined  342  companies  reported  in  The  Securities  Class 
Action  Alert.  All  of  the  companies  sued  experienced  drops  in  their  stock  prices.  The 
study  included  cases  involving  secondary  trading  of  the  securities,  as  well  as  new 
offerings.13 

Among  the  defendants  in  these  suits  were  every  type  of  corporation.  While  newer 
companies  were  often  the  defendants,  two  thirds  of  the  companies  in  this  sample 
were  older  than  ten  years.  A  disproportionate  number  of  the  cases  were  against 
young,  medium-sized  high  technology  firms,  accounting  for  one  out  of  every  four 
suits!14 

These  data  indicate  that  whenever  a  stock's  price  declines,  plaintiffs'  attorneys 
are  likely  to  file  suit,  regardless  of  size,  profitability,  industry  type,  or  location. 

While  the  average  drop  was  51  percent,  companies  with  drops  of  less  than  10 
percent  were  sued.  Most  disturbingly,  companies  who  had  a  history  of  wide  price 
swings,  i.e.  companies  known  to  be  risky  investments,  were  much  more  likely  to 
be  sued.  Because  there  is  no  reason  to  believe  that  fraud  is  significantly  more 
prevalent  at  such  companies,  this  would  suggest  that  these  suits  are  being  used 
as  insurance  for  normal  investment  risk  rather  than  to  recover  for  injury  due  to 
fraud.15 

Just  by  filing  one  of  these  lawsuits,  plaintiffs'  lawyers  impose  substantial  costs 
on  the  defendants.  Paying  defense  lawyers,  producing  records,  and  diverting  the  at- 
tention of  company  personnel,  all  impose  costs  on  defendants — both  those  in  the  se- 
curities industry  and  those  in  other  segments  of  our  economy.  These  costs  impose 
significant  pressures  on  defendants  to  settle  even  meritless  cases. 

One  recent  study  indicates  that  in  a  significant  proportion  of  cases,  the  amount 
of  settlement  bears  no  relation  to  the  merits  of  the  underlying  litigation,  but  is  in- 
stead pegged  to  the  damages  claimed  by  the  plaintiffs  or  otherwise  related  to  the 
amount  of  the  defendants'  insurance  coverage.  Janet  Cooper  Alexander  studied  set- 
tlements of  securities  class  actions.  After  examining  empirical  data  from  initial  pub- 
lic offerings  of  computer-related  companies  for  the  first  six  months  of  1983,  Alexan- 
der states: 

a  significant  and  identifiable  class  of  settlements  [in  these  cases]  is  in  reality 
neither  [a]  voluntary  [resolution  of  the  dispute]  nor  accurate  [in  the  sense  of  ap- 
proximating the  outcome  of  the  trial].  .  .  .  [T]rial  is  not  regarded  by  the  parties 
as  a  practically  available  alternative  for  resolving  the  dispute,  and  they  are  not 
accurate  in  that  the  strength  of  the  case  on  the  merits  has  little  or  nothing  to 
do  with  determining  the  amount  of  the  settlement.  .  .  .  According  to  the  general 
assumption  that  outcomes  reflect  the  parties'  estimates  of  the  strength  of  the  case, 
the  results  in  these  cases  should  vary,  reflecting  the  differences  in  the  merits.  In- 
stead, the  cases  settled  at  an  apparent  "going  rate"  of  approximately  one  quarter 


11  The  courts  have  begun  responding  to  this  problem  by  adopting  the  "bespeaks  caution"  doc- 
trine. Under  Section  11  of  the  Securities  Act,  "the  bespeaks  caution  doctrine  holds  that  when 
a  prospectus  contains  substantial  disclosure  of  specific  risks,  statements  that  express  manage- 
ment's optimism  about  future  performance,  despite  those  particular  risks,  are  not  misleading 
as  a  matter  of  law."  In  re  World  of  Wonder  Securities  Litigation,  1993  U.S.  Dist  LEXIS  685 
at  10  (N.D.  Cal.,  1993).  The  court  held  that: 

this  court  adopts  the  following  formulation  of  the  bespeaks  caution  doctrine.  Estimates  or  fore- 
casts of  future  performance  in  a  prospectus  are  not  actionable  if  the  prospectus  contains  con- 
spicuous language  that  bespeaks  caution  as  to  actual  results.  Furthermore  the  cautionary  lan- 
guage must  specifically  disclose  the  nature  and  extent  of  the  risks  involved. 

Id  at  20-21.  This  doctrine  is  a  judicial  attempt  to  address  abusive  suits,  but  still  results  in 
defendants  having  to  litigate  dubious  cases. 

"Statement  of  Vincent  E.  O'Brien,  before  the  Subcommittee  on  Securities,  Committee  on 
Banking,  Housing,  and  Urban  Affairs,  U.S.  Senate,  June  17,  1993  (hereinafter  the  "O'Brien  Tes- 
timony"*). See  also  Vincent  O'Brien,  The  Class  Action  Shakedown  Racket,  Wall  St.  J.,  Sept.  10, 
1991  ("1991  O'Brien  Article"). 

13  In  the  1991  O'Brien  Article,  he  notes  that  of  the  330  cases  that  he  had  studied  at  that  time, 
fewer  than  a  quarter  of  the  suits  related  to  new  securities  offerings  and  fewer  still  involved  ini- 
tial public  offerings  of  stock. 

14  OBrien  Testimony,  at  2-3. 
"O'Brien  Testimony,  at  3. 
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of  the  potential  damages.  In  other  words,  a  strong  case  in  this  group  appears  to 

have  been  worth  no  more  than  a  weak  one.16 

In  addition,  the  O'Brien  Testimony,  supra,  notes  that  out  of  365  securities  class- 
action  suits  resolved,  93  percent  were  settled  out  of  court.  By  comparison,  the  norm 
for  most  other  civil  cases  is  60  to  70  percent.17 

Investors  who  actually  have  been  defrauded  should  be  given  an  opportunity  to  ob- 
tain redress.  However,  many  lawsuits  have  little,  if  any,  merit  but,  nevertheless, 
create  the  same  legal  expenses  as  do  meritorious  cases.  Under  these  circumstances, 
the  cost  of  litigating  becomes  prohibitive,  and  the  defendants  simply  prefer  to  pay 
the  plaintiffs  to  go  away. 

The  result  of  the  disconnect  between  the  merits  and  settlements  not  only  does  not 
achieve  the  congressional  goal  of  protecting  investors,  it  undermines  that  goal.  If 
there  is  no  correlation  between  the  merits  and  the  settlement,  the  system  is  not  en- 
couraging full  disclosure  to  investors  and  punishing  fraud.  Accordingly,  the  civil  li- 
ability mechanism  metes  out  punishment  at  random,  instead  of  achieving  Congress's 
purpose.  As  a  consequence,  the  current  litigation  system  will  breed  cynicism.  Some 
issuers  or  others  may  assume  that  they  are  going  to  be  sued  no  matter  how  thor- 
oughly they  disclose  their  business  and  the  attendant  risks.  Therefore,  the  system 
removes  incentives  to  be  careful. 

2.  Excessive  Attorneys'  Fees 

The  current  system  of  securities  class-action  litigation  does  much  more  to  benefit 
plaintiffs'  attorneys,  than  it  does  to  champion  the  causes  of  harmed  investors.  For 
example,  Alexander  found  that  in  one  case,  the  $12  million  settlement  fund  had 
been  reduced  to  $9.3  million  ($1.8  million  of  which  was  interest  that  the  fund 
earned  while  the  litigants  sorted  out  claims).  The  fund  was  reduced  nearly  40  per- 
cent by  the  payment  of  $3.8  million  in  fees  to  plaintiffs'  lawyers  and  by  $700,000 
in  other  administrative  costs.  Investors  received  approximately  40  percent  of  their 
net  allowable  claims,  or  between  22  percent  and  40  percent  of  their  market  loss.18 

Assuming  arguendo,  that  these  investors  had  legitimate  causes  of  action,  the 
plaintiffs'  lawyers  skimmed  an  unconscionably  large  amount  of  money  "off  the  top," 
to  the  detriment  of  injured  investors.  If  you  assume  that  the  only  ^arm"  was  the 
decline  of  stock  prices,  then  there  is  no  justification  for  the  fees  and  costs  at  all. 

Many  of  the  same  firms  of  predatory  plaintiffs'  lawyers  bring  many  of  the  securi- 
ties class-action  suits.  For  example,  Alexander  found  that  "one  firm  .  .  .  represented 
plaintiffs  in  all  nine  cases  [in  one  part  of  the  study]  and  was  lead  or  co-lead  counsel 
in  eight." 19  There  also  are  "professional  plaintiffs  who  buy  stock  with  the  apparent 
purpose  of  filing  suit.  Alexander  found  that  one  person  was  a  plaintiff  in  five  of  nine 
cases  that  she  studied  and  that  he  had  been  a  plaintiff  in  90  securities  cases.  "He 
apparently  bought  a  few  hundred  shares  of  virtually  every  newly  issued  stock,  and 
sued  most  of  the  high -techno  logy  companies  in  which  he  invested."20 

SIA  believes  that  the  current  class-action  system  for  securities  cases  does  not 
compensate  investors  for  harms  that  they  allegedly  suffered;  it  compensates  preda- 
tory plaintiffs'  lawyers  and  their  professional  plaintiffs  for  ordinary  declines  in  stock 
prices.  When  Congress  enacted  the  Securities  Act  and  Exchange  Act,  it  did  not  in- 
tend to  establish  private  rights  of  action  to  benefit  plaintiffs'  lawyers  and  their  pro- 
fessional plaintiffs;  it  sought  to  make  whole  injured  investors.  The  current  system 
simply  encourages  a  modern  version  of  barratry,  stirring  up  quarrels  and  suits,  and 
maintenance,  promoting  the  litigation  of  another  in  return  for  the  share  of  the  pro- 
ceeds.21 

3.  Litigation  Tax  on  Capital 

SIA  believes  that  securities  class-action  litigation  has  broad  implications  on  the 
economy  as  a  whole,  and  not  just  for  the  plaintiffs  and  defendants  in  a  specific  suit. 
The  present  system  amounts  to  a  "litigation  tax"  on  capital  formation. 

Because  the  recovery  depends  only  on  the  occurrence  of  a  large  loss  and  does 
not  require  proof  that  a  securities  violation  has  actually  occurred,  the  process  is 
more  akin  to  no-fault  insurance  against  market  losses  than  to  judicial  enforce- 
ment of  substantive  law.  To  use  another  analogy,  purchasers  of  stock  are  in  effect 
buying  two  securities:  a  share  of  stock  and  a  "litigation  put"  entitling  them  to  re- 


16  Alexander,  Do  the  Merits  Matter?  A  Study  of  Settlements  in  Securities  Class  Actions,  43 
Stan.  L.  Rev.  497,  499-500  (1991)  (hereinafter  "Alexander"). 
"O'Brien  Testimony,  at  3. 

18  Alexander,  at  574-575. 

19  Alexander,  at  521. 
30  Id.  at  565-566. 

21  Black's   Law   Dictionary   (1968)   at    190   and   292.   See   also   Blackstone's   Commentaries 
(Devereux  Summary)  (1891)  at  300. 
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cover  a  portion  of  any  ensuing  market  losses  if  the  stock  price  falls  a  sufficient 
amount  [regardless  of  merit]. 

That  "tax"  drains  funds  that  would  otherwise  be  used  to  produce  new  products 
or  expand  plants.  Although  the  O'Brien  Study  indicates  that  securities  class  actions 
affected  both  old  and  new  businesses,  as  noted,  "a  disproportionate  share  of  the 
cases  were  against  young,  medium-sized  high  technolojry  firms."23  New  businesses 
are  usually  less  able  to  withstand  the  litigation  tax.  Newly  formed  and  emerging 
companies  most  often  make  initial  public  offerings  to  raise  the  capital  needed  to 
build  new  factories  and  secure  the  material  needed  to  grow  and  prosper.  As  this 
subcommittee  is  well  aware  from  its  interest  in  small  business  legislation,  emerging 
companies  are  the  greatest  source  for  the  creation  of  new  jobs. 

The  litigation  tax  benefits  foreign  companies  and  penalizes  domestic  companies. 
Foreign  companies  raising  capital  overseas  are  free  of  this  burden  and  therefore  can 
charge  less  for  the  products  that  they  send  into  the  U.S.  market.  Foreign  companies 
may  think  twice  about  selling  their  securities  here,  in  some  measure  because  of  ex- 
posure to  domestic  litigation  costs.  As  a  consequence,  the  litigation  system  may  de- 
prive American  investors  of  worthwhile  investment  opportunities  and  may  diminish 
the  competitive  position  of  American  capital  markets. 

At  the  same  time,  American  entrepreneurs  facing  higher  capital  costs,  will  simply 
not  start  businesses,  or  will  send  their  ideas  and  expertise  to  countries  with  lower 
capital  costs.  We  all  pay  a  penalty  for  the  litigation  tax  and  the  higher  capital  costs, 
the  creation  of  fewer  jobs,  and  the  production  of  fewer  products,  resulting  in  a  di- 
minished competitive  position  in  the  world. 

Litigation  costs  also  affect  securities  firms,  accountants,  attorneys  and  others  who 
also  must  pay  portions  of  strike  suit  settlements.  Inevitably,  these  firms  must 
charge  higher  fees  to  issuers  to  offset  the  costs  of  litigation,  making  it  more  difficult 
for  new  businesses  to  raise  capital.24  SIA  is  in  the  process  of  assembling  data  re- 
garding its  member  firms'  litigation  expenses.  We  will  provide  these  data  to  the  sub- 
committee when  they  are  available. 

4.  Joint  and  Several  Liability  Undermines  Responsibility 

SIA  believes  that  the  current  system  of  joint  and  several  liability  undermines  in- 
dividual responsibility  for  correcting  problems  and  may  have  a  corrosive  effect  on 
disclosure.  For  example,  Section  11(f)  of  the  Securities  Act  imposes  joint  and  several 
liability  on  persons  liable  under  Section  11(a)  of  that  act.  It  is  true  that  Section 
11(b)  of  the  Securities  Act  permits  persons  (other  than  the  issuer)  to  assert  "due 
diligence"  defenses.  Section  11(0  also  allows  rights  of  contribution  but  some  courts 
and  other  observers  have  criticized  allocating  responsibility  on  a  pro  rata  basis.25 
Nonetheless,  in  general,  parties  who  are  at  Tault  are  liable  for  the  same  amount, 
regardless  of  whether  their  action  (or  inaction)  was  minor  or  major. 

While  we  comprehend  that  Section  ll(f)'s  imposition  of  joint  and  several  liability 
is  designed  to  encourage  everyone  involved  with  an  offering  to  act  responsibly,  the 
practical  effect  is  to  the  contrary.  Issuers,  underwriters,  accountants,  and  others 
should  be  responsible  for  their  own  mistakes,  whether  it  is  a  failure  to  make  full 
disclosure,  to  conduct  an  adequate  due  diligence  inquiry,  or  to  make  an  appropriate 
audit. 

SIA  believes  that  assessing  liability  without  regard  to  the  degree  of  culpability  (or 
a  similar  measure)  discourages  efforts  to  act  responsibly,  punishes  the  "deep  pock- 
ets" unfairly,  and  does  not  further  full  disclosure.  In  many  instances,  a  system  of 
Eroportionate  liability  would  serve  as  a  more  accurate  inducement  to  reward  good 
ehavior  and  to  discourage  negligence  and  fraud. 

Under  the  current  legal  standard  of  joint  and  several  liability,  rights  of  contribu- 
tion are  a  critical  aspect  of  allocating  the  financial  burden  with  greater  precision, 
and  encouraging  responsible  behavior.  Contribution  is  particularly  helpful  if  appor- 
tioned among  defendants  in  accordance  with  individual  wrongdoing.26 

5.  Statute  of  Limitations 

SIA  strongly  opposes  an  extension  to  the  statute  of  limitations  for  private  rights 
of  action  under  Rule  10(bX5)  for  a  variety  of  reasons  outlined  below. 


22  Alexander,  at  570  (footnote  omitted). 

23 O'Brien  Testimony,  at  2.  Alexander's  study  focussed  exclusively  on  emerging  computer  com- 
panies seeking  to  compete  with  established  firms. 

24  There  are  limits  on  the  fees  that  underwriters  may  charge  issuers.  National  Association  of 
Securities  Dealers,  Rules  of  Fair  Practice,  Section  44,  NASD  Manual  (CCH)  1 2200D. 

25 Hicks,  Civil  Liabilities:  Enforcement  &  Litigation  Under  the  1933  Act,  at  § 4.07[6][a][ii].  See 
also  infra  at  26. 

28  Id. 
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When  Congress  enacted  the  Securities  Act,  it  established  an  excessively  long  two/ 
ten  year  statute  of  limitations  for  express  private  rights  of  action.  Merely  one  year 
later,  Congress  amended  Section  11  to  shorten  substantially  the  statute  of  limita- 
tions. Congress  was  concerned  about  allowing  plaintiffs  too  much  time  to  file  suit, 
once  they  had  discovered  a  violation.  Without  a  "one  year  from  discovery  rule"  it 
would  lead  to  "speculation"  by  plaintiffs: 

(I)f  a  man  buys  something  today  and  discovers  tomorrow  that  some  mistake  has 
been  made  and  perhaps  he  has  a  ground  for  suit  because  of  fraud,  under  the 
terms  of  the  bill  he  must  bring  his  suit  within  1  year.  But  suppose  he  thinks, 
"Perhaps  the  bonds  I  have  bought  will  go  up.  I  will  not  bring  suit  until  I  find  out 
about  that.  If  the  bonds  go  down  then  I  will  have  the  option  of  suing  these  people 
and  trying  to  recover.  IT  the  bonds  go  up,  then  I  will  not  sue  because  I  can  get 
a  profit  on  them."  ™ 
Congress  amended  Section  13  to  reduce  the  opportunities  for  potential  plaintiffs  to 
sit  and  "play  the  market"  in  this  fashion. 

Congress  also  was  concerned  that  there  should  be  a  more  reasonable  outside  limit 
to  the  litigation.  Congress  reduced  the  outside  limit  from  10  years  in  the  Securities 
Act  by  seven  years.2*  As  one  Senator  pointed  out,  Congress  recognized  that  it  was 
important  to  attract  good  directors  and  that  the  three  year  rule  was  needed  to 
"bring  to  an  end  his  fear,  or  the  fear  of  his  estate,  of  a  suit." 

At  the  same  time  that  Congress  was  considering  these  changes  to  the  Securities 
Act,  it  was  fashioning  the  Exchange  Act.  It  enacted  the  one  year/three  year  rule  for 
most  express  causes  of  action  under  the  Exchange  Act.29  The  Supreme  Court  looked 
to  these  sections  of  the  Exchange  Act,  as  well  as  to  Section  13  of  the  Securities  Act, 
when  it  chose  a  statute  of  limitations  for  private  rights  of  action  under  Rule  10(b)(5) 
in  Lampf.30 

In  Lampf,  Justice  Blackmun  correctly  points  out  that  every  "Federal  statute  of 
limitations  [must  be]  designed  to  accommodate  a  balance  of  interests.31  When  Con- 
gress balanced  these  interests  in  1934  during  its  consideration  of  the  Exchange  Act, 
it  considered  all  of  the  relevant  factors.  If  Congress  were  to  reopen  this  inquiry,  no 
less  would  be  required.  Among  these  factors  is  the  length  of  time  necessary  to  bring 
legitimate  cases.  But  also  affected  are  the  ability  to  raise  capital,  the  willingness 
ofairectors,  and  particularly  independent  directors,  to  serve,  and  the  risk  of  "specu- 
lation," as  described  above. 

Even  a  50  year  statute  of  limitations  may  cut  off  the  claim  of  some  real  victim. 
But  as  the  Supreme  Court  has  observed,  statutes  of  limitations: 

Promote  justice  by  preventing  surprises  through  the  revival  of  claims  that  have 
been  allowed  to  slumber  until  evidence  has  been  lost,  memories  have  faded,  and 
witnesses  have  disappeared.  The  theory  is  that  even  if  one  has  a  just  claim  it  is 
unjust  not  to  put  the  adversary  on  notice  to  defend  within  the  period  of  limitation 
and  that  the  right  to  be  free  of  stale  claims  in  time  comes  to  prevail  over  the  right 
to  prosecute  them.32 

There  is  also  one  factor  at  work  in  1993  that  Congress  could  not  have  foreseen 
in  1934,  and  that  is  the  explosion  in  information  technology.  As  SEC  Commissioner 
J.  Carter  Beese,  Jr.  recently  noted: 


27  78  Cong.  Rec.  8199  (May  7,  1934)  (Statement  of  Senator  Kean),  as  reprinted  in  Federal  Se- 
curities Laws,  Legislative  History,  Vol.  I,  at  1009. 

28  H.  Rep.  No.  1838,  73rd.  Cong.,  2d.  Sees.  (1934)  [conference  report]  at  28  and  42,  reprinted 
in  Federal  Securities  Laws,  Legislative  History,  Vol.  I  at  1196  and  1210.  The  changes  to  Section 
13  are  shown  below: 

No  Action  shall  be  maintained  to  enforce  any  liability  created  under  section  11  or  12(2)  unless 
brought  within  two  years  one  year  after  the  discovery  of  the  untrue  statement  or  the  omission, 
or  after  such  discovery  should  have  been  made  by  the  exercise  of  reasonable  diligence,  or  if  the 
action  is  to  enforce  a  liability  created  under  section  12(1),  unless  brought  within  two  years  one 
year  after  the  violation  upon  which  it  is  based.  In  no  event  shall  any  such  action  be  brought 
to  enforce  a  liability  created  under  section  11  or  section  12(1)  more  than  ten  years  three  years 
after  the  security  was  bona  fide  offered  to  the  public  or  under  section  12(2)  more  than  three  years 
after  the  sale. 

[Deletions;  additions]. 

29 See  e.g.,  Section  9(e)  of  the  Exchange  Act,  H.  Rep.  No.  1838,  73rd.  Cong.,  2d.  Sess.  (1934) 
[conference  report]  at  32,  reprinted  in  Federal  Securities  Laws,  Legislative  History,  Vol.  I  at 
1200.  (The  House  bill's  Section  8  became  Section  9  of  the  Exchange  Act.) 

30  See  n.  6,  supra. 

31 11  S  Ct.  at  2780 

32  Order  of  Railroad  Telegraphers  v.  Railways  Express  Agency,  321  U.S.  342,  348-349  (1944) 
(J.  Jackson).  See  also  Chase  Securities  Corp.  v.  Donaldson,  325  U.S.  304,  314  (1945),  reh'g  de- 
nied. 325  U.S.  896  (1945)  (J.  Jackson),  (citing  Order  of  Railroad  Telegraphers,  supra). 
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In  the  last  20  years,  [there  have  been]  enormous  strides  in  telecommunications 
and  computer  technology  [that]  have  caused  an  upheaval  as  great  as  the  Indus- 
trial Revolution  caused  in  the  last  century.  Advances  in  computer  technology  have 
made  possible  rapid  information  dissemination,  which  in  turn,  has  made  possible 
increases  in  market  efficiency,  speed,  and  accuracy  that  were  only  dreamed  of  ten 
years  ago.33 

Commissioner  Beese  was  referring  to  changes  in  the  last  10  or  20  years,  not  the 
last  60.  While  information  technology  does  not  prevent  fraud,  it  makes  fraud  much 
more  difficult  to  commit  and  to  keep  secret  for  long  periods  of  time. 

SIA  believes  that  the  one/three  year  rule  constitutes  a  reasonable  balance  of  the 
equities  between  investors  and  other  market  participants,  and  that  Congress  should 
not  upset  this  balance.  The  outside  limit  of  three  years  is  more  than  ample  time 
for  the  commencement  of  an  action. 

We  also  disapprove  of  the  suggestion  that  the  proper  test  for  the  one-year  period 
should  be  when  the  plaintiff  actually  learned  of  the  fraud,  rather  than  when  the 
plaintiff  "knew  or  should  have  known."  The  one-year  period  has  uniformly  been  con- 
strued to  mean  one  year  from  when  the  plaintiff  "knew  or  should  have  known"  of 
the  violation.  Altering  this  standard  effectively  would  eliminate  the  "one  year"  part 
of  the  test,  and  would  foster  litigation. 

An  actual  knowledge  test  would  be  difficult  to  challenge  for  veracity.  In  the  ab- 
sence of  an  admission  or  physical  evidence,  a  defendant  would  have  great  difficulty 
f>roving  that  a  plaintiff  had  actual  knowledge  of  an  event,  even  if  the  plaintiff  was 
ying. 

The  "known  or  should  have  known"  standard  minimizes  litigation.  Courts  look  to 
what  a  reasonable  person  should  have  known.  By  comparison,  an  actual  knowledge 
standard  will  foster  much  more  litigation  about  what  a  plaintiff  actually  knew.34 

In  addition,  we  believe  that  the  securities  laws  have  a  general  theme  of  expecting 
people  to  act  reasonably  with  respect  to  the  information  that  is  available  to  them, 
and  that  the  same  reasonable  standard  of  behavior  should  be  expected  of  private 
plaintiffs  in  Rule  10(bX5)  cases.  Section  150>X4XE)  of  the  Exchange  Act  authorizes 
the  Commission  to  impose  sanctions  against  a  broker-dealer  if  the  firm  has  failed 
reasonably  to  supervise,  with  a  view  to  preventing  violations  of  the  Federal  securi- 
ties laws,  another  person  who  commits  such  a  violation,  if  such  person  is  subject 
to  his  supervision.  Recently,  the  Commission  noted  that: 

Many  of  the  Commission's  cases  involving  a  failure  to  supervise  arise  from  situ- 
ations where  supervisors  were  aware  only  of  "red  flags"  or  suggestions"  of  irregu- 
larity, rather  than  situations  where  .  .  .  supervisors  were  explicitly  informedof 
an  illegal  act.35 

The  SEC  can  impose  severe  sanctions  on  individuals  for  failures  to  observe  these 

red  flags.36 


33  Remarks  of  Commissioner  J.  Carter  Beese,  Jr.,  Cross-Border  Access  of  Electronic  SyBtems: 
An  SEC  Perspective,  Geneva  Stock  Exchange  Workshop  on  Regulation  of  Electronic  Securities 
Markets,  June  15,  1993,  at  1.  Commissioner  Beese's  remarks  concerned  the  regulation  of  trading 
systems. 

34  SIA  believes  that  courts  have  applied  the  "should  have  known"  standard  reasonably,  con- 
trary to  the  SEC's  assertions.  The  Commission  stated  that: 

investors  would  have  had  to  assume  that  all  the  representations  in  a  lengthy  prospectus  were 
fraudulent  and  commence  an  immediate  investigation  of  them  upon  receipt  of  the  prospectus 
to  make  sure  that  any  potential  claims  were  filed  within  a  year  where  an  issuer  has  been  pre- 
viously enjoined  for  Rule  10(bX5)  violations. 

Testimony  of  the  Honorable  Richard  C.  Breeden,  Chairman,  SEC,  before  the  Subcommittee 
on  Telecommunications  and  Finance,  Committee  on  Energy  and  Commerce,  U.S.  House  of  Rep- 
resentatives, Nov.  21,  1991  at  12  (footnote  omitted),  citing  to  Anixter  v.  Home-Stake  Production 
Co.,  939  F.  2d.  1420  (10th  Cir.  1991)  reh'g  denied  Oct.  21,  1991. 

However,  reviewing  the  entire  opinion  sheds  a  different  light  on  the  standard.  The  court 
adopts  a  test  stating  that  inquiry  notice  is  "sufficient  storm  warnings  to  alert  a  reasonable  per- 
son that  there  were  misleading  statements  or  significant  omissions  involved  in  the  sale."  939 
F.  2d.  at  1437  [emphasis  added].  The  court  then  notes  that  to  accept  a  subsequent  event  as  con- 
stituting inquiry  notice: 

we  would  have  to  ignore  the  fact  that  the  SEC  filed  a  complaint  in  February  1971  alleging 
violations  of  the  registration  and  antifraud  provisions  of  the  securities  laws,  after  which  each 
plaintiff  received  notice  of  the  court  order  and  rescission  remedy.  Surely,  the  order,  the  Rescis- 
sion ofTer,  The  Wall  Street  Journal  article  of  February  11,  1971  represent  "great  glowering 
clouds,"  .  .  .  sufficient  to  put  plaintiffs  on  notice  that  something  was  amiss  [footnote  omitted]. 

Id.  at  1438. 

36 In  re  Gutfreund  et  al.  [1992  Transfer  Binder]  Fed.  Sec.  L.  Rep.  (CCH)  183,597  at  p.  83,606 
(citations  omitted). 

36 See  Sections  15(bX6)  and  2lB(aX4)  of  the  Exchange  Act. 
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Rule  10(bX5)  currently  requires  that  an  investor  act  reasonably  and  charges  the 
investor  with  only  the  Knowledge  of  which  a  reasonable  person  is  aware.  In  this, 
as  well  as  many  other  settings,  the  law  requires  individuals  to  act  as  reasonable 
persons  with  respect  to  protecting  their  interests  and  conducting  themselves.  It  is 
consistent  with  this  widely  held  policy  to  require  investors  to  exercise  reasonable 
care  with  respect  to  their  own  investments  and  to  be  aware  only  of  that  information 
of  which  a  reasonable  person  could  have  knowledge.  Abandoning  a  reasonable  per- 
son standard  for  Rule  10(bX5)  private  actions  and  adopting  an  actual  knowledge 
standard  would  be  anomalous  and  inconsistent  with  this  ubiquitous  and  appropriate 
legal  standard. 

E.  Alternatives 

Some  changes  to  the  current  civil  litigation  system  merit  congressional  consider- 
ation. In  particular,  the  Securities  Act  and  the  Exchange  Act  do  not  allocate  effec- 
tively responsibility  for  wrongdoing  in  litigation  involving  multiple  defendants.  Ac- 
cordingly, Congress  may  wish  to  consider: 

1.  Proportionate  Liability. — In  private  actions  alleging  violations  of  Sections  11, 
12,  and  15  of  the  Securities  Act,  and  Section  10(b)  of  the  Exchange  Act  and  Rule 
10(bX5)  thereunder.  Congress  may  wish  to  consider  establishing  a  system  of  pro- 
portionate liability.  7  Such  a  system  might  be  fairer  and  would  not  punish  firms 
for  minor  wrongdoing  to  the  same  extent  as  the  more  culpable  parties.  Moreover, 
we  believe  that  such  a  system  could  encourage  greater  responsibility  prospec- 
tively, and  could  reduce  fraud. 

2.  Rights  of  Contribution. — Among  classes  of  defendants  who  have  committed 
intentional  wrongdoing  under  the  Exchange  Act,  rights  of  contribution  would 
equalize  payments  in  accordance  with  the  liability  determinations  of  a  court.  Ac- 
cordingly, the  Supreme  Court's  decision  in  Musicfi,  Peeler  &  Garrett  v.  Employers 
Insurance  of  Wausau  **  is  beneficial  in  the  context  of  providing  rights  of  contribu- 
tion in  certain  circumstances.  As  noted,  apportionment  of  damages  according  to 
wrongdoing  encourages  responsible  behavior. 

3.  night  of  Indemnity.— Parties  should  have  greater  flexibility  to  agree  to  in- 
demnification arrangements.  In  other  contexts,  parties  to  a  commercial  venture 
may  make  agreements  on  liquidated  damages  or  to  allocate  environmental  liabil- 
ities. In  private  actions  (particularly  not  involving  intentional  violations),  issuers, 
underwriters,  accountants,  attorneys,  and  others  should  be  able  to  agree  to  indem- 
nity arrangements.  Such  arrangements  would  allocate  costs  fairly  and  would  not 
diminish  incentives  to  provide  full  disclosure  to  investors. 

SIA  believes  that  the  Federal  Rules  of  Civil  Procedure  do  not  screen  out  profes- 
sional plaintiffs,  and  do  not  ensure  truly  representative  plaintiffs.  These  rules 
should  be  the  subject  of  closer  scrutiny  to  better  achieve  the  goals  of  representing 
the  aggregated  claims  of  individual  investors  who  have  been  narmed.  SIA  also  is 
concerned  about  proposed  amendments  to  Fed.  R.  Civ.  P.  26(a)  that  would  create 
a  duty  of  disclosure  for  a  party  in  litigation.39 

Some  courts  have  moved  appropriately  in  the  direction  of  limiting  inappropriate 
litigation  or  by  rejecting  unduly  broad  readings  of  the  statutes.  For  example,  SIA 
believes  that  the  better  interpretation  of  Section  12(2)  of  the  Securities  Act  is  that 
private  rights  of  action  should  be  restricted  to  the  initial  sales  or  distributions  of 
securities,  and  should  not  apply  to  secondary  trading.  See  Ballay  v.  Legg  Mason 
Wood  Walker,  [1990-1991  Transfer  Binder]  Fed.  Sec.  L.  Rep.  (CCH)  H  95,783  (3d. 
Cir.)  contra  Pacific  Dunlop  Holdings,  Inc.  v.  Allen  &  Co.,  No.  91-2346,  1993  WL 
145748  (7th  Cir.,  May  7,  1993).  Congress  enacted  the  Securities  Act  to  regulate  the 
initial  sale  and  distribution  of  securities,  and  the  Exchange  Act  to  regulate  the  sec- 
ondary markers.  Accordingly,  we  think  it  is  inconsistent  with  the  statutory  scheme 
for  courts  to  extend  the  scope  of  Section  12(2)  to  secondary  trading  and  we  commend 
the  Third  Circuit's  decision  in  Ballay. 

III.  Conclusion 

SIA  believes  that  private  civil  actions  under  the  Securities  Act  and  the  Exchange 
Act  can  be  legitimate  tools  for  compensating  specific  investors  who  are  harmed  by 
genuine  fraud  or  materially  bad  disclosure,  ana  can  serve  as  an  effective  deterrent 
to  future  violations.  Unfortunately,  the  predatory  plaintiffs'  attorneys  and  profes- 


37  Joint  and  several  liability  may  be  more  appropriate  among  persons  who  commit  intentional 
violations  of  Rule  10(bX5). 

38  No.  92-34. 

"See  Amendments  to  the  Federal  Rules  of  Civil  Procedure,  Communication  from  the  Chief 
Justice  of  the  United  States,  H.  Doc.  74  (103d.  Cong.,  1st  Sess.,  1993)  at  28,  203-241.  See  also 
dissent,  J.  Scalia,  at  107. 
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sional  litigants  have  subverted  the  process  for  private  gain.  Many  of  these  private 
actions  impose  a  litigation  tax  that  raises  capital  costs  for  all  Americans. 

SIA  does  not  believe  that  Congress  should  fix  one  part  of  the  litigation  system 
that  is  not  broken,  i.e.  the  statute  of  limitations  for  implied  private  rights  of  action 
under  Rule  10(bX5).  The  Lampf  rule  equitably  balances  the  need  to  give  harmed  in- 
vestors time  to  bring  cases  without  permitting  stale  or  speculative  claims. 

SIA  commends  the  subcommittee's  efforts  to  examine  these  issues  comprehen- 
sively. I  appreciate  the  opportunity  to  testify  and  would  be  pleased  to  answer  your 
questions. 


REMARKS  OF  RALPH  NADER 
On  the  Condition  of  Financial  Reporting 

Mr.  Chairman  and  Members  of  the  Subcommittee  on  Securities,  thank  you  for  the 
opportunity  to  testify  briefly  on  the  situation  surrounding  financial  reporting  by  es- 
sentially fiduciary  institutions  using,  in  Justice  Brandeis'  phrase,  "other  people's 
money.  With  me  today  is  Professor  Janice  Shields,  author  of  the  report  entitled 
"Bad  Audits  .  .  .  Not  Deep  Pockets"  that  Public  Citizen  and  U.S.  PIRG  are  releas- 
ing today. 

In  the  few  minutes  available,  it  is  important  to  be  clear  and  concise.  Backup  de- 
tails can  be  supplied  for  the  record,  with  your  permission,  Mr.  Chairman. 

The  widely-touted  Reagan  deregulatory  drive  at  the  beginning  of  the  Eighties  was 
an  especially  green  light  for  the  accelerated  rise  of  a  corporate  crime  wave  in  many 
financial  institutions — banking,  securities  firms,  publicly-traded  corporations,  pen- 
sion funds  and  other  hybrid  outfits  offering  increasingly  complex  deals.  All  too  many 
of  these  merchants  began  to  resist  everything  but  temptation.  As  the  need  for  law 
enforcement  rose,  the  supply  of  law  enforcement  declined.  'Tederal  cops"  were  being 
taken  off  the  corporate  beat.  The  cry  from  the  White  House  in  that  decade  was  to 
campaign  against  "over-regulation,"  not  under-enforcement.  Congress  largely  was  a 
mirror  image  of  this  prevailing  attitude. 

As  these  "go-go"  years  in  the  financial  industries  began  to  institutionalize  them- 
selves into  criminogenic  patterns  of  behavior,  the  customary  checkpoints  for  compli- 
ance and  fiduciary  performance  fell  backwards  instead  of  reasserting  themselves. 
These  checkpoints,  established  many  years  ago,  start  with  the  Boards  of  Directors 
and  extend  to  the  outside  accounting  firms,  the  outside  law  firms,  the  State  and 
Federal  regulatory  agencies,  and  the  State  and  Federal  legislative  oversight  commit- 
tees. As  watchdogs,  they  defined  their  failure  and  looked  the  other  way.  One  need 
only  compare  the  reactions  of  the  White  House  and  the  Congress  in  the  Thirties  to 
the  shenanigans  and  speculations  with  that  of  the  past  twelve  years — that  is,  from 
an  age  of  moderate  reforms  to  an  age  of  immoderate  bailouts. 

The  age  of  financial  institutions'  abuse  continues.  From  Inspector  General  reports 
to  General  Accounting  Office  reports  to  even  the  conservative  U.S.  News  and  World 
Report,  the  documented  warnings  continue  to  issue.  The  May  24,  1993  issue  of  U.S. 
News  and  World  Report  published  an  article,  suitably  titled  "Preying  on  the  Help- 
less," which  declared  that,  "Insolvencies  among  American  insurers  have  more  than 
tripled  in  the  past  decade,  and  the  reason  isnt  lust  a  bad  business  climate.  Regu- 
lators cite  a  rising  tide  of  criminal  corporate  behavior."  Certainly,  whether  timely 
or  overdue,  leading  newspapers,  magazines,  television  stations  and  books  have 
chronicled  these  patterns  ana  episodes  of  criminal  negligence  and  raw  criminal  prac- 
tices year  after  year.  The  country  has  been  on  notice  and  so  have  you  here  on  Cap- 
itol Hill. 

Some  attempts  at  historical  revisionism,  as  with  who  was  responsible  for  the  S&L 
debacles,  neglect  to  mention  that  many  S&Ls  and  other  financial  institutions  did 
not  violate  the  laws,  loot  the  savings  of  innocent  people  and  imprudently  invest  in 
recklessly  speculative  investments.  They  did  not  cook  their  books."  They  resisted 
temptation.  They  continued  to  serve  their  customers  and  make  a  profit. 

Remarkably,  it  is  the  culprit  lobby  that  bellows  the  loudest.  It  is  they  who  are 
setting  the  agenda  on  Capitol  Hill,  demanding  a  weakening  of  the  corporate  crimi- 
nal laws,  demanding  limitations  on  their  liability  to  private  litigants,  scurrying  for 
varieties  of  corporate  welfare  payments  and  taking  bailouts  with  avaricious  alacrity. 

Isn't  there  something  grotesque  about  the  wrongdoers'  lobby  holding  sway  over 
how  Congress  deliberates  this  crime  wave?  Instead  of  highly  publicized  and  contin- 
ual hearings  where  the  heads  of  these  institutions,  not  their  slippery  trade  associa- 
tion spokespeople,  are  directed  to  appear  and  explain  their  activities  under  oath,  we 
see  hearings  that  are  vectored  toward  adulterating  existing  Federal  law  (RICO,  Se- 
curities Acts,  etc.)  and  pre-empting  State  law.  Mr.  Chairman,  the  momentum,  the 
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dynamics,  are  in  the  wrong  direction.  It  is  not  a  matter  of  too  much  law  enforcement 
or  too  tough  laws  on  the  books;  it  is,  rather,  an  urgency  of  too  little  law  enforcement 
and  resources  and  laws  that  cannot  keep  up  with  the  crooks,  their  swindles,  their 
technology  and  their  PACs. 

Financial  reporting  that  is  honest,  accurate,  understandable,  and  reviewable  is  es- 
sential to  any  system  of  accountability — internal  and  external — and  to  any  strategy 
of  compliance  by  regulators. 

The  Big  Six  accounting  firms — and  they  are  both  big  and  worldwide — are  sup- 
posed to  represent  an  independent  and  professional  checkpoint  assuring  that  people 
who  entrust  their  money  with  these  firms'  clients  can  receive  trustworthy  service 
in  return.  Incrementally  over  the  years,  as  more  than  a  few  retired  accountants  and 
professors  of  accountancy  can  attest,  these  firms  have  become  too  big,  too  imper- 
sonal, too  caught  up  in  a  "race  to  the  bottom"  in  order  to  please  their  clients.  The 
incentives  they  developed  for  themselves  subordinated  their  professional  standards 
and  elevated  their  reckless  and/or  collusive  practices.  Public  Citizen's  report,  and 
previous  and  current  testimony  before  the  subcommittee,  provide  some  illustrations 
of  these  behaviors.  So  do  the  settlements,  both  public  and  private,  with  their  accom- 
panying documentations. 

The  chronic  abuses  by  the  Big  Six  accounting  firms  provoked  some  acerbic  com- 
ments by  former  Treasury  Secretary  Nicholas  Brady,  who  said,  "There  is  something 
wrong  in  the  way  business  has  been  conducted.  A  rising  tide  of  greed  has  washed 
over  the  dam  of  professional  integrity  and  the  result  has  been  a  dangerous  glorifi- 
cation of  monetary  gain."  Harris  Weinstein,  the  former  general  counsel  of  the  Office 
of  Thrift  Supervision,  declared  that  "few  of  the  frauds  and  none  of  the  high-risk 
schemes  could  have  been  undertaken  without  the  active  assistance  of  professionals, 
including  lawyers  and  accountants."  Federal  Judge  Stanley  Sporkin  asked,  "Where 
were  the  professionals  .  .  .?" 

The  American  Institute  of  Certified  Public  Accountants  (AICPA)  recognizes  that 
there  have  been  "very  significant  incidents  of  fraud." 

The  Big  Accounting  Firm  lobby  has  other  missions  on  its  mind  than  creatively  re- 
forming itself.  It  is  busy  delivering  phony  representations  intended  to  degrade  and 
damage  the  one  checkpoint  that  has  been  delivering  genuine  messages  o?  sanction 
and  responsibility,  however  modest  in  comparison  to  the  multi-billion  dollars  in  bilk 
and  the  millions  of  victims  of  these  frauds  and  thefts.  The  Big  Six's  lobby  wants 
to  obstruct  the  victims'  pathway  to  the  courtroom  and  make  it  even  more  difficult 
to  bring  these  firms  to  justice  once  inside. 

Bizarre  portraits  of  alleged  floods  of  frivolous  litigation  appear  in  consulting  firm 
reports  and  memos  to  friendly  politicians.  All  the  old  bromides  about  judges  and  ju- 
ries going  out  of  control  and  plaintiffs  and  their  lawyers  commanding  the  courts' 
verdicts  and  settlements  to  unjustified  outcomes  have  been  trotted  out  once  again, 
as  they  were  in  the  products  liability  "scare"  of  past  years.  Class  Action  Reports  and 
others  have  taken  apart  this  latest  contrived  hysteria  relating  to  settlements  and 
other  costs.  These  contrivances  are  designed  to  give  a  rationale  for  ^egal  deforms" 
demanded  by  the  Big  Six,  including  severely  limiting  joint  and  several  liability, 
adopting  a  form  of  the  English  Rule  and  requiring  privity.  While  the  Big  Six's  nos- 
talgic yearnings  for  16th  century  English  law  contrast  quaintly  with  their  modern 
21st  century  styles  of  irresponsibility,  what  these  "deforms"  strive  for  is  to  further 
imbalance  a  litigation  action  field  that  is  already  heavily  tilted  in  both  resource  and 
law  against  plaintiffs.  Apart  from  the  three  centuries-long  justifications  for  joint  and 
several  liability  regarding  violations  involving  multiple  contributions  and  indivisible 
injuries,  where  is  there  any  data  that  the  big  firms  have  paid  more  than  their  fair 
share?  Even  the  larger  settlements  have  been  described  in  newspaper  headlines  as 
"bargains"  for  the  settling  firm. 

Instead  of  shame  and  pledges  of  redemption,  these  giant  accounting  firms  come 
imperiously  and  shamelessly  to  demand  special  relief.  They,  if  anything,  deserve 
special  frameworks  of  enhanced  accountability.  Private  litigation  can  supply  some 
of  the  sanctions  and  deterrence;  but  the  difficult  hurdles  to  overcome  by  plaintiff- 
victims  restrain  that  checkpoint  from  fulfilling  its  potential.  It  was  a  May,  1993  cir- 
cular by  the  American  Institute  of  Certified  Public  Accountants  that  reported  litiga- 
tion alleging  audit  failure  at  a  steady,  not  climbing,  rate:  "About  50  lawsuits  alleg- 
ing audit  failures  involving  public  companies  are  filed  each  year,  and  that  number 
has  remained  constant  over  the  last  ten  years,"  it  declared. 

Big  time  auditors  project  big  time  lucrative  pretensions  to  their  large  clients.  The 
oligopolistic  structure  of  the  Big  Six  and  their  nearly  total  domination  of  audit  en- 
gagements for  major  companies  may  help  explain  their  uncommon  predilection 
against  competing  over  quality  and  their  determined  inclination  to  compete  over 
sycophancy.  This  oligopolistic  subeconomy  deserves  the  attention  of  the  Judiciary 
Committee's  Subcommittee  on  Antitrust,  Monopolies  and  Business  Rights. 
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I  commend  to  your  attention  the  recommendations  on  page  20  and  21  of  the  Pub- 
lic Citizen/U.S.  PLRG  report  "Bad  Audits  .  .  .  Not  Deep  Pockets."  But  I  wish  to 
leave  with  you  a  much  more  fundamental  and  effective  proposal — one  that  has  the 
support  of  several  influential  Members  of  the  House  Banking  Committee  for  the 
banking  industry.  It  is  called  Financial  Consumer  Association  (FCA). 

Providing  consumers  with  a  facility  to  band  together  in  State-wide  FCAs  through 
a  regular  invitational  notice  carried  in  the  bills  or  statements  of  banks,  insurance 
companies,  pension  funds  and  securities  firms  would  create  community  watchdogs 
with  full-time  advocates.  Voluntary  to  join,  funded  by  membership  dues  and  neither 
costing  the  taxpayers  nor  the  corporate  carriers  (no  extra  postage),  these  FCAs 
would  De  accountable  to  their  members. 

With  the  widespread  failure  of  derivative  checkpoints,  as  mentioned  earlier,  this 
checkpoint  has  as  its  virtue  a  direct  interest  in  its  own  money.  Unlike  Boards  of 
Directors  of  financial  firms,  outside  auditors  and  lawyers  expected  to  safeguard 
"other  people's  money,"  these  "on-the-ground"  consumer  groups  nave  a  commitment 
to  foresee  and  forestall  emerging  abuses.  FCAs  also  can  provide  greatly  needed  in- 
formation to  financial  consumers  and  improve  the  quality  of  service  and  competi- 
tion. 

Senator  Paul  Simon  can  describe  a  comparable  group  operating  in  Illinois  for  resi- 
dential utility  ratepayers  since  1983.  This  idea  was  presented  during  the  sequence 
of  S&L  bailouts  to  each  Member  of  the  Senate  Banking  Committee.  It  had  no  tak- 
ers, as  is  often  the  case  when  a  proposal  to  produce  an  authentic  shift  of  informed 
power  reaches  Congress  and  has  to  contend  with  an  opposing  corps  of  powerful  cor- 
porate lobbyists. 

It  would  be  well  to  remember  that  our  political  economy  has  exhibited  displays 
of  corporate  socialism  where  misbehaving  companies  in  trouble  increasingly  lean  on 
Uncle  Sam  for  subsidies,  bailouts,  grants,  give-aways,  tax  expenditures,  loan  for- 

Siveness,  guarantees  and  other  aids-to-dependent  corporations.  There  needs  to  be  a 
ecent,  if  tiny,  reciprocity  for  these  taxpayer  and  consumer  burdens;  namely,  a  facil- 
ity for  the  ultimate  payors  and  the  asserted  beneficiaries  of  these  statutes  to  orga- 
nize themselves  inexpensively,  democratically  and  expeditiously.  I  would  estimate 
that  FCAs  in  every  State  would  have  a  cumulative  membership  of  some  ten  million 
dues-paying  members  within  two  to  three  years.  You  would  never  see  an  S&L  deba- 
cle again;  it  would  he  caught  in  the  nip.  You  would  never  see  an  Empire  Blue  Cross 
scandal;  it  would  be  caught  before  it  festered  into  its  presently  outrageous  and  cost- 
ly cruelties. 

May  this  subcommittee  think  about  FCAs.  Doesn't  Congress  need  all  the  help  it 
can  get  from  the  people's  quarter? 
Thank  you. 


TESTIMONY  OF  MARYELLEN  F.  ANDERSEN 

Investor  and  Corporate  Relations  Director 

Connecticut  Retirement  &  Trust  Funds  and 

Treasurer  of  the  Council  of  Institutional  Investors 

Good  morning.  My  Washington  advisor  ordered  me  not  to  start  by  telling  you  who 
I  am  and  who  I  represent.  She  says  you  already  know,  or  you  wouldn't  have  invited 
me.  She  also  says  it  is  silly  to  read  a  string  of  titles  and  numbers,  and  it  puts  every- 
one to  sleep. 

So  I  won't  read  you  a  string  of  titles.  But  I  think  it  is  critical  to  emphasize  that 
if  there  is  any  constituency  here  today  that  has  every  reason  to  get  the  securities 
litigation  system  right,  and  no  reason  to  want  to  skew  the  system  to  favor  anyone, 
it  is  the  constituency  I  represent. 

This  is  the  constituency.  I  am  here  representing  the  public  employees  and  retirees 
of  the  State  of  Connecticut.  As  some  of  you  know,  the  State  pension  system  invests 
over  $9.54  billion  on  behalf  of  over  140,000  employees  and  beneficiaries.  I  am  also 
the  Treasurer  of  the  Council  of  Institutional  Investors,  whose  members  invest  over 
$600  billion  on  behalf  of  many  more  millions  of  union,  public,  and  other  corporate 
employees  and  beneficiaries. 

Why  do  we  care  about  this  legislation?  We  care  because  we  are  the  largest  share- 
holders in  America.  We  are  the  ones  who  are  hurt  if  a  system  allows  someone  to 
force  us  to  spend  huge  sums  of  money  in  legal  costs  by  merely  paying  ten  dollars 
and  filing  a  meritless  cookie  cutter  complaint  against  a  company  or  its  accountants 
when  that  plaintiff  is  disappointed  in  his  or  her  investment.  Our  pensions  and  our 
jobs  depend  on  our  employment  by  and  investment  in  our  companies.  If  we  saddle 
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our  companies  with  big  and  unproductive  costs  that  other  companies  in  other  coun- 
tries do  not  pay,  we  cannot  be  surprised  if  our  jobs  and  raises  begin  to  disappear 
and  our  pensions  come  up  short  as  the  population  ages. 

But  we  are  also  the  shareholders  who  want  to  preserve  our  ability  to  sue  when 
it  is  appropriate.  We  are  the  shareholders  who  are  benefitted  if  the  SEC  or  private 
parties  bring  appropriate  law  suits  that  police  our  markets  and  care  for  millions  of 
individual  investors  who  might  not  otherwise  be  able  to  protect  themselves. 

Let  me  emphasize  this  point.  As  the  largest  shareholders  in  most  companies,  we 
are  the  ones  who  have  the  most  to  gain  from  meritorious  securities  litigation.  The 
awards  directly  and  positively  affect  our  returns.  So,  besides  the  general  value  that 
meritorious  lawsuits  have  for  keeping  our  markets  clean,  they  have  direct  imme- 
diate financial  value  to  us.  We  certainly,  therefore  would  be  foolish  to  advocate  any 
change  that  would  discourage  the  proper  enforcement  of  our  securities  laws. 

However,  we  are  also  both  the  employees  and  taxpayers  who  depend  on  corporate 
employers  and  a  corporate  tax  base,  and  we  are  the  millions  of  individual  consumers 
of  corporate  goods  and  services.  In  both  of  these  roles  we  are  the  ones  who  pay  the 
cost  of  all  corporate  litigation,  meritorious  and  otherwise.  We  pay  by  not  getting 
raises,  we  pay  by  higher  prices,  we  pay  through  lower  shareholder  returns.  You 
must  remember,  in  other  words,  that  whenever  you  see  a  deserving  plaintiff  award- 
ed, we  are  the  ones  paying  the  price.  We  are  also  the  ones  paying  the  settlements 
when  the  lawsuits  are  frivolous.  And  we  are  the  ones  paying  the  huge  lawyers'  fees. 
Since  the  Council  of  Institutional  Investors'  average  retiree  makes  only  $552  a 
month,  we  feel  we  are  pretty  needy  and  deserving  too. 

In  short,  we  are  the  ones  who  are  hurt  if  the  system  doesn't  work  right  or  effi- 
ciently, and  we  are  the  ones  who  stand  to  benefit  most  if  it  does. 

Ana,  with  all  due  respect  to  the  other  parties  present,  I  believe  we  are  the  ones 
with  both  the  interest  and  the  expertise  necessary  to  address  these  issues  and  come 
up  with  solutions  that  are  genuinely  in  the  public  interest. 

What,  then,  do  we  think?  I  think  most  of  us  feel  that  despite  all  the  strong  lan- 
guage and  political  blood  letting  that  this  legislation  has  produced  there  is  reason 
to  believe  the  system  isn't  yet  working  right. 

There  is  still  major  disagreement  about  whether  there  are  a  huge  number  or  a 
small  number  of  frivolous  securities  strike  suits  filed.  There  is  disagreement  about 
whether  the  recent  growth  in  the  number  of  these  suits  is  temporary  or  permanent. 
But  whether  the  number  is  large  or  small,  and  whether  the  problem  is  temporarily 
worse  than  usual  or  not,  the  problem  is  one  to  be  addressed:  it  is  in  our  collective 
interest  to  look  for  ways  to  reduce  or  eliminate  any  frivolous  or  inefficient  efforts 
to  use  our  legal  system  and  our  private  markets  like  a  shareholder  lottery. 

There  are  also  still  major  disagreements  about  the  size  and  utility  of  the  legal, 
administrative,  settlement,  and  lost  opportunity  costs  generated  by  the  present  sys- 
tem. But  we  all  know  that  because  01  the  tremendous  number  of  these  cases  the 
costs  are  very  significant.  It  is  in  our  collective  interest  to  look  for  ways  to  reduce 
these  costs  and  insure  that  every  dollar  spent  is  spent  as  efficiently  as  possible  and 
is  as  likely  as  possible  to  go  to  innocent  victims,  affected  shareholders,  and  public 
administrative  costs,  not  on  individuals  whose  wealth  depends  on  generating  law- 
suits more-or-less  regardless  of  merit. 

So  I  am  here  to  offer  tc  work  with  those  who  have  every  interest  in  getting  this 
matter  right — with  labor,  with  the  business  community,  with  other  investors,  and 
with  you  and  the  SEC — to  offer  up  our  best  effort  at  identifying  and  addressing  se- 
curities litigation  reform  to  protect  our  jobs  and  our  pensions. 

I  am  not  here  to  endorse  this  specific  piece  of  legislation  or  to  pretend  to  be  an 
expert  on  the  intricacies  of  this  bill  or  this  issue  more  generally.  I  am  not  an  ac- 
countant or  a  securities  lawyer — my  Washington  advisor  says  this  makes  me  "a  ci- 
vilian." But  one  needn't  be  an  expert  to  realize  the  importance  of  this  issue  and  to 
conclude  that  this  issue  must  be  addressed  to  ensure  that  the  system  protects  us 
as  investors,  employees,  retirees,  and  citizens. 

I  close  by  repeating  my  offer  to  have  the  Council  work  with  you,  the  SEC,  labor, 
and  business  to  try  to  reach  constructive  solutions  to  this  and  other  litigation-relat- 
ed problems. 


426 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  DOMENICI 

FROM  JAKE  L.  NETTERVILLE 

September  20, 1993 

American  Institute  of  Certified  Public  Accountants 

Honorable  Donald  W.  Riegle,  Jr.,  Chadiman 

Senate  Committee  on  Banking,  Housing,  and  Urban  Affadis 

Dear  Chairman  Riegle: 

The  American  Institute  of  Certified  Public  Accountants  (AICPA) 
appreciated  the  opportunity  to  testify  at  the  July  21,  1993  hearing 
on  the  impact  of  litigation  on  financial  reporting.  As  I  said,  we  do 
not  want  to  close  the  court  house  doors  to  victims  of  fraud,  but  the 
current  system  is  broken.  It  is  obstructing  the  strong  financial  re- 
porting tnat  investors  need.  It  prevents  defrauded  investors  from 
recovering  anything  but  a  few  cents  on  the  dollar  and  it  fails  to 
deter  fraud  because  meritorious  and  non-meritorious  claims  are 
treated  the  same. 

We  are  pleased  that  the  committee  is  addressing  the  need  for  liti- 
gation reform  and  look  forward  to  working  with  you  to  arrive  at  a 
speedy  and  equitable  solution. 

Enclosed  are: 

1.  Responses  to  written  questions  posed  by  Senators  Domenici 
and  Bryan. 

2.  A  letter  to  Chairman  Dodd  responding  to  his  question  at  the 
hearing  on  proportionate  liability. 

If  we  can  provide  any  additional  information,  please  let  me  know. 

Sincerely, 

Jake  L.  Netterville,  Chairman 
AICPA  Board  of  Directors 

Q.l.  Are  you  aware  of  any  information  that  would  suggest  that  the 
accounting  firms  are:  (a)  Limiting  the  industries  that  they  are  will- 
ing to  serve?  (b)  Limiting  services  offered? 

A.1.  There  is  increasing  evidence  that  firms  of  all  sizes  are  limiting 
the  industries  that  they  are  willing  to  serve  and  limiting  services 
offered.  The  AICPA  recently  conducted  a  survey  of  middle-sized 
and  smaller  firms  with  respect  to  professional  liability  issues.  One- 
fifth  of  the  firms  responding  said  they  would  "discontinue  providing 
or  performing  certain  types  of  services."  More  than  one  in  ten  indi- 
cated they  have  decided  to  "discontinue  doing  business  in  certain 
industries  or  with  certain  organizations." 

A  study  by  Johnson  &  Higgins,  an  insurance  brokerage  firm, 
found  that  mid-sized  firms  are  limiting  their  client  base  to  reduce 
liability  exposure.  Of  the  firms  surveyed  (the  six  largest  firms  were 
not  included),  56  percent  will  not  do  business  with  clients  involved 
in  industries  they  consider  to  be  high  risk. 

Another  survey  of  small  CPA  firms  that  specialize  in  servicing 
small  businesses  conducted  by  the  California  Society  of  CPAs  re- 
ported similar  findings.  Only  53  percent  are  willing  to  undertake 
audit  work,  while,  of  those,  32  percent  are  discontinuing  audits  in 
what  they  consider  to  be  high-risk  economic  sectors. 
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Q.2.  Elaborate  on  your  comments  regarding  the  testimony  at  the 
June  17,  1993  hearing,  first,  the  operation  of  the  litigation  system 
and  second,  whether  or  not  the  problems  you  have  identified  are 
increasing? 

A3.  Certainly,  liability  concerns  are  increasing  for  the  accounting 
profession.  Almost  half  of  the  firms  responding  to  a  recent  AICPA 
survey  said  that  their  firm's  exposure  to  legal  liability  has  in- 
creased over  the  past  five  years.  The  six  largest  firms  nave  seen 
their  net  practice  protection  costs  escalate  to  almost  11  percent  of 
the  firms'  accounting  and  audit  revenues,  or  on  average,  nearly 
$100  million  per  firm  in  1992  alone.  Future  availability  of  commer- 
cial insurance  will  be  severely  limited,  with  extremely  high 
deductibles  as  explained  more  fully  in  response  to  Question  8 
below. 

There  has  been  nearly  a  tripling  in  the  number  of  securities 
class-action  cases  filed  during  the  past  five  years.  And  this  does  not 
include  the  over  4,000  non-class-action  securities  fraud  suits  pend- 
ing in  1992.  As  explained  more  fully  in  response  to  Question  10 
below,  the  number  of  cases  alone  does  not  accurately  measure  the 
impact  of  these  cases.  With  respect  to  the  testimony  presented  at 
both  of  the  subcommittee's  hearings  on  this  issue,  I  think  it  is  sig- 
nificant that  there  is  agreement  among  a  broad  spectrum  of  inter- 
ests that  the  current  system  is  not  working.  Not  just  the  account- 
ing profession,  but  investors,  both  individual  and  institutional, 
companies  (in  particular  high-tech  companies),  and  academics 
agree  that  the  current  system  is  not  serving  the  interests  of  the  in- 
vesting public.  By  all  accounts  this  is  a  large  and  growing  problem 
in  need  of  a  legislative  solution. 

Q«3.  Please  respond  to  the  comments  of  the  other  witnesses  regard- 
ing the  accounting  profession.  Does  the  policy  statement  that  you 
referred  to  in  your  testimony  address  any  of  their  concerns? 

A.3.  First,  let  me  say  that  I  agree  with  those  who  say  that  the  ac- 
counting profession  is  a  great  profession  and  does  its  job.  We 
strongly  disagree  with  the  statement  by  Mr.  Weiss  that  ".  .  .  there 
has  been  60  years  of  failure  by  the  accounting  profession."  There 
are  thousands  of  audits  of  publicly  held  companies  conducted  annu- 
ally in  this  country.  Only  about  Vi  of  1  percent  of  the  thousands 
of  audits  have  alleged  audit  failures.  The  United  States  has  the 
best  financial  reporting  system  in  the  world.  It  makes  possible  the 
efficient  allocation  of  capital  that  fuels  economic  growth.  Capital 
markets  depend  on  reliable  financial  information  to  operate;  and  fi- 
nancial decisionmakers  depend  upon  the  independent  auditor  for 
assurance  that  information  is  indeed  reliable. 

The  audit  function  is  essential  to  preserving  our  capitalist  sys- 
tem where  investors  provide  the  capital  to  bring  products  and  serv- 
ices to  the  market  and  thus  provide  jobs  that  fuel  our  economy.  We 
agree  with  Mr.  Sommer  (Chairman  of  the  Public  Oversight  Board 
of  the  AICPA  SEC  Practice  Section)  when  he  said: 

"This  [the  audit  function]  must  be  performed  by  people  who  are 
well-trained,  who  are  competent,  who  have  integrity,  competence 
and  independence.  And  if  we  cease  to  have  people  like  that  in  the 

f>rofession,  the  public  interest  will  be  severely  damaged.  We  be- 
ieve  that  the  litigation  threat  that  exists  today  with  regard  to 
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the  accounting  profession  poses  a  real  danger  that  that  kind  of 
a  profession  is  going  to  be  undermined  in  a  number  of  ways.  For 
one  thing,  many  informed  observers  believe  that  the  amount  of 
damages  being  sought  in  many  of  these  cases,  and  some  of  the 
judgments  that  have  been  rendered,  create  a  likelihood  that  one 
or  more  of  the  major  firms  may  collapse,  with  resulting  liability 
not  only  for  the  firm  but  for  the  individual  partners  who  cannot 
be  insulated  under  the  present  procedures  from  liability.  If  that 
occurs,  I  think,  it  is  easy  to  imagine  the  extent  to  which  there 
will  be  an  exodus  from  the  profession,  the  extent  to  which  people 
will  refuse  to  join  the  profession  if  they're  going  to  be  exposed  to 
this  massive  exposure  of  liability  not  only  to  their  commitment 
in  the  firm  but  to  their  personal  fortunes." 

Let  me  briefly  address  the  comments  of  some  about  the  auditor's 
role  in  the  S&L  crisis.  I  call  your  attention  to  the  Report  to  the 
President  and  Congress  of  the  United  States,  "Origins  and  Causes 
of  the  S&L  Debacle:  A  Blueprint  for  Report,"  issued  by  the  Na- 
tional Commission  on  Financial  Institution  Reform,  Recovery,  and 
Enforcement  (the  Commission)  on  July  27,  1993.  The  Commission 
is  an  independent  panel  created  by  legislation  authored  by  Sen- 
ators Dodd  and  Bond  to  examine  the  causes  of  the  collapse  of  the 
savings  and  loan  industry.  Beginning  on  page  5,  the  Commission 
said: 

u.  .  .  The  Commission's  conclusions  concerning  the  origins  and 
causes  of  the  collapse  can  be  classified  in  three  categories:  fun- 
damental conditions  necessary  for  the  collapse  to  occur,  causes 
precipitating  the  collapse,  and  factors  intensifying  and  prolong- 
ing losses  once  the  process  was  underway. 

Fundamental  condition  necessary  for  collapse 

•  Federal  deposit  insurance  on  accounts  at  institutions  with  sub- 
stantial risk  was  at  the  heart  of  it.  With  Federal  deposit  insur- 
ance, S&Ls  attracted  large  quantities  of  deposits  at  a  sub- 
sidized rate  and  invested  these  funds  in  risky  activities. 

Factors  precipitating  the  collapse 

•  The  macro-economic  shock  of  unprecedented  high  interest  rates 
adopted  to  combat  soaring  inflation  during  1979-82  was  a 
prime  factor  in  precipitating  the  collapse  of  the  S&L  industry. 

•  Deregulation  of  deposit  interest  rates  and  acquisition  of  sub- 
stantial new  asset  powers  allowed  many  in  the  industry  to 
grow  rapidly  and  take  on  substantial  credit  and  investment 
risk. 

•  Relaxation  of  regulatory  and  supervisory  standards  also  played 
a  major  role. 

Factors  intensifying  and  prolonging  the  collapse 

•  A  systematic  breakdown  in  the  political  system  involving  Con- 
gress, the  independent  regulators,  and  the  administration  pre- 
vented corrective  actions. 

•  The  declining  competitive  position  of  the  industry  and  the  loss 
of  its  market  niche  as  originator  and  holder  of  home  mortgage 
loans  intensified  the  collapse. 
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•  The  Tax  Acts  of  1981  and  1986  created  a  "book  and  bust"  cycle 
in  real  estate. 

•  Abuses,  unsafe  and  unsound  practices,  and  fraud  were  met 
with  an  inadequate  response  by  Federal  or  State  regulators  ill- 
equipped  and  ill-trained  to  deal  with  the  situation.  Govern- 
ment policies  made  the  system  vulnerable  to  corruption.  How- 
ever, fraud  was  not  the  cause  of  the  debacle.  It  was  a  con- 
sequence of  the  perverse  incentives,  permissive  regulation,  and 
inadequate  supervision  that  had  been  built  into  the  system. 

•  Regulators  allowed  accounting  practices  that  not  only  masked 
the  extent  of  mounting  problems  but  also  encouraged  abuse 
and  fraud. 

•  Regional  factors  including  collapse  of  property  values  in  the 
Sunbelt  and  particularly  in  Texas  added  to  the  losses. 

•  Delay  in  recognizing  the  problems  and  tightening  regulatory 
practices  added  substantially  to  the  total  losses. 

•  Delays  in  recapitalizing  the  FSLIC,  inadequate  recapitalization 
when  it  occurred,  and  provision  for  continuing  forbearance 
added  further  to  the  cost. 

•  Congressional  oversight  was  inadequate  and  the  process  was 
politicized. 

•  The  news  media  were  largely  silent  during  the  period  when 
most  of  the  damage  was  being  done." 

These  are  the  identified  origins  and  causes  of  the  collapse.  On 
page  3,  the  Commission  says,  "Regulators,  the  administration,  and 
Congress  must  share  blame  with  the  industry  for  the  S&L  deba- 
cle." 

The  Report  also  finds  that  "abusive  practices  of  one  form  or  an- 
other, mainly  by  S&L  managers  and  owners  but  also  by  unscrupu- 
lous attorneys,  accountants,  appraisers,  and  investment  bankers, 
figured  in  substantial  taxpayer  losses.  There  was  unprecedented 
fraud  in  the  industry,  but  despite  its  repugnance  and  its  unaccept- 
able extent,  it  is  the  Commission's  judgment  that  fraud  probably 
accounted  for  only  10  to  15  percent  of  total  losses." 

To  the  extent  that  unscrupulous  accountants  "knowingly  partici- 
pated" in  any  fraudulent  scheme  in  the  savings  and  loan  industry, 
or  in  any  industry,  they  should  be  held  jointly  and  severally  liable 
with  their  co-conspirators.  However,  an  auditor  who  does  not 
"knowingly  participate"  in  the  fraud  should  only  pay  his  or  her  fair 
share,  that  is,  proportionate  to  the  harm  caused,  if  any.  In  addi- 
tion, as  proposed  in  the  AICPA's  Board  of  Directors'  policy  state- 
ment, a  strong  disciplinary  system  should  be  in  place  so  that  ac- 
countants will  know  that  their  profession  will  respond  swiftly  to 
any  alleged  misconduct. 

Our  policy  statement  addresses  many  of  the  concerns  identified 
at  the  hearings.  The  profession  is  continually  seeking  ways  to  im- 
prove itself  and  the  services  it  provides.  The  AICPA  Board  of  Direc- 
tors' policy  statement  contains  five  principal  goals: 

•  improving  the  prevention  and  detection  of  fraud; 

•  enhancing  the  utility  of  financial  reporting  to  those  who  rely  on 

•  assuring  the  independence  and  objectivity  of  the  independent 
auditor; 
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•  discouraging  unwarranted  litigation  that  inhibits  innovation  and 
undermines  the  profession's  ability  to  meet  evolving  financial  re- 
porting needs;  and 

•  strengthening  the  accounting  profession's  disciplinary  system. 

These  goals  cannot  be  fully  achieved  through  the  efforts  of  ac- 
countants alone.  Improving  financial  reporting  invites  the  collabo- 
rative participation  of  not  only  the  accounting  profession,  but  also 
management,  boards  of  directors,  legislators,  regulators,  legal  advi- 
sors, and  the  users  of  financial  information.  We  encourage  all  par- 
ticipants in  the  financial  reporting  system  to  work  together  toward 
reforms  that  will  benefit  everyone. 

Q.4.  There  was  testimony  at  the  June  17,  1993  hearing  that  exist- 
ing Rules  of  Civil  Procedure,  particularly  Rule  11  and  Rule  9(b) 
provide  enough  protection  against  meritless  lawsuits.  Please  com- 
ment on  that  assertion. 

A.4.  Please  see  Attachment  A,  a  letter  prepared  by  the  AICPA's 
special  counsel  explaining  why  neither  Rule  11  nor  Rule  9(b)  serves 
as  an  effective  deterrent  to  meritless  litigation.  Rule  11  and  Rule 
9(b)  do  nothing  to  reduce  the  litigation  costs  that  force  settlements 
of  meritless  suits.  With  respect  to  Rule  11,  an  innocent  defendant 
must  first  spend  huge  sums  on  discovery  and  then  more  money  to 
research  and  file  the  Rule  11  motion.  Even  in  cases  that  clearly  call 
for  the  imposition  of  Rule  11  sanctions,  judges  have  either  refused 
to  impose  penalties  or  imposed  penalties  so  small  they  are  unlikely 
to  have  a  deterrent  effect.  The  effectiveness  of  Rule  11  will  be  re- 
duced even  further  when  the  proposed  amendments  to  Rule  11  go 
into  effect. 

Filing  a  Rule  9(b)  motion  typically  results  in  a  chance  for  plain- 
tiffs to  file  an  amended  complaint  which  spurs  a  new  round  oi  Rule 
9(b)  motions,  while  litigation  costs  continue  to  mount  for  the  de- 
fendants. Moreover,  Rule  9(b)  fails  to  weed  out  meritless  cases  be- 
cause in  a  majority  of  courts,  plaintiffs  are  permitted  to  simply  as- 
sert that  the  defendant  acted  with  fraudulent  intent,  without  set- 
ting forth  any  facts  tending  to  establish  that  intent.  It  is  clear  that 
existing  legal  tools  are  not  serving  the  purpose  of  weeding  out 
meritless  cases. 

Q.5.  Why  should  proportionate  liability  be  included  as  one  of  the 
reforms  included  in  any  legislative  package? 

A.5.  Joint  and  several  liability  is  a  driving  force  behind  the  filing 
of  meritless  securities  fraud  lawsuits.  By  ensuring  that  every  de- 
fendant is  liable  for  damages  caused  by  every  other  defendant,  it 
encourages  plaintiffs'  lawyers  to  sue  those  with  deep  pockets,  re- 
gardless of  the  merits  of  the  claim.  Joint  and  several  liability  co- 
erces innocent  "deep  pocket"  defendants  into  settling,  by  threaten- 
ing them  with  potential  liability  that  is  enormous  in  comparison  to 
their  involvement  in  the  events  underlying  the  lawsuit. 

According  to  a  study  by  Zoe-Vanna  Palmrose,  a  professor  at  the 
University  of  Southern  California,  meritless  claims  are  brought 
more  often  against  auditors  than  against  other  defendants.  She 
concludes  that  a  proportionate  liability  scheme  would  likely  reduce 
the  incidence  of  meritless  litigation  against  auditors. 

A  proportionate  liability  rule  would  diminish  the  incentives  to 
join  tangential  defendants  without  regard  to  the  strength  of  the 
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claim.  Because  the  size  of  the  recovery  from  each  defendant  would 
be  limited  by  the  degree  of  that  defendant's  responsibility,  the  mer- 
its of  the  claim  would  matter  more  to  the  plaintiffs'  lawyers  than 
the  depth  of  the  defendant's  pockets.  A  defendant's  incentive  to 
fight  meritless  claims  would  be  increased  because  its  downside  risk 
would  be  limited  by  the  level  of  its  own  responsibility. 

As  you  know,  proportionate  liability  is  not  a  radical  concept. 
Over  thirty  states  have  incorporated  this  principle  in  their  general 
tort  law. 

Please  see  Attachment  B,  a  letter  from  me  to  Senator  Dodd  dis- 
cussing proportionate  liability  in  greater  detail. 

Q.6.  There  was  testimony  on  July  21  that  most  of  the  accountants' 
liability  exposure  and  liability  costs  in  recent  years  has  resulted 
from  suits  brought  by  the  Federal  and  State  governments.  How  do 
you  respond? 

A.6.  Information  regarding  the  number  of  suits  brought  by  the  Fed- 
eral and  State  governments  against  the  six  largest  accounting 
firms  was  provided  in  a  July  21  letter  to  Senator  Dodd  from  the 
AICPA's  special  counsel.  The  bulk  of  the  tremendous  litigation  ex- 
posure of  the  six  firms  arises  from  private  suits  and  not  govern- 
ment actions.  For  example,  of  the  187  cases  closed  by  the  six  firms 
in  1990  and  1991,  only  6  were  brought  by  the  Federal  or  State  gov- 
ernments. None  of  these  six  cases  contained  claims  under  the  Fed- 
eral securities  laws. 

Q.7.  How  much  of  accountants'  liability  exposure  results  from  suits 
containing  a  claim  under  Rule  10(b)(5)? 

A.7.  According  to  a  document  issued  by  the  six  largest  firms  enti- 
tled, "A  Disproportionate  Burden  of  Liability,"  of  the  more  than  $30 
billion  in  claims  pending  against  the  firms  at  the  end  of  1992,  ap- 
proximately $10  billion  results  from  suits  containing  a  claim  under 
Rule  10(b)(5).  The  $10  billion  represents  per-partner  liability  expo- 
sure of  over  $1.27  million. 

Q.8.  Explain  the  types  of  insurance  that  are  available  to  the  large 
accounting  firms  to  cover  liability-related  expenses. 

A.8.  Please  see  Attachment  C,  a  letter  prepared  by  Richard  H. 
Murray,  the  Chairman  and  CEO  of  Minet  Ltd.,  describing  the  sys- 
tem of  professional  indemnity  insurance  for  the  six  largest  firms. 

Q.9.  Is  Rule  9(b)  uniformly  interpreted  throughout  the  circuits?  If 
not,  how  do  the  circuits  diner? 

A.9.  As  explained  more  fully  in  Attachment  A,  a  letter  prepared  by 
the  AICPA's  special  counsel,  under  Rule  9(b)  fraud  claims  must  be 
pleaded  with  particularity.  However,  there  is  a  substantial  loophole 
in  this  requirement  as  it  applies  to  10(b)(5)  claims — only  two  Fed- 
eral circuits  (the  Second  and  Seventh)  require  the  pleading  of  par- 
ticular facts  showing  that  the  defendant  acted  with  fraudulent  in- 
tent. In  other  circuits,  a  plaintiff  may  simply  assert  that  the  de- 
fendant made  a  representation  "with  fraudulent  intent"  without 
setting  forth  any  facts  tending  to  establish  that  intent.  By  allowing 
such  generalized  pleading  on  an  issue  that  is  so  crucial  to  all 
10(b)(5)  actions,  Rule  9(b),  as  interpreted  by  a  majority  of  the  cir- 
cuits, does  not  act  as  a  sufficient  deterrent  to  meritless  securities 
fraud  suits. 
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Q.10.  One  of  the  witnesses  who  appeared  at  the  June  17,  1993 
hearing  cited  Administrative  Office  of  the  Courts  data  regarding 
the  number  of  10(b)(5)  cases  filed  over  the  last  twenty  years.  Coula 
you  comment  on  the  number  of  cases  filed  each  year  and  the  poten- 
tial liability  of  each  case? 

A.  10.  The  number  of  cases  alone  does  not  tell  the  whole  story.  As 
Senator  Dodd  commented  at  the  July  21  hearing,  we  need  to  look 
at  the  effects  of  these  cases. 

First,  these  cases  are  not  ordinary  business  disputes  between  two 
parties  but  some  of  the  largest  and  most  complex  cases  in  the  judi- 
cial system.  The  monetary  value  of  these  suits  (even  adjusted  for 
inflation)  has  grown  by  66  percent  over  the  last  fifteen  years.  The 
impact  of  these  suits  on  the  economy  and  the  amount  of  money 
being  diverted  from  productive  uses  is  enormous. 

It  is  also  important  to  recognize  that  the  number  of  cases  filed 
that  was  cited  at  the  June  17,  1993  hearing  includes  only  cases 
brought  as  class  actions.  According  to  data  provided  by  the  Admin- 
istrative Office  of  the  Courts,  there  are  4,000  non-class-action  secu- 
rities fraud  cases  now  pending  in  the  Federal  courts.  These  non- 
class-actions  present  similar  problems.  They  can  involve  very  sub- 
stantial damage  figures  and  large  numbers  of  plaintiffs,  as  well. 

Of  course,  the  ifi  effects  of  meritless  litigation  range  far  beyond 
the  companies  actually  sued.  There  was  substantial  evidence  pre- 
sented at  both  hearings  that  the  threat  of  securities  fraud  lawsuits 
is  having  an  effect  on  the  voluntary  disclosure  policies  of  compa- 
nies. A  study  by  Baruch  Lev  of  the  University  of  California,  Berke- 
ley, shows  that  securities  litigation  is  having  the  perverse  effect  of 
discouraging  management  from  disclosing  the  very  kind  of  informa- 
tion that  is  essential  for  intelligent  investor  decisions.  Richard 
Egan,  CEO  of  EMC  Corp.,  testifying  at  the  June  17  hearing,  talked 
about  his  decision  to  limit  public  information  about  EMC  and  its 
progress  after  a  strike  suit  was  filed  against  the  company.  He  ex- 
plained that  the  company  now  takes  a  "defensive  posture"  with  re- 
spect to  its  public  statements  and  is  reluctant  to  publish  forecasts 
for  fear  of  being  sued. 

Maryellen  Aridersen  of  the  Connecticut  Retirement  and  Trust 
Funds  testified  that  "whether  the  number  [of  cases]  is  large  or 
small,  and  whether  the  problem  is  temporarily  worse  than  usual  or 
not,  the  problem  is  one  to  be  addressed." 

Finally,  these  suits  are  increasingly  targeted  on  a  critical  sector 
of  our  economy — high-tech  and  growth  companies.  A  study  by  the 
National  Economic  Research  Associates  found  that  high-tech  com- 
panies are  a  disproportionate  target  of  10(b)(5)  suits.  As  the  CEO 
of  Silicon  Graphics  testified  at  the  June  17  hearing,  this  is  the 
number  one  litigation  issue  for  companies  in  the  Silicon  Valley. 

Both  in  magnitude  and  effect,  unwarranted  securities  litigation 
is  a  large  and  growing  problem. 

ATTACHMENT  A 

August  18, 1993 

Mayer,  Brown  &  Platt 

Martha  L.  Cochran,  Staff  Director/Counsel 
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Securities  Subcommittee  of  the  Senate  Banking  Committee 
Re:  Rules  11  and  9(b)  of  the  Federal  Rules  of  Civil  Procedure 

Dear  Marti: 

This  letter  responds  to  questions  raised  in  the  Banking  Commit- 
tee staff  briefing  we  attended  on  July  22.  At  that  briefing,  some 
questioned  the  need  for  other  legal  tools  to  combat  meritless  securi- 
ties fraud  litigation  in  light  of  Rule  11  and  Rule  9(b)  of  the  Federal 
Rules  of  Civil  Procedure.  This  letter  explains  why,  in  fact,  neither 
of  these  rules  currently  serves  as  an  effective  deterrent  to  meritless 
suits.  From  the  perspective  of  an  innocent  defendant  facing  a 
meritless  claim,  the  costs  of  pursuing  these  remedies  outweighs  the 
expected  benefits  because: 

•  An  innocent  defendant  often  must  first  spend  huge  sums  on  dis- 
covery and  then  more  money  to  research  and  file  a  Rule  11  or 
Rule  9(b)  motion. 

•  Even  in  cases  that  clearly  call  for  the  imposition  of  Rule  11  sanc- 
tions, judges  often  have  either  refused  to  impose  penalties  or  im- 
posed penalties  so  small  that  they  are  likely  to  have  little  or  no 
deterrent  effect. 

•  Even  if  one  assumes  that  Rule  11  does  have  some  deterrent  ef- 
fect, such  effectiveness  will  be  reduced  when  the  proposed 
amendments  to  weaken  Rule  11  go  into  effect  on  December  1, 
1993. 

•  Rule  9(b)  requires  particular  allegations  of  fraud  but  permits 
plaintiffs  to  generally  plead  facts  from  which  scienter  (knowl- 
edge/intent to  defraud)  may  be  inferred. 

The  Hydraulic  Pressure  to  Settle  Meritless  Suits  is  Not  Alleviated 
by  Rule  11  and  Rule  9(b) 

Meritless  securities  suits  are  often  settled  by  innocent  defendants 
because  the  cost  of  proving  their  innocence  in  the  courts  is  prohibi- 
tive. The  SEC  data  submission  made  by  the  six  largest  accounting 
firms  (entitled  "A  Disproportionate  Burden  of  Liability")  makes 
clear  the  enormous  costs  required  to  defend  against  even  the  weak- 
est 10(b)(5)  suit:  In  1992,  the  six  firms  closed  58  audit-related  cases 
with  10(b)(5)  claims.  Of  those  58  cases,  23  were  dismissed  before 
trial.  Those  23  cases  represented  a  complete  vindication  for  the  ac- 
counting firms  defending  their  audits.  That  vindication  did  not 
come  cheap,  however — the  six  firms  spent  over  $10  million  success- 
fully defending  those  23  cases.  Another  11  of  the  1992  cases  settled 
for  $150,000  or  less.  Such  a  small  payment  essentially  amounts  to 
no  more  than  the  nuisance  value  of  the  suit.  In  order  to  achieve 
this  result,  however,  the  firms  expended  over  $8  million  in  defense 
costs  for  these  11  cases.  These  cases,  are  of  course  unusual — many 
meritless  securities  suits  survive  dismissal  even  though  their 
claims  are  exceedingly  weak.  The  cost  of  defending  those  cases  is 
even  higher;  the  pressure  to  settle  them  is  accordingly  higher  as 
well. 

These  cases  demonstrate  that  the  end  result — dismissal  or  settle- 
ment for  a  very  low  amount — is  only  the  tip  of  the  iceberg.  The 
transaction  costs  of  defending  even  the  weakest  10(b)(5)  suit  are 
substantial.  The  costs  discussed  above  were  all  incurred  in  cases 
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that  were  resolved  before  trial.  The  cost  of  proceeding  to  trial  in 
cases  like  this  is  simply  prohibitive. 

Faced  with  the  costs  of  mounting  a  defense  to  10(b)(5)  cases,  it 
should  come  as  no  surprise  that  most  defendants,  including  audi- 
tors, decide  to  settle  the  vast  majority  of  cases  in  order  to  make 
them  go  away.  This  is  in  no  way  an  admission  of  liability  or  an  ac- 
knowledgment that  wrongdoing  occurred — it  is  simply  a  matter  of 
business  judgment. 

•  When  a  firm  has  already  expended  nearly  a  million  dollars  to  de- 
fend a  case,  and  is  faced  with  the  prospect  of  an  even  more  ex- 
pensive trial  (and  possibly  later  appeals),  it  simply  makes  sense 
for  the  firm  to  cut  its  losses  and  settle  the  case — especially  when 
the  plaintiffs  will  take  $150,000  or  less. 

•  Senator  Bennett's  experience,  related  during  the  first  hearing  on 
June  17,  1993,  demonstrates  this  decision  that  businesses  must 
face  repeatedly.  He  told  of  a  law  firm  that  sued  his  father's  com- 
pany every  two  years  on  a  clearly  meritless  claim,  but  was  will- 
ing to  settle  the  case  for  less  than  the  company's  legal  fees  to  de- 
fend against  the  suit. 

As  F.  Thomas  Dunlap,  Jr.,  General  Counsel  for  Intel  Corpora- 
tion, recently  explained  in  a  letter  to  Senator  Dodd,  Intel  spent 
over  $580,000  defending  two  completely  meritless  lawsuits.  In  both 
cases,  the  expenses  were  incurred  because  Intel  had  to  review  doc- 
uments and  interview  executives  in  order  to  prepare  a  letter  ex- 
plaining to  the  plaintiffs  why  there  was  no  violation  and  offering 
them  a  chance  to  drop  the  suit  before  Intel  sought  sanctions.  All 
of  these  expenses  were  incurred  prior  to  any  effort  to  actually  draft 
and  file  a  motion  for  sanctions  under  Rule  11. 

Preparing  and  drafting  a  motion  under  Rule  11  or  Rule  9(b)  sim- 
ply adds  to  the  already  significant  legal  fees  defendants  must  pay 
when  faced  with  a  meritless  suit.  It  is  often  less  expensive  simply 
to  settle  these  cases  rather  than  spend  money  on  motions  that  a 
court  may  resist  granting. 

Rule  11  Has  Been  Applied  by  the  Courts  So  That  Plaintiffs  Have 
Little  Reason  to  Fear  It  and  Defendants  Have  Little  Reason  to 
Employ  It 

Rule  11  requires  every  attorney  who  signs  a  pleading  or  motion 
filed  with  the  court  to  certify  that,  to  the  best  of  the  attorney's 
knowledge  and  belief,  the  filing  is  well  grounded  in  fact  and  war- 
ranted by  existing  law  (or  a  good  faith  argument  for  the  extension, 
modification  or  reversal  of  existing  law),  and  is  not  imposed  for  any 
improper  purpose  (such  as  delay  or  harassment).  The  current  rule 
provides  that  sanctions  must  be  imposed  if  there  has  been  a  viola- 
tion, and  sanctions  may  include  the  attorneys'  fees  of  the  injured 
party. 

In  principle,  this  could  be  an  effective  measure  for  preventing 
meritless  litigation.  In  practice,  however,  Rule  11  has  proven  to  be 
woefully  inadequate,  especially  in  securities  cases.  Defense  counsel 
considering  a  motion  for  Rule  11  sanctions  must  balance  the  likeli- 
hood of  success  against  the  cost  of  investigating,  filing  and  appeal- 
ing such  a  motion.  For  the  reasons  outlined  below,  the  current  sys- 
tem has  decreased  the  likelihood  of  success,  and  increased  the  cost 
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of  proceeding,  to  the  point  that  seeking  Rule  11  sanctions  is  no 
longer  a  viable  option  in  many  securities  cases. 

Despite  the  mandatory  nature  of  the  rule  and  the  failure  of 
plaintiffs  to  satisfy  Rule  11,  iudges  often  refuse  to  apply  sanctions. 

•  In  one  decision  in  a  10(b)(5)  case,  the  court  held  that  "plaintiffs 
have  not  alleged  a  single  fact  which  supports  an  inference  of 
fraud."  Nevertheless,  the  court  declined  to  impose  sanctions. 
Hecklin  v.  Weatherly  Securities,  Inc.,  1989  U.S.  Dist.  LEXIS 
3586,  *2-*3  (E.D.  Pa.  1989). 

•  In  another  decision,  the  court  concluded  that  the  plaintiff  had 
failed  to  allege  any  promise  and  therefore  failed  to  show  "any  ac- 
tionable misrepresentation."  Despite  this  conclusion,  the  court  re- 
fused to  levy  sanctions  because  the  complaint  "was  warranted  by 
a  good  faith  argument  for  extension  of  existing  law."  Harlyn 
Sales  Corp.  v.  Investment  Portfolios,  Inc.  142  F.R.D.  671  (N.D.  111. 
1992). 

•  In  Panio  v.  Beverly  Enterprises,  Inc.,  1989-90  Sec.  Cas.  (CCH)  at 
H  95,007  (S.D.N.Y.  1990),  the  court  dismissed  defendants'  10(b)(5) 
counter-claim,  noting  a  failure  to  specify  "who  made  the  state- 
ments, where  they  were  made,  [or]  to  whom  they  were  made," 
yet  the  court  denied  sanctions. 

•  In  Cahill  v.  Arthur  Andersen  &  Co.,  659  F.  Supp.  1115  (S.D.N.Y. 
1986),  plaintiffs  based  their  10(b)-claim  on  a  prospectus  issued 
two  years  after  the  sale  at  issue,  negating  all  possible  reliance  ar- 
guments. The  district  court  refused  to  apply  sanctions  because 
there  was  no  bad  faith — a  requirement  that  was  excised  from  the 
Rule  11  in  1983. 

Even  when  the  district  courts  have  imposed  sanctions,  the  appli- 
cation of  a  lax  standard  at  the  appellate  level  can  frustrate  the 
purposes  of  Rule  11  and  discourage  the  filing  of  such  a  motion  in 
the  first  instance.  In  Stern  v.  Leucadia  Nat'l  Corp.,  844  F.2d  997 
(1987),  the  Second  Circuit  reversed  a  lower  court  on  the  ground 
that  sanctions  are  only  "targeted  at  situations  where  it  is  patently 
clear  that  a  claim  has  absolutely  no  chance  of  success  under  the 
existing  precedents,  and  where  no  reasonable  argument  can  be  ad- 
vanced to  extend,  modify  or  reverse  the  law  as  it  stands.  .  .  ."  Id. 
at  1005  (quoting  Eastway  Construction  Corp.  v.  City  of  New  York, 
762  F.2d  243,  254  (2d.  Cir.  1985). 

Even  on  those  relatively  rare  occasions  when  the  court  does  im- 
pose sanctions,  they  are  often  inadequate  to  make  the  effort  worth- 
while or  to  have  any  real  effect  on  frivolous  litigation.  Courts  im- 
pose only  the  "least  severe  sanction  likely  to  deter."  Disante  v. 
Litton  Industrial  Automation  Systems,  Inc.,  1991  U.S.  App.  LEXIS 
4711  (6th  Cir.  1991)  (court  approved  sanction  of  $250).  The  court 
need  not  award  actual  fees,  only  reasonable  fees — that  is,  fees  that 
show  the  defendant  "correlated  his  response,  in  hours  and  funds 
expended,  to  the  merit  of  the  claims."  Thomas  v.  Capital  Security 
Service,  Inc.,  836  F.2d  866,  878  (5th  Cir.  1988)  (en  banc). 

Furthermore,  courts  often  defer  ruling  on  Rule  11  motions  until 
final  disposition  of  the  case.  In  these  situations,  the  deterrent  effect 
of  Rule  11  sanctions  is  minimized  because  the  damage  (due  to  im- 
properly invoking  the  judicial  process  to  the  detriment  of  another 
party)  has  already  been  done.  This  deferment  also  reduces  the  in- 
centives for  defendants  to  seek  Rule  11  sanctions,  since  it  will  not 
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cut  short  the  process  or  their  significant  defense  costs  (indeed,  it 
will  increase  their  defense  costs  by  the  significant  amount  required 
to  prepare  and  file  the  Rule  11  motion). 

In  addition  to  the  low  probability  of  success,  and  the  likelihood 
of  a  small  award,  defense  counsel  must  also  consider  the  fact  that 
whatever  fees  are  awarded  in  the  district  court  may  be  frittered 
away  fighting  the  appeal.  In  Cooter  &  Gell  v.  Hartmarx  Corp.,  496 
U.S.  384  (1990)  the  Supreme  Court  held  that  Rule  11  does  not  enti- 
tle a  defendant  to  attorney's  fees  incurred  defending  an  appeal  of 
the  trial  court's  award  of  Rule  11  sanctions — even  if  the  defendant 
is  successful  and  the  sanctions  are  upheld  on  appeal.  Id.  at  404- 
408.  Under  this  rule,  unless  the  Rule  11  award  is  expected  to  be 
substantial  enough  to  offset  the  costs  incurred  on  appeal,  a  reason- 
able defendant  would  not  pursue  sanctions  in  the  first  place. 
Under  the  current  system,  defendants  have  little  incentive  to 
pursue  Rule  11  sanctions,  and  plaintiffs,  therefore,  have  lit- 
tle to  fear  from  the  Rule. 

Rule  11  is  Now  Being  Weakened 

As  outlined  above,  Rule  11  is  not  an  adequate  deterrent  to 
meritless  litigation.  Yet  even  if  Rule  11  as  it  is  now  constituted 
were  adequate,  pending  amendments  will  significantly  weaken  the 
rule  further. 

Pursuant  to  the  Rules  Enabling  Act,  28  U.S.C.  §2702,  the  Su- 
preme Court  entered  an  order  on  April  22,  1993,  outlining  numer- 
ous amendments  to  the  Federal  Rules  of  Civil  Procedure,  including 
amendments  to  Rule  11.  Under  the  Act,  these  amendments  will 
automatically  go  into  effect  on  December  1,  1993,  unless  Congress 
intervenes  and  both  houses  adopt  legislation  modifying  or  other- 
wise changing  the  amendments.  Intervention  is  unlikely  on  the 
Rule  11  changes.  Hearings  have  just  concluded  in  the  House  Judi- 
ciary Committee's  Subcommittee  on  Intellectual  Property  and  Judi- 
cial Administration.  The  only  modification  approved  by  the  sub- 
committee concerned  Rule  26.  Indeed,  an  amendment  seeking  to 
stop  the  pending  changes  to  Rule  11  was  withdrawn  in  the  face  of 
strong  opposition  by  other  members  of  the  subcommittee. 

The  pending  amendments  will  weaken  Rule  11  in  two  important 
respects: 

•  First,  injured  parties  would  have  far  fewer  incentives  to 
challenge  actions  under  Rule  11  because: 

•  The  award  of  sanctions  would  be  permissive,  not  mandatory. 

•  Any  monetary  penalty  imposed  would  likely  be  paid  into  the 
court,  rather  than  to  the  injured  party. 

•  Counsel  would  be  permitted  to  conduct  a  factual  investigation 
after  the  complaint  is  filed,  rather  than  before  filing  (as  cur- 
rently required). 

•  The  range  of  awardable  costs  would  be  narrowed  to  those  "di- 
rectly and  unavoidably  caused  by  violation." 

•  The  rule  would  no  longer  apply  to  the  discovery  process. 

•  Second,  deterrence  of  frivolous  conduct  would  be  further  under- 
mined by  a  new  usafe  harbor**  that  would  bar  the  award  of 
sanctions  if  the  challenged  pleading  was  withdrawn  within 
21  days  of  service  of  a  motion  for  sanctions.  Thus,  a  defendant's 
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significant  expense  in  preparing  a  Rule  11  motion  can  be  thwart- 
ed with  impunity  by  a  plaintiff  simply  withdrawing  the  frivolous 
complaint.  A  plaintiff  can  make  a  frivolous  filing,  secure  in  the 
knowledge  that  if  the  defendant  seeks  to  challenge  it  under  Rule 
11,  it  can  later  be  withdrawn  at  no  cost  to  the  plaintiff  (although 
the  defendant  would  have  incurred  significant  cost  in  preparing 
the  Rule  11  motion). 

These  changes  will  further  reduce  the  incentive  for  defendants  in 
abusive  securities  cases  to  seek  Rule  11  sanctions.  Judge  Sam 
Pointer,  of  the  Advisory  Committee  that  drafted  the  rule  changes, 
testified  before  the  House  Subcommittee  that  "the  restrictions  on 
monetary  sanctions  payable  directly  to  movants  will  decrease  the 
incentives  for  parties  to  file  Rule  11  motions.  This  represents  a  con- 
scious choice  by  the  drafters." 

Rule  11  clearly  is  not  working  well.  However,  the  pending 
changes  would  exacerbate  its  weaknesses,  rather  than  trying  to  im- 
prove its  strengths.  As  Justice  Scalia  said  in  dissenting  from  the 
adoption  of  the  amendments,  "the  proposed  revision  would  render 
the  Rule  toothless."  This  approach  is  exactly  backward,  especially 
as  applied  to  securities  cases. 

The  Majority  of  Circuits  Allow  Scienter  to  be  Pled  Generally 

Rule  9(b)  requires  that  plaintiffs  plead  fraud  or  mistake  "with 
particularity"  but  allows  plaintiffs  to  plead  scienter  (intent/knowl- 
edge) without  stating  specific  facts  to  support  the  allegation.  Allow- 
ing plaintiffs  to  plead  scienter  with  only  vague  references  fun- 
damentally undermines  the  rule  and  severely  limits  whatever  de- 
terrent effect  it  might  have  on  frivolous  securities  fraud  claims. 

The  Supreme  Court  has  held  that,  in  an  action  under  §  10(b)  of 
the  1934  Act  and  SEC  Rule  10(b)(5),  the  plaintiff  must  prove 
scienter,  defined  as  "a  mental  state  embracing  intent  to  deceive, 
manipulate  or  defraud."  Ernst  &  Ernst  v.  Hochfelder,  425  U.S.  185, 
193  (1976).  Scienter  is  thus  a  key  element  of  any  10(b)(5)  action. 
The  way  most  circuits  have  interpreted  Rule  9(b),  however,  there 
is  no  requirement  that  this  crucial  element  of  the  suit  be  pled  with 
any  particularity. 

Plaintiffs  in  10(b)(5)  cases  avoid  dismissals  even  when  they  have 
no  objective  reason  to  believe  that  there  was  any  fraudulent  intent 
behind  a  misstatement. 

•  For  example,  a  company  may  issue  a  rosy  income  projection  that 
was  the  result  of  good  faith  (though  erroneous)  business  judg- 
ment. When  the  projection  proves  inaccurate,  the  company  is 
sued  under  10(b)(5).  The  suit  alleges  that  the  company  knew  or 
should  have  known  that  its  projection  was  false.  The  complaint 
need  not  allege  any  facts  implying  that  the  company  knew  or  in- 
tended its  statement  to  be  false. 

•  In  these  cases,  innocent  defendants  must  spend  significant 
amounts  to  defend  against  allegations  of  fraud  where  there  is  no 
basis  to  believe  any  fraudulent  intent  existed. 

The  majority  of  circuit  courts  allow  scienter  to  be  pled  gen- 
erally (i.e.,  without  any  facts  that  would  support  an  infer- 
ence of  fraudulent  intent).  The  First,  Third,  Ninth  and  Tenth 
Circuits    specifically    allow    scienter    to    be    pled    generally.    See 
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McGinty  v.  Beranger  Volkswagen,  Inc.,  633  F.2d  226,  228  (1st  Cir. 
1980)  (Rule  9(b)  does  not  require  "circumstances  or  evidence  from 
which  fraudulent  intent  could  be  inferred");  Cramer  v.  General 
Telephone  &  Electronics  Corp.,  582  F.2d  259,  272-273  (3rd  Cir. 
1978)  ("[Gleneral  allegation  of  the  defendant's  state  of  mind  meets 
the  minimal  requirements  of  the  second  sentence  of  Rule  9(b)"); 
Phelps  v.  Wichita  Eagle-Beacon,  886  F.2d  1262,  1270  n.5  (10th  Cir. 
1989)  Walling  v.  Beverly  Enterprises,  476  F.2d  393,  397  (9th  Cir. 
1973).  The  consequences  of  such  a  weak  pleading  standard  are  evi- 
dent in  the  facts  of  the  cases: 

•  In  McGinty,  633  F.2d  at  228,  the  district  court  had  dismissed  the 
claim  under  Rule  9(b)  because  the  allegations  "not  only  failed  to 
support  but  tended  to  negate  the  general  averment  of  knowl- 
edge." The  First  Circuit  reversed,  on  the  grounds  that  Rule  9(b) 
did  not  require  facts  from  which  knowledge  could  be  inferred. 

•  The  Third  Circuit  reversed  a  district  court's  dismissal — finding 
sufficient  under  Rule  9(b)  vague  allegations  that  "defendants 
.  .  .  participated,  and/or  acquiesced  in,  and/or  aided  or  abetted, 
and/or  failed  to  discover  when  in  the  exercise  of  due  diligence 
they  would  have  discovered,  devices  to  defraud  General  Tele- 
phone &  Electronics  Corp."  Cramer,  582  F.2d  at  272-273. 

Because  Rule  9(b)  allows  such  generalized  pleading  on  issues 
crucial  to  all  10(b)(5)  actions,  it  cannot  and  does  not  act  as  a  suffi- 
cient deterrent  to  meritless  securities  fraud  litigation.  H.R.  417 
seeks  to  remedy  this  failure  by  requiring  a  plaintiff  seeking  to 
prove  scienter  to  allege  "facts  suggesting  that  the  defendant  acted 
with  that  state  of  mind." 

As  Congressman  Tauzin  vividly  illustrated  in  his  presentation  to 
the  committee  concerning  Mr.  Lerach's  allegations  against  the 
high-tech  CEO's  in  the  earlier  hearings,  it  is  easy  to  make  such 
charges  but  difficult,  time  consuming  and  expensive  to  respond 
with  the  truth.  Furthermore,  defendants  often  settle  meritless 
cases  for  less  than  the  cost  of  defense.  The  primary  defense  cost 
that  creates  this  hydraulic  pressure  to  settle  a  meritless  case  is  un- 
necessary discovery.  Pleading  reform  would  require  the  judge  to  get 
into  a  case  early  and  dismiss  cases  that  lack  merit  before  the  ex- 
pensive discovery  process  has  begun. 

The  Heightened  Pleading  Standard  in  the  Second  &  Seventh  Cir- 
cuits 

The  Second  and  Seventh  Circuits  interpret  Rule  9(b)  to  require 
a  heightened  pleading  standard  for  allegations  of  scienter  (fraudu- 
lent intent).  The  securities  fraud  reform  legislation  introduced  by 
Congressman  Tauzin  would  uniformly  apply  this  standard  to  all 
10(b)(5)  actions. 

The  standard  adopted  by  the  Second  and  Seventh  Circuits  is  a 
fair  one.  It  effectively  screens  out  those  cases  where  there  is  no  evi- 
dence of  fraudulent  intent,  but  it  can  be  satisfied  by  plaintiffs  with 
a  close  case.  Unfortunately,  the  standard  is  not  used  by  a  majority 
of  the  Federal  courts. 

Plaintiffs  can  satisfy  the  heightened  pleading  standard  using  in- 
formation easily  available  through  public  sources.  In  Morse  v.  Ab- 
bott Laboratories,  756  F.  Supp.  1108  (N.D.  111.  1991),  stockholders 
successfully  established  scienter  by  showing  that  defendant  officers 
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and  directors  virtually  had  to  know  of  a  four-month  FDA  inspection 
that  was  not  mentioned  in  the  company's  financial  reports.  See 
also,  Kas  v.  Caterpillar,  Inc.,  815  F.  Supp.  1158,  1165  (CD.  111. 
1992)  (corporate  officers'  positions  supported  inference  that  they 
"were  privy  to  the  adverse  information  alleged  in  plaintiffs'  com- 
plaint" ana  had  reason  to  "downplay  its  effects  given  their  direct 
accountability  for  the  company's  performance");  In  re  AnnTaylor 
Stores  Sees.  Litig.,  807  F.  Supp.  990,  1001  (S.D.N. Y.  1992)  (cor- 
porate executives  with  large  equity  and  option  positions  in  the  com- 
pany had  motive  to  "continue  and  prolong  the  illusion  of 
AnnTaylor's  successful  growth  and  management  and  inflate  the 
price  of  [its]  securities"). 

While  plaintiffs  can  still  pursue  meritorious  claims  under  the 
heightened  pleading  standard  of  the  Second  and  Seventh  Circuits, 
the  higher  standard  filters  out  many  groundless  cases.  One  case 
that  was  dismissed  by  a  district  court  in  Chicago  under  the  Sev- 
enth Circuit's  interpretation  of  Rule  9(b)  illustrates  how  the  stand- 
ard can  work.  In  DiLeo  v.  Ernst  &  Young,  901  F.2d  624,  627  (7th 
Cir.)  cert,  denied,  498  U.S.  941  (1990),  plaintiffs  claimed  that  bank 
officers  fraudulently  failed  to  disclose  the  risks  of  a  loan,  but  "posi- 
tive reports  followed  by  a  poor  performance"  formed  the  only  basis 
for  the  allegation  that  the  officers  knew  that  the  loan  was  unduly 
risky.  Motive  too,  was  lacking:  the  officer's  jobs  were  "jeopardized 
more  by  a  failure  to  abide  by  [bank]  procedures  .  .  .  than  by  a 
smaller  .  .  .  loan  portfolio."  Furthermore,  defendants  actually  in- 
creased their  already  large  investment  in  the  bank  during  the  pe- 
riod of  the  alleged  fraud,  so  that  (if  they  were  indeed  fraudulent) 
they  were  their  own  victims.  See  also,  Devaney  v.  Chester,  709  F. 
Supp.  1255,  1263-1264  (S.D.N. Y.  1989). 

These  cases  demonstrate  that  Rule  9(b)  or  its  equivalent  could  be 
effective  if  applied  to  pleadings  of  fraudulent  intent.  Since  most 
courts  do  not  interpret  Rule  9(b)  to  require  specific  pleading  of 
fraudulent  intent,  trie  rule  is  essentially  inapplicable  to  10(b)(5) 
cases  in  most  circuits. 

Conclusions 

Neither  Rule  11  nor  Rule  9(b)  of  the  Federal  Rules  of  Civil  Proce- 
dure has  been  effective  in  deterring  meritless  securities  litigation. 
Judges  have  been  reluctant  to  use  sanctions,  even  when  they  are 
clearly  called  for  under  the  Rule.  Even  when  penalties  are  imposed, 
they  are  too  small  to  affect  incentives,  and  are  overturned  by  appel- 
late courts.  Moreover,  Rule  11  will  lose  what  little  deterrent  effect 
it  now  has  when  changes  to  the  Rule  go  into  effect  in  a  few  months. 
Finally,  Rule  9(b)  cannot  effectively  deter  securities  litigation  when 
it  allows  a  plaintiff  to  plead  generally  the  element  of  scienter 
(fraudulent  intent),  a  critical  part  of  every  10(b)(5)  case.  Rule  9(b) 
reform  can  play  an  important  role  in  getting  judges  to  filter  out 
frivolous  cases  early  in  the  litigation  process,  before  litigation  be- 
comes so  expensive  that  settlement  is  the  least  painful  alternative 
for  an  innocent  defendant. 

I  hope  that  this  information  adequately  explains  why  the  current 
system  does  not  effectively  deter  meritless  litigation.  Please  include 
tnis  letter  in  the  record  of  the  subcommittee's  hearing  of  July  21, 
1993.  If  you  have  any  additional  questions,  please  feel  free  to  con- 
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tact  me  or  my  partner,  Andrew  Pincus.  We  will  be  glad  to  assist 
you  in  any  way  we  can. 

Sincerely, 

Mark  H.  Gitenstein 

ATTACHMENT  B 

September  20, 1993 
American  Institute  of  Certified  Public  Accountants 

Honorable  Christopher  J.  Dodd,  Chairman 

Securities  Subcommittee  of  the  Senate  Banking  Committee 

Re:  July  21  Hearing — Question  About  Proportionate  Liability 

Dear  Chairman  Dodd: 

At  the  end  of  the  subcommittee's  hearing  on  July  21,  1993,  you 
asked  me  a  question  about  reckless  auditing  and  the  effect  of  a  pro- 
portionate liability  rule  on  the  ability  of  injured  investors  to  re- 
cover damages.  I  want  to  take  this  opportunity  to  respond  in  great- 
er detail  to  the  issues  that  you  raised. 

We  at  the  AICPA  share  your  concern  for  investors  who  have  been 
defrauded.  I  want  to  re-emphasize  at  the  outset  that  we  believe 
that  joint  and  several  liability  should  continue  to  apply  whenever 
a  defendant  is  found  to  have  participated  knowingly  in  fraudulent 
activity.  In  cases  of  actual  fraud,  therefore,  there  would  be  no 
change  in  current  law.  (That  is  the  case  under  the  proposal  em- 
bodied in  the  Domenici/Sanford  bill  introduced  in  the  last  Congress 
and  in  Representative  Tauzin's  bill  in  this  Congress.) 

As  you  know,  however,  the  Federal  courts  have  concluded  that 
liability  under  SEC  Rule  10(b)(5)  may  be  premised  upon  less  than 
knowing  fraud.  Proof  of  recklessness  will  also  suffice.  It  is  only  in 
that  context  that  our  proportionate  liability  rule  proposal  would 
apply. 

In  considering  the  policy  implications  of  that  proposal,  the  follow- 
ing points  are,  we  believe,  critical: 

•  although  the  term  "recklessness"  sounds  like  it  encompasses  only 
extreme  misconduct,  recklessness  is  in  practice  an  ill-defined 
label  that  can  be— and  often  is — erroneously  applied  to  conduct 
that  complies  fully  with  applicable  professional  standards  or 
amounts  to  at  most  bare  negligence; 

•  joint  and  several  liability  is  the  hammer  that  forces  settlement 
of  10(b)(5)  actions  premised  on  allegations  of  recklessness  even 
when  the  claim  has  no  merit; 

•  the  reform  of  joint  and  several  liability  that  we  support  will  not 
let  wrongdoers  off  the  hook:  defendants  will  be  liable  for  the  por- 
tion of  the  damages  for  which  they  are  responsible — to  the  extent 
an  auditor  or  other  professional  was  largely  responsible  for  the 
fraud,  he  or  she  will  pay  a  large  share  of  the  judgment;  more- 
over, by  enabling  defendants  to  contest  (and  win)  meritless  cases, 
reform  will  eliminate  the  current  incentive  to  file  such  cases, 
freeing  investors  in  innocent  companies  from  the  financial  drain 
of  such  litigation  and  forcing  plaintiffs'  lawyers  to  focus  their  ef- 
forts on  obtaining  greater  recoveries  in  cases  with  merit; 
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•  our  reform  proposal  is  not  at  all  novel:  arguments  similar  to  ours 
have  led  more  than  half  of  the  States  to  reform  their  general  tort 
laws  by  enacting  some  form  of  proportionate  liability  in  order  to 
deter  meritless  litigation  against  "deep  pockets"  defendants; 

•  the  way  to  protect  investors  is  to  reform  a  liability  system  that 
now  generates  only  cynicism  and  does  nothing  to  promote  compli- 
ance, and  to  implement  a  swift  and  sure  disciplinary  process  that 
will  ensure  the  detection  and  removal  of  those  accountants  who 
engage  in  substandard  work,  thereby  punishing  instances  of 
reckless  auditing  and  deterring  substandard  work  in  the  future. 

The  Indeterminate  Nature  of  "Recklessness" 

The  10(b)(5)  private  cause  of  action  was  not  legislated  by  Con- 
gress, it  was  created  by  the  courts.  The  statute  accordingly  does 
not  specify  a  standard  of  culpability;  the  standard  has  emerged  as 
the  product  of  judicial  decisions.  In  theory,  a  plaintiff  seeking  dam- 
ages under  10(b)(5)  on  a  recklessness  theory  must  prove  that  the 
defendant  acted  with  a  high  degree  of  culpability.  Courts  have  stat- 
ed that  reckless  behavior  occurs  when  the  risk  of  making  a  false 
statement  "is  so  obvious  that  the  actor  must  have  been  aware  of 
it";  in  other  words,  there  must  be  proof  that  the  accountant  closed 
his  eyes  in  engaging  in  an  obvious  violation  of  the  governing  pro- 
fessional standards. 

Legal  practice  in  securities  fraud  cases  does  not  neatly  follow 
legal  theory,  however.  The  line  between  an  intentionally  improper 
audit — knowing  fraud  by  an  auditor — and  all  other  audits  is  a  rel- 
atively sharp  one:  the  accountant  either  intentionally  failed  to  com- 
ply with  professional  standards  or  did  not.  But  once  the  defendant 
need  not  oe  shown  to  have  known  he  or  she  was  acting  improperly, 
that  clarity  disappears:  there  is  no  such  sharp  line  separating  an 
audit  that  failed  to  detect  a  fraudulent  scheme  because  the  ac- 
countant acted  recklessly  from  an  audit  that  failed  to  detect  the 
fraud  for  a  variety  of  other  reasons.  Thus, 

•  The  auditor  might  have  done  all  he  or  she  was  supposed  to  do, 
following  all  of  the  governing  procedures  to  the  letter,  but  the 
perpetrators  nonetheless  succeeded  in  covering  up  their  fraud. 

•  The  auditor  might  have  made  the  kind  of  mistakes  anyone  could 
make — innocent  mistakes  that  did  not  violate  any  duty  of  care. 

•  The  auditor  might  have  made  an  error  that  rose  to  the  level  of 
negligence — that  is,  a  jury  could  find  that  a  reasonable  auditor 
would  not  have  made  the  same  mistake. 

•  The  auditor's  mistakes  could  be  deemed  by  a  jury  to  be  the  result 
of  recklessness  on  the  part  of  the  auditor — this  requires  a  more 
flagrant  transgression  than  mere  negligence,  or  even  gross  neg- 
ligence, but  it  is  difficult  to  characterize  just  how  much  more  se- 
rious it  must  be. 

These  levels  of  distinction  are  simply  points  along  a  continuum, 
but  the  particular  place  on  the  continuum  where  an  accountant's 
conduct  is  located  can  make  all  the  difference  in  the  world  for  the 
accountant  in  terms  of  liability.  Innocent  mistakes,  negligence,  and 
even  gross  negligence  are  not  actionable  under  10(b)(5),  but  reck- 
lessness may  satisfy  the  scienter  requirement. 

The  line  between  recklessness — as  courts  seem  to  define  it 
today — on  the  one  hand,  and  negligence  or  innocent  mistake 
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on  the  other,  is  incapable  of  being  consistently  drawn.  In- 
deed, the  distinction  between  them  is  one  that  defies  clear 
analysis.  A.  A.  Sommer,  Chairman  of  the  Public  Oversight  Board, 
pointed  out  at  the  July  21  hearing  that  the  distinction  between 
recklessness  and  negligence  in  securities  fraud  cases  is  honored 
more  in  the  breach  than  in  the  observance.  Mr.  Sommer  stated: 
Now  it's  a  debatable  question,  the  problem  of  recklessness  ver- 
sus negligence.  .  .  .  And  that  very  confusion  about  the  standards 
that  are  applicable  in  an  appropriate  case  is  indicative  of  why 
you  have  trie  problem  with  recklessness.  Very  often  juries  tend 
to  view  negligence  as  recklessness  because  the  standard  is 
an  elusive  one  and  Dr.  Briloff  s  testimony  indicates  very  clearly 
how  elusive  it  is. 

When  the  jury  confronts  a  case,  there  often  has  been  a  business 
failure,  perhaps  a  fraud  by  corporate  officers,  that  has  caused  a  de- 
cline in  the  value  of  the  company's  securities.  In  hindsight,  it  is  dif- 
ficult to  understand  why  the  auditor  did  not  foresee  trie  business 
failure  or  uncover  the  fraud.  The  extremely  vague  distinctions  be- 
tween recklessness,  negligence,  and  innocent  mistake  can  easily 
confuse  a  jury,  especially  when — as  is  likely — the  plaintiffs  are 
sympathetic  individuals  and  the  jury  is  told  that  recklessness  is 
sufficient  for  liability  to  attach.  The  result  is  that  defendants  who 
make  negligent  or  innocent  mistakes  can  be  found  liable  for 
10(b)(5)  violations,  even  though  they  did  not  have  the  necessary 
scienter.  As  one  commentator  has  observed: 

[T]he  courts  have  been  less  than  precise  in  defining  what  exactly 
constitutes  a  reckless  misrepresentation.  That  imprecision  has  re- 
sulted in  ad  hoc,  if  not  arbitrary,  recklessness  determinations.  .  .  . 
[T]he  result  is  that  actual  and  potential  parties  to  Section  10(b) 
and  Rule  10(b)(5)  actions  cannot  predict  with  any  degree  of  cer- 
tainty how  a  trier  of  fact  will  characterize  challenged  conduct  and 
thus  whether  it  may  serve  as  the  basis  for  liability.  (Johnson,  Li- 
ability for  Reckless  Misrepresentations  and  Omissions  under  Section 
10(b)  of  the  Securities  Exchange  of  1934,  59  Cin.  L.  Rev.  667,  674- 
675  (1991)). 

The  problem  of  distinguishing  recklessness  from  instances 
of  negligence  or  innocent  mistake  is  compounded  in  cases 
against  auditors  because  of  the  nature  of  the  audit  function. 

An  audit  requires  a  significant  degree  of  estimation  and  profes- 
sional judgment — it  is  not  simply  a  matter  of  adding  up  the  num- 
bers. As  a  consequence,  it  is  all  too  easy  for  a  plaintiffs'  lawyer 
with  20-20  hindsight  to  identify  good-faith  estimates  that  turned 
out  to  be  incorrect.  When  isolated,  the  lawyer  can  exploit  these 
"failures"  of  judgment  and  encourage  a  jury  to  label  them  reckless- 
ness. 

The  California  Supreme  Court  recently  decided  a  case,  Bily  v.  Ar- 
thur Young  &  Co.,  3  Cal.  4th  370,  11  Cal.  Rptr.  2d  51,  834  P.2d 
745,  762-763  (1992)  (citations  omitted),  in  which  it  reviewed  the 
nature  of  an  auditor's  role.  Some  of  the  court's  observations  are 
useful  in  emphasizing  the  foregoing  points: 

•  An  auditor  is  a  watchdog,  not  a  bloodhound.  As  a  matter  of 
commercial  reality,  audits  are  performed  in  a  client-controlled 
environment.   The   client   typically   prepares   its    own   financial 
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statements;  it  has  direct  control  over  and  assumes  primary  re- 
sponsibility for  their  contents. 

•  Moreover,  an  audit  report  is  not  a  simple  statement  of  veri- 
fiable fact  that,  like  the  weight  of  [a]  load  of  beans,  can  be  eas- 
ily checked  against  uniform  standards  of"  indisputable  accuracy. 
Rather,  an  audit  is  a  professional  opinion  based  on  numer- 
ous and  complex  factors.  .  .  .  Although  ultimately  expressed 
in  shorthand  form,  the  report  is  the  final  product  of  a  complex 
process  involving  discretion  and  judgment  on  the  part  of  the 
auditor  at  every  stage. 

•  Using  different  initial  assumptions  and  approaches,  different 
sampling  techniques,  and  the  wisdom  of  20-20  hindsight,  few 
CPA  audits  would  be  immune  from  criticism. 

Performing  an  audit  is  thus  much  more  of  an  art  than  a  science. 
At  every  stage,  the  auditor's  independent  professional  judgment 
must  be  exercised.  In  evaluating  the  performance  of  an  audit  from 
the  perspective  of  a  jury,  it  is  easy  to  see  how  ordinary  good-faith 
judgments  could  be  improperly  deemed  recklessness  simply  because 
the  company's  financial  statements  turned  out  to  be  inaccurate.  It 
is  this  reality  that  makes  the  line  between  recklessness  and  neg- 
ligence or  innocent  mistake  invisible. 

These  problems  are  illustrated  well  in  a  recent  enforcement  ac- 
tion brought  by  the  SEC  against  one  accounting  firm.  The  case 
arose  out  of  the  bankruptcy  in  1982  of  one  of  the  firm's  clients.  The 
Commission  asserted  that  the  firm  had  acted  recklessly  in  failing 
to  comply  with  professional  standards  in  auditing  the  company's 
fiscal  year  1980  financial  statements.  It  sued  the  firm  on  a  variety 
of  theories,  including  violations  of  10(b)(5).  The  district  court  re- 
jected each  and  every  claim  against  the  accounting  firm,  including 
the  allegation  that  the  firm  had  acted  recklessly.  Rather,  the  court 
found,  the  Commission's  claims  "involved  complex  issues  of  ac- 
counting as  to  which  reasonable  accountants  could  reach  different 
conclusions.  ...  It  follows  that  no  finding  of  fraud  or  recklessness 
can  rationally  be  made  in  this  case."  SEC  v.  Price  Waterhouse,  797 
F.  Supp.  1217,  1243  (S.D.N.Y.  1992).  (The  accounting  firm  could 
fight  the  case  because  the  Commission  was  not  seeking  damages, 
but  only  injunctive  relief;  not  only  did  that  limit  the  stakes,  it  also 
meant  that  the  case  would  be  tried  by  a  judge,  not  a  jury.)  If  the 
SEC,  with  all  of  its  expertise,  can  so  significantly  misjudge  an  ac- 
countant's work,  it  is  not  surprising  that  juries  of  ordinary  citizens 
can  be — and  are — confused  in  deciding  whether  or  not  an  account- 
ant acted  recklessly  in  connection  with  a  particular  audit. 

In  sum,  the  theoretical  limits  on  the  term  "recklessness"  simply 
do  not  hold  in  the  real  world.  A  wide  variety  of  conduct — some 
wrongful,  some  quite  benign — is  lumped  together  under  that  label. 
Given  that  fact,  and  the  serious  adverse  consequences  of  joint  and 
several  liability  (which  I  will  discuss  next),  we  believe  recklessness, 
as  currently  interpreted,  is  simply  inappropriate  as  a  basis  for  re- 
quiring a  defendant  to  pay  for  more  than  his  or  her  fair  share  of 
the  damage  caused  to  the  plaintiff. 

The  Pressure  to  Settle  Due  to  the  Threat  of  Joint  Liability 

When  an  auditor  or  any  other  defendant  is  faced  with  a  securi- 
ties fraud  suit,  a  number  of  factors  operate  together  to  virtually 
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force  the  defendants  to  settle.  One,  just  discussed,  is  the  murkiness 
of  the  legal  standard  and  the  considerable  danger  that  it  may  be 
misapplied.  Even  an  entirely  innocent  accountant  must  face  the 
possibility  that  his  actions  may,  in  hindsight,  be  labeled  "reckless." 
A  second  critical  element  that  tips  the  balance  in  many  cases  is  the 
risk  of  joint  and  several  liability  for  a  gargantuan  judgment. 

The  data  submission  made  by  the  six  largest  accounting  firms 
(entitled  "A  Disproportionate  Burden  of  Liability")  makes  clear  the 
enormous  costs  required  to  defend  against  even  the  weakest 
10(b)(5)  suit: 

•  In  1992,  the  six  largest  firms  closed  58  audit-related  cases  in- 
volving 10(b)(5)  claims.  Of  the  58  cases,  23  were  dismissed  before 
trial.  Those  23  cases  represented  a  complete  vindication  for  the 
accounting  firms  defending  their  audits.  That  vindication  did  not 
come  cheap,  however — the  six  firms  spent  over  $10  million 
defending  these  23  cases. 

•  Another  11  of  the  1992  cases  were  settled  for  $150,000  or  less. 
Such  a  small  payment  essentially  amounts  to  no  more  than  the 
nuisance  value  of  the  suit.  In  order  to  achieve  this  result,  how- 
ever, the  firms  expended  over  $8  million  in  defense  costs  for 
these  11  cases  without  even  going  to  trial. 

The  results  in  these  cases — dismissal  or  settlement  for  a  very  low 
amount — are  only  the  tip  of  the  iceberg.  The  costs  of  defending 
even  the  weakest  10(b)(5)  suit  are  substantial.  The  costs  discussed 
above  were  all  incurred  in  cases  that  were  resolved  before  trial.  The 
cost  of  proceeding  to  trial  in  cases  like  this  is  simply  prohibitive. 
Faced  with  the  costs  of  mounting  a  defense  to  10(b)(5)  cases,  it 
should  come  as  no  surprise  that  most  defendants,  including  audi- 
tors, decide  to  settle  the  vast  majority  of  cases  in  order  to  make 
them  go  away.  This  is  in  no  way  an  admission  of  liability  or  an  ac- 
knowledgment that  wrongdoing  occurred — it  is  simply  a  matter  of 
business  judgment. 

The  prospect  of  joint  and  several  liability  is  the  hammer, 
on  top  of  the  outrageous  cost  of  defending  these  suits,  that 
forces  settlements  and  discourages  resolution  of  these  cases 
on  their  merits.  Even  if  the  defendant's  legal  position  is  quite 
strong,  the  risk  of  proceeding  to  trial  remains  significant — because 
the  potential  joint  and  several  liability  is  so  enormous.  After  all,  no 
reasonable  lawyer  views  any  defense,  no  matter  how  strong,  as  a 
100  percent  sure  thing.  That  is  why  defendants  are  settling  in  such 
large  numbers  today. 

Reforming  the  doctrine  of  joint  and  several  liability  would  help 
relieve  some  of  the  non-merits-based  pressure  to  settle  these  abu- 
sive cases.  Although  defense  costs  will  remain  high,  accountants 
and  other  defendants  will  not  be  deterred  from  proving  their  inno- 
cence at  trial  out  of  the  fear  of  wildly  disproportionate  liability. 

Plaintiffs'  lawyers  understand  the  tremendous  settlement  lever- 
age that  they  have  under  joint  and  several  liability.  Indeed,  by  en- 
suring that  every  defendant  is  liable  for  damages  caused  by  every 
other  defendant,  the  doctrine  actually  encourages  plaintiffs'  law- 
yers to  ignore  the  merits  of  their  case  and  sue  every  potentially  lia- 
ble party  with  deep  pockets,  even  if  the  party  was  not  involved  in 
the  fraud. 
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•  Zoe-Vonna  Palmrose,  a  professor  at  the  University  of  Southern 
California,  has  studied  914  allegations  of  audit  failure  in  the  last 
3  decades. 

•  She  concluded  that  meritless  claims  are  brought  more  often 
against  auditors  than  against  other  defendants.  Her  results 
are  corroborated  by  the  SEC  data  submission  of  the  six  largest 
accounting  firms. 

•  Professor  Palmrose  points  out  that  a  proportionate  li- 
ability scheme  would  likely  reduce  the  incidence  of 
meritless  litigation  against  auditors. 

Enacting  a  rule  of  proportionate  liability  will  discourage  plaintiffs' 
lawyers  from  joining  everyone  with  deep  pockets  as  a  defendant, 
even  those  who  participated  only  tangentially  in  the  underlying 
transaction.  Because  the  amount  of  recovery  from  each  defendant 
will  be  limited  by  the  degree  of  the  defendant's  involvement,  the 
merits  of  the  claim  will  matter  more  to  the  plaintiffs'  lawyers  than 
the  depth  of  the  defendant's  pockets. 

The  Effect  on  Investors 

Some  defenders  of  the  status  quo  argue  that  proportionate  liabil- 
ity will  harm  investors'  ability  to  recover  damages  caused  by  fraud. 
In  fact,  however,  under  a  proportionate  liability  system  investors 
who  are  real  victims  of  fraud  should  do  better  than  they  currently 
do. 

Providing  for  proportionate  liability  doesn't  let  wrongdoers 
off  the  hook.  Instead,  it  simply  asks  that  a  plaintiffs'  lawyer  prove 
that  a  defendant  caused  a  certain  amount  of  harm.  This  approach 
is  consistent  with  the  principles  underlying  our  adversarial  system, 
since  a  judgment  should  be  entered  against  a  defendant  only  to  the 
extent  that  the  evidence  demonstrates  culpability.  Requiring  proof 
of  the  link  between  a  defendant's  actions  and  the  resulting  harm 
simply  makes  sense. 

Mr.  Weiss,  Mr.  Lerach  and  others  have  contended  that  account- 
ants bear  a  great  deal  of  responsibility  for  the  harms  that  have 
come  from  fraudulent  securities  activities.  If  they  are  correct,  then 
they  have  nothing  to  fear  from  proportionate  liability:  they  will 
simply  be  required  to  present  the  evidence  to  a  jury  and  dem- 
onstrate the  level  of  damages  for  which  an  auditor  is  responsible. 
Plaintiffs'  lawyers  cannot  have  it  both  ways:  if  accountants  are  re- 
sponsible for  the  losses  the  lawyers  describe,  they  will  have  no 
trouble  proving  that  level  of  responsibility  before  a  jury. 

Reforming  the  joint  and  several  liability  system  should 
also  have  beneficial  effects  on  recovery  rates  as  a  whole.  By 
deterring  meritless  litigation,  the  system  will  increase  the  incen- 
tives of  plaintiffs'  lawyers  to  pursue  cases  of  genuine  fraud.  The 
current  system  compensates  plaintiffs'  lawyers  for  filing  as  many 
cases  as  possible — no  matter  how  strong  or  weak  the  claims — be- 
cause virtually  all  of  these  cases  settle.  With  a  guaranteed  recovery 
on  each  case,  these  lawyers  have  an  incentive  to  maximize  volume. 
The  settlement  rate  thus  creates  downward  pressure  on  the  actual 
recovery  rates  of  all  plaintiffs,  irrespective  of  the  relative  strength 
of  their  cases. 

By  discouraging  meritless  claims,  plaintiffs'  lawyers  will  be 
forced  to  be  more  selective.  Unable  to  maximize  revenues  through 
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volume,  they  will  have  to  seek  out  the  cases  in  which  there  is  the 
best  chance  for  a  verdict  or  settlement — the  cases  in  which  there 
was  actual  wrongdoing — and  hold  out  for  more  substantial  com- 
pensation than  they  demand  today,  either  through  higher  settle- 
ments or  judgments  after  trial. 

•  In  other  words,  proportionate  liability  would  drive  the  settlement 
value  of  meritless  claims  down  (thereby  deterring  them);  at  the 
same  time,  it  would  increase  the  settlement  demands  in  meritori- 
ous cases. 

•  The  overall  effect  would  be  to  do  away  with  the  windfall  cur- 
rently given  to  plaintiffs  (and  especially  their  lawyers)  in 
meritless  cases,  shifting  the  focus  to  cases  where  the  plaintiffs 
actually  were  defrauded  and  deserve  to  be  compensated  more 
fully  than  under  the  current  system. 

Limiting  joint  and  several  liability  will  also  protect  the 
many  investors  who  lose  money  when  the  companies  in  which 
they  invest  are  victimized  by  meritless  suits.  Under  the  current 
regime,  companies  victimized  by  meritless  suits  pay  considerable 
amounts  in  attorneys'  fees  and  settlements  in  order  to  dispose  of 
these  suits.  That  is  money  taken  right  out  of  the  pockets  of  the  in- 
vestors in  those  companies,  diverted  from  productive  uses  that 
would  have  increased  the  value  of  their  investment  and,  in  addi- 
tion, would  have  created  new  jobs  for  other  Americans. 

Maryellen  Andersen  testified  before  the  subcommittee  on  behalf 
of  the  Council  of  Institutional  Investors.  She  pointed  out  that  the 
current  system  does  not  benefit  investors;  it  only  benefits  lawyers 
(both  for  plaintiffs  and  defendants).  She  stated: 

It  is  in  our  collective  interest  to  look  for  ways  to  reduce  these 
[legal,  administrative,  settlement,  and  opportunity]  costs  and  en- 
sure that  every  dollar  spent  is  spent  as  efficiently  as  possible  and 
is  as  likely  as  possible  to  go  to  innocent  victims,  affected  share- 
holders, and  public  administrative  costs,  not  on  individuals 
whose  wealth  depends  on  generating  lawsuits  more-or-less  re- 
gardless of  merit. 
By  deterring  frivolous  securities  litigation,  proportionate  liability 
will  reduce  the  kind  of  waste  that  Ms.  Andersen  describes. 

Most  States  Already  Have  Adopted  Forms  of  Proportionate  Liability 

Over  30  States  have  reformed  their  general  tort  laws  by  enacting 
some  form  of  proportionate  liability  for  economic  damages.  These 
States  have  recognized  that  joint  and  several  liability  encourages 
suits  against  defendants  with  deep  pockets,  irrespective  of  their  re- 
sponsibility for  the  damages.  They  have  sought  to  curb  abuse  of  the 
litigation  system  by  requiring  that  secondary  wrongdoers  pay  only 
for  the  damage  that  they  cause. 

Legislators  in  these  States  were  faced  with  some  of  the  same  con- 
cerns this  subcommittee  must  address — the  effect  on  filing  of 
meritless  claims,  the  effect  on  plaintiffs'  recovery,  etc.  It  should  be 
instructive  that  over  half  of  the  jurisdictions  in  this  country  have 
balanced  those  considerations  and  determined  that  some  form  of 
proportionate  liability  is  an  appropriate  way  to  reform  these  kinds 
of  problems  in  the  litigation  system.  They  concluded — as  this  sub- 
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committee  should — that  plaintiffs  who  have  been  genuinely  harmed 
are  best  served  by  ensuring  that  the  legal  system  is  not  abused. 

The  Way  to  Deter  Bad  Audits  is  to  Enhance  the  Disciplinary  System 

The  current  system  of  securities  fraud  litigation  does  not  succeed 
in  identifying  bad  audits  and  making  the  wrongdoers  pay.  Because 
most  cases  are  settled,  typically  without  regard  to  whether  the  ac- 
countant acted  properly,  the  risks  and  costs  are  spread  among  all 
accountants.  That  breeds  cynicism,  not  respect  for  the  governing 
legal  and  professional  standards.  Moreover,  it  does  not  provide  a 
way  to  weed  out  from  the  profession  those  persons  who  engage  in 
substandard  work. 

A  better  way  to  address  the  problem  of  reckless  auditing  is  to 
look  at  the  performance  of  individual  auditors  and  measure  their 
competence  carefully  and  objectively.  Reckless  auditors  should  not 
be  let  off  of  the  hook;  the  hook  should  be  targeted  at  those  who  per- 
form poorly.  The  goal  must  be  to  seek  the  sure  and  swift  removal 
from  SEC  practice  of  those  auditors  who  are  not  performing  accord- 
ing to  the  standards  of  our  profession.  As  I  emphasized  in  my  testi- 
mony, the  AICPA  is  dedicated  to  that  end.  (Our  proposal  is  dis- 
cussed at  pages  6-7  of  the  enclosed  publication,  Meeting  the  Finan- 
cial Reporting  Needs  of  the  Future:  A  Public  Commitment  From  the 
Public  Accounting  Profession.)  I  believe  that  you  share  with  me  the 
desire  to  achieve  this  goal.  We  at  the  AICPA  want  to  work  with 
you,  and  with  others  in  Congress  and  with  the  SEC,  to  devise  an 
appropriate  means  of  disciplining  auditors  that  will  really  work  to 
deter  reckless  audits  and  prevent  fraud. 

Conclusion 

Your  question  about  the  reckless  auditor  and  the  innocent  inves- 
tor poses  a  seemingly  simple  juxtaposition.  In  fact,  however,  the  is- 
sues involved  are  complex.  The  current  system  of  joint  and  several 
liability  does  not  serve  the  interests  of  investors  and  it  does  not  ef- 
ficiently identify  bad  auditors.  Proportionate  liability  would  curb 
the  trend  toward  meritless  claims  brought  against  defendants  with 
deep  pockets,  but  it  would  not  threaten  the  rights  of  defrauded  in- 
vestors to  recover  their  losses. 

I  hope  that  this  letter  is  helpful  to  you  as  you  continue  to  con- 
sider the  difficult  issues  raised  by  the  securities  litigation  system. 
I  appreciate  the  opportunity  to  participate  in  this  subcommittee's 
search  for  a  solution.  If  there  is  any  way  I  can  be  of  further  assist- 
ance to  you,  please  do  not  hesitate  to  ask. 
Sincerely, 

Jake  L.  Netterville,  Chairman  of  the  Board 
American  Institute  of  Certified  Public  Accountants 

ATTACHMENT  C 

September  10,  1993 

Minet  Limited 

Mark  H.  Gitenstein 
Mayer,  Brown  &  Platt 
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Re:  The  Role  of  Insurance  in  Financing  Auditors' Liability 

Dear  Mark: 

In  response  to  your  request,  this  letter  reflects  upon  the  role  of 
professional  indemnity  insurance  in  the  current  climate  of  escalat- 
ing professional  liability  exposures  for  large  accounting  firms.  Al- 
though the  focus  of  my  comments  will  be  on  the  position  of  the  ac- 
counting profession  in  the  U.S.,  the  issues  have  global  implications. 
Minet's  perspective  arises  from  our  service  as  the  risk  financing  ad- 
viser and  insurance  broker  to  the  Big  6  accounting  firms,  and  to 
many  other  large  accounting,  law,  consulting  and  other  profes- 
sional firms.  The  Minet  Group  employ  about  3,500  people  world- 
wide, including  several  hundred  servicing  multinational  profes- 
sional organizations. 

Most  people  view  indemnity  insurance,  including  professional  in- 
demnity of  large  accounting  firms,  from  the  perspective  of  experi- 
ence with  automobile  or  homeowners'  liability  coverages.  This  cre- 
ates several  firmly  rooted  assumptions,  even  among  the  most  com- 
mercially sophisticated  people: 

1.  Insurance  is  affordable 

Although  the  premium  might  be  annoying,  it  is  rarely  a  matter 
of  great  significance  for  family  or  business  budgets. 

2.  Losses  are  fully  covered 

While  there  may  typically  be  very  small  retentions 
(deductibles)  to  be  absorbed  by  the  policyholder,  coverage  at- 
taches very  close  to  the  ground  and  rises  to  heights  that  are  not 
expected  to  be  exceeded  by  any  resulting  liability. 

3.  Losses  will  be  paid  from  a  general  reservoir  of  insurance  assets 

The  spreading  of  risk  is  viewed  as  a  nearly  universal  amal- 
gamation of  premiums  to  offset  the  misfortunes  of  those  whom 
lightening  strikes.  Asset  pools  are  not  limited  to  assureds  in  a 
single  city,  or  owning  a  certain  kind  of  automobile.  Moreover,  it 
is  assumed  that  reinsurance  arrangements  link  the  asset  pools  of 
most  underwriting  companies. 

4.  Loss  payments  don't  hurt 

Premiums  are  set  at  a  level  that  will  return  a  profit  to  the  in- 
surers after  payment  of  claims.  When  lightening  strikes,  the  re- 
sulting loss  may  reduce  profits  or  even  contribute  to  short-term 
losses,  but  ultimately  will  be  reflected  in  higher  premiums. 
Losses  aren't  financially  painful  for  anyone. 

While  this  description  is  a  bit  of  a  caricature  that  doesn't  portray 
the  reality  of  homeowners'  and  automobile  liability  insurances,  it 
is  a  very  popular  caricature.  Unfortunately,  it  is  wildly  inaccurate 
as  a  basis  for  understanding  the  professional  indemnity  position  of 
large  accounting  firms,  where: 

1.  Premiums  are  painfully  high 

For  the  largest  firms  in  the  U.S.  it  is  impossible  to  buy  cov- 
erage that  costs  less  than  25  percent  of  the  total  amount  recover- 
able under  the  policy.  However,  the  real  issue  is  availability 
rather  than  affordability.  There  are  some  13,000  companies  and 
syndicates  worldwide  in  the  Property  and  Casualty  insurance  in- 
dustry, offering  indemnity  coverages.  Less  than  1  percent  of 
those  companies  are  prepared  to  participate  in  professional  in- 
demnity coverage  for  a  large  U.S.  accounting  firm  because  they 
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view  the  exposures  as  too  volatile  and  as  growing  at  too  rapid  a 
rate  to  constitute  a  strategically  sound  use  of  underwriting  cap- 
ital. 
.  When  losses  occur,  they  are  far  from  fully  paid 

Firms  are  required  to  bear  their  own  losses  for  at  least  the 
first  $45m  of  each  claim  situation,  and  it  is  difficult  to  buy  a  cov- 
erage program  providing  much  more  than  $50m  coverage  per 
claim  above  that  attachment  point.  Even  within  this  narrow 
band  of  coverage,  it  is  impossible  to  find  sufficient  worldwide  ca- 
pacity to  fully  place  (i.e.  100  percent)  the  program,  leaving  gaps 
to  be  self-insured  above  $45m.  And  of  course,  claims  that  reach 
much  beyond  $100m  revert  to  the  sole  responsibility  of  the  firms. 
,  The  image  of  a  vast  pool  of  insurance  resources  available  to  pay 
accounting  losses  is  wrong  in  two  respects 

First,  the  number  of  companies  willing  to  insure  accounting 
firms  is,  as  noted  above,  very  limited.  More  important,  the  large 
accounting  firms  are  increasingly  viewed  by  the  insurance  com- 
munity as  a  definable  business  sector  whose  loss  experience 
should  not,  on  the  whole,  be  pooled  with  other  classes  of  business 
for  underwriting  purposes.  Although  the  most  extreme  and  aber- 
rational of  losses  might  be  treated  as  part  of  the  world's  commer- 
cial liability  business,  the  vast  majority  of  more  predictable  loss 
costs  are  viewed  as  an  experience  account  of  the  large  firms,  to 
be  underwritten  (or  not)  according  to  its  profitability.  In  this  re- 
spect, large  accounting  firms  are  viewed  in  much  the  same  way 
as  other  definable  business  sectors  with  special  loss  generating 
characteristics,  such  as  aircraft  liability,  nuclear  fuel  liability  and 
(more  recently)  environmental  risks. 
.  Losses  are  painful,  and  have  cost  insurance  markets  dearly 

Professional  indemnity  losses  (the  large  accounting  firms  and 
other  commercial  professionals  in  the  U.S.  and  elsewhere)  have 
contributed  significantly  to  the  failure  of  several  prominent  un- 
derwriting entities.  These  losses  are  also  a  significant  burden  to 
the  few  syndicates  at  Lloyd's  that  have  underwritten  the  profes- 
sions through  the  1980s  and  1990s. 

The  reasons  behind  underwriters  very  substantial  accumulated 
losses  on  accounting  firm  risks  are  instructive  and  important. 
Underwriters  had,  for  at  least  a  decade,  underestimated  the 
losses  that  would  be  incurred  on  these  accounts  and  underpriced 
the  insurance  product  they  were  selling.  The  individuals  and  in- 
stitutions who  made  those  pricing  decisions  are  competent  and 
among  the  more  respected  in  the  industry.  They  were  wrong  be- 
cause the  rate  of  escalation  of  accounting  firm  liability  has  grown 
more  dramatically  and  rapidly  than  commercial  experience  would 
have  given  any  reason  to  anticipate. 

An  underwriter  in  this  class  of  business  is  required  to  gamble 
on  the  extent  to  which  history  will  be  predictive  of  future  risks. 
To  measure  history  effectively  one  must  look  back  over  a  decade 
of  events,  with  history  being  (on  average)  at  least  five  years  old 
to  be  useful  at  the  point  of  underwriting  decisions.  Moreover,  the 
risks  being  underwritten  at  any  given  time  will  take  the  better 
part  of  a  decade  to  mature  and  will  (again  on  average)  take  at 
least  five  years  to  identify  the  result.  This  ten  year  gap  between 
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history  and  the  future  has  broken  the  back  of  several  competent 
underwriters  because  they  underestimated: 

•  The  willingness  of  the  U.S.  legal  system  (primarily  the  Courts 
and  to  a  lesser  degree  legislators  and  regulators)  to  enlarge  the 
scope  and  extent  of  accountants'  professional  liability  expo- 
sures in  the  course  of  deciding  claims  and  disputes,  with  retro- 
active effect  on  the  case  being  heard  and  broadly  for  all  other 
pending  accountants'  liability  claims. 

•  The  escalation  of  expectations:  the  extent  to  which  the  plain- 
tiffs' bar  and  its  constituents  measure  their  objectives  and  re- 
quirements for  judgment  or  settlement  with  reference  to  the 
largest  prior  settlements  and  damage  awards — the  "can  you 
top  this   method  for  evaluating  settlements. 

These  two  factors,  which  intersect  and  interact  with  one  another, 
have  produced  an  enormous  escalation  of  risk  between  the  period 
of  underwriting  assessment  and  the  maturing  of  claims  applicable 
to  a  given  year  of  underwriting. 

After  this  decade-long  period  of  consistent  losses,  the  world's  un- 
derwriting community  will  not  continue  to  be  a  source  of  subsidiza- 
tion for  the  U.S.  accounting  profession.  Today's  retention  levels, 
program  limitations  and  other  features  are  designed  to  leave  the 
burden  of  all  but  the  most  extraordinary  combination  of  losses  on 
the  accounting  profession,  leaving  insurance  to  provide  risk  trans- 
fer only  for  the  truly  aberrational  events. 

As  a  result,  it  is  no  longer  appropriate  to  view  the  cost  of  profes- 
sional risk  for  large  accounting  firms  as  the  cost  and  results  of 
their  professional  indemnity  insurance  program.  The  cost  of  risk 
has  become  a  cost  of  doing  business  that  is  only  marginally  affected 
by  the  cost  of  commercial  insurance. 

In  viewing  the  cost  of  risk  as  an  operating  expense  of  the  profes- 
sion, one  must  consider: 

•  The  cost  of  risk  is  now  the  second  or  third  highest  annual  ex- 
penditure for  large  accounting  firms. 

•  Unlike  other  principal  costs  (staff  and  occupancy  for  example) 
the  cost  of  risk  is  highly  volatile  and  currently  incapable  of  effec- 
tive prediction. 

This  volatility  would  be  a  burden  for  any  business,  but  most  cor- 
porations are  equipped  to  absorb  financial  volatilities  either  down- 
ward (into  their  capital  base)  or  outward  (by  distributing  the  bur- 
den over  past  and  future  years).  Unfortunately,  accounting  firms 
are  required  to  operate  as  unlimited  liability  partnerships  and  have 
neither  privilege. 

•  They  have  no  third  party  investors  and  no  capital  base  to  serve 
as  a  buffer  against  significant  and  volatile  costs.  (Although  the 
firms  have  substantial  capital  invested  by  their  own  partners, 
that  capital  is  heavily  utilized  in  financing  the  operating  costs  of 
the  firms.) 

•  Unlike  corporate  businesses  which  are  continuing  commercial  en- 
tities over  time,  an  accounting  partnership  is  theoretically  an  an- 
nual commercial  relationship  that  must  (like  the  syndicates  at 
Lloyd's)  account  for  its  responsibilities  on  an  annual  basis. 

•  Lacking  any  ability  to  spread  the  volatile  costs  of  risk,  account- 
ing firms  are  required  to  use  insurance  as  the  only  form  of  buffer 
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other  than  taking  direct  and  irregular  impact  on  partner  earn- 
ings. 

Consequently,  in  measuring  the  burden  of  professional  liability 
on  large  accounting  firms,  one  must  consider  both  the  extent  of  the 
liability  burden  and  the  way  in  which  it  influences  partner  earn- 
ings. Only  in  this  manner  is  it  possible  to  fully  appreciate  the  bur- 
den of  this  risk  on  a  firm's  ability  to  recruit  and  retain  the  best 
and  brightest  people  required  to  meet  the  profession's  responsibil- 
ities to  the  public. 
Yours  sincerely, 

Richard  H.  Murray 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  BRYAN 
FROM  JAKE  L.  NETTERVTLLE 

Q.l.  On  page  one  of  your  testimony,  you  state  that  among  the  prin- 
cipal purposes  of  AICPA  is  to  promote  and  maintain  "the  highest 
professional  standards  of  practice."  AICPA  is  responsible  for  mon- 
itoring and  enforcing  compliance  with  the  profession's  technical 
and  ethical  standards.  Precisely  what  steps  has  AICPA  taken  to 
discipline  accountants  involved  in  the  numerous  financial  scandals 
of  recent  years?  Please  submit  a  detailed  breakdown  (by  case,  date, 
outcome)  of  disciplinary  actions  taken  by  the  AICPA  Professional 
Ethics  Division,  any  State  boards  of  accounting,  or  other  profes- 
sional disciplinary  groups  in  the  last  seven  years  for  actions  in  the 
S&L  or  other  financial  institution  scandals. 

Q.2.  On  page  seven  of  your  testimony,  you  talk  of  strengthening 
the  profession's  disciplinary  system.  Should  Congress  consider 
changing  the  law  regarding  securities  litigation  until  your  new  sys- 
tem is  in  place  and  we  can  see  whether  it  is  working  to  discipline 
the  profession? 

A.1.  &  AJ2.  Indeed,  improving  our  system  of  self-discipline  is  one 
of  the  five  principal  goals  identified  by  the  AICPA's  Board  of  Direc- 
tors in  its  recent  statement,  "Meeting  the  Financial  Reporting 
Needs  of  the  Future:  A  Public  Commitment  From  the  Public  Ac- 
counting Profession,"  (a  copy  of  which  was  attached  to  my  July  21, 
1993  written  statement  to  this  subcommittee). 

The  Board,  in  its  statement,  set  forth  its  objective  in  this  area. 
I  will  paraphrase  it  as  follows: 

To  design  an  effective  disciplinary  system  within  the  profes- 
sion, national  in   scope  with  government  oversight,  which  re- 
sponds swiftly,  regardless  of  the  presence  of  civil  litigation  or 
regulatory  investigations,  to  any  charges  of  misconduct  or  sub- 
standard performance  involving  auditors  of  SEC  registered  or 
other  publicly  accountable  entities.  The  system  should  be  armed 
with  a  full  range  of  disciplinary  powers,  shield  participants  from 
multiple  proceedings  on  the  same  matter  by  other  regulatory  en- 
tities and  be  fully  insulated  from  the  civil  liability  system. 
To  fulfill  this  objective,  the  AICPA  has  appointed  a  task  force 
which  has  already  met  and  is  busy  designing  a  new  disciplinary 
system  which  would  act  decisively  and  swiftly  to  rid  our  profession 
of  "bad  apples." 
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The  AICPA  has  investigations  currently  open  involving  audits  of 
approximately  68  financial  institutions.  A  number  of  these  inves- 
tigations involve  more  than  one  accounting  firm  and  most  involve 
more  than  one  auditor.  But,  because  of  the  possibility  that  our  in- 
vestigative files,  and  the  action  we  may  take,  could  be  obtained 
through  discovery  and  used  against  our  members  in  any  civil  litiga- 
tion or  other  regulatory  investigations,  the  AICPA  defers  the  inves- 
tigation of  such  matters  until  all  other  related  proceedings  have 
been  resolved.  Unfortunately,  this  can  take  many  years. 

In  order  to  effect  significant  change,  we  need  to  overcome  the  ob- 
stacles impeding  quick  and  efficient  discipline.  That,  in  turn,  may 
require  implementing  legislation  to  insulate  the  process  from  civil 
discovery. 

However,  reform  of  the  securities  laws  should  not  await  imple- 
mentation of  this  new  disciplinary  system.  The  current  civil  liabil- 
ity system  does  not  work,  the  hearings  before  the  subcommittee 
have  established  that.  It  must  be  fixed  now  to  benefit  those  de- 
frauded investors  who  deserve  to  recover  damages,  who  obtain  only 
a  small  fraction  of  their  damages;  the  investors  in  companies  vic- 
timized by  meritless  suits,  who  see  the  value  of  their  investments 
diminished  by  the  time  and  expense  of  defending  (and  eventually 
settling)  these  actions;  and  the  others  wrongfully  named  as  defend- 
ants. 

Q.3.  Supporters  of  securities  litigation  "reform"  generally  have  ar- 
gued that  there  is  an  "explosion"  of  private  securities  class-action 
suits  warranting  a  change  in  the  system.  Yet,  the  SEC,  citing  fig- 
ures obtained  from  the  Administrative  Office  of  the  U.S.  Courts, 
stated  that  the  number  of  securities  class  actions  filed  in  Federal 
district  courts  "does  not  appear  to  have  increased  over  the  past  two 
decades"  and  the  numbers  do  not  reveal  the  type  of  increase  that 
would  ordinarily  be  characterized  as  an  "explosion."  Moreover,  fig- 
ures submitted  to  the  SEC  by  the  Big  Six  accounting  firms  state 
that  cases  against  them  for  audit  failures  have  dropped  by  30  per- 
cent in  the  past  three  years.  Given  the  fact  that  there  does  not  ap- 
pear to  have  been  any  increase  in  these  suits  in  the  past  two  dec- 
ades, why  is  it  necessary  to  enact  legislation  at  this  point? 

A.3.  According  to  the  Administrative  Office  (AO)  data,  there  has 
been  nearly  a  tripling  in  the  number  of  securities  class-action  cases 
filed  within  the  last  five  years.  More  cases  were  filed  in  the  past 
three  years  than  in  the  previous  seven  years  combined.  Moreover, 
since  1985,  the  number  of  pending  cases  has  more  than  doubled 
from  318  to  642  in  1992.  The  number  of  pending  cases  would  seem 
a  better  measure  of  the  effect  of  these  cases,  since  it  is  the  high 
transaction  costs  of  securities  suits  that  are  burdening  U.S.  compa- 
nies. 

It  is  also  important  to  recognize  that  the  AO  data  presented  at 
the  hearings  covers  only  class-action  litigation.  Although  the  prob- 
lems of  class  actions  have  been  documented  more  extensively,  the 
approximately  4,000  non-class  securities  fraud  actions  now  pending 
in  the  Federal  courts  impose  similar  burdens. 

The  number  of  cases  alone  does  not  tell  the  whole  story.  These 
are  not  ordinary  business  disputes,  but  large  and  complex  cases. 
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The  monetary  value  of  these  suits — adjusted  for  inflation — has 
grown  by  66  percent  over  the  last  fifteen  years. 

Of  course,  the  ill  effects  of  meritless  securities  fraud  lawsuits 
range  far  beyond  the  companies  actually  sued.  Substantial  evidence 
was  presented  at  the  hearings  that  the  threat  of  these  lawsuits  is 
chilling  the  very  disclosure  that  the  securities  laws  were  designed 
to  promote.  Reform  is  needed  to  eliminate  the  in  terrorem  effect  of 
these  lawsuits  so  that  companies  will  be  encouraged  to  provide  in- 
vestors with  the  information  they  need  to  make  intelligent  invest- 
ment decisions. 

As  Maryellen  Andersen  of  the  Connecticut  Retirement  and  Trust 
Funds  observed: 

"whether  the  number  is  large  or  small,  and  whether  the  prob- 
lem is  temporarily  worse  than  usual  or  not,  the  problem  is  one 
to  be  addressed:  it  is  in  our  collective  interest  to  look  for  ways 
to  reduce  or  eliminate  any  frivolous  or  inefficient  efforts  to  use 
our  legal  system  and  our  private  markets  like  a  shareholder  lot- 
tery." 

With  respect  to  the  six  largest  accounting  firms,  a  white  paper 
entitled,  "A  Disproportionate  Burden  of  Liability,"  reports  that  al- 
though the  number  of  new  suits  filed  fell  somewhat  in  1992,  the 
total  amount  of  damages  sought  in  these  lawsuits  is,  in  fact,  some- 
what higher  than  the  total  amount  sought  in  the  larger  number  of 
cases  the  six  firms  faced  at  the  end  of  fiscal  1991.  The  number  of 
lawsuits  filed  may  have  decreased,  but  the  total  exposure — already 
unacceptably  high — continues  to  grow. 

Q.4.  The  Supreme  Court  has  recently  held  that  defendants  in  secu- 
rities actions  have  a  right  of  contribution  from  their  co-conspirators 
who  may  have  paid  nothing  at  all  or  less  than  their  fair  share. 
Therefore,  accountants  and  others  who  believe  they  have  paid  vic- 
tims more  than  their  proportionate  share  can  sue  their  cohorts  for 
contribution.  Why  not  let  the  defendants  work  it  out  among  them- 
selves? 

A.4.  The  Supreme  Court's  decision  in  the  Mustek,  Peeler  case 
reaffirming  the  right  of  contribution  in  10(b)(5)  cases  was  an  im- 
portant step.  But  that  decision  alone  does  not  come  close  to  solving 
the  problem. 

First,  the  Supreme  Court  did  not  break  new  ground:  contribution 
was  the  rule  in  virtually  every  jurisdiction  in  this  country  for  many 
years  prior  to  the  Supreme  Court's  decision.  It  obviously  has  not 
been  able  to  stem  the  tide  of  meritless  claims.  Something  more  is 
needed. 

Second,  the  premise  of  your  question  is  incorrect.  The  Court  in 
Mustek,  Peeler  did  not  address  the  critical  question  of  the  appro- 
priate standard  for  allocating  liability  among  co-defendants;  nor  did 
it  decide  how  the  shares  of  non-settling  defendants  are  affected  by 
the  settlements  entered  into  by  other  defendants.  Prior  to  Mustek, 
Peeler,  the  lower  Federal  courts  were  divided  on  these  questions  re- 
garding the  contribution  standard.  It  will  now  take  years  for  the 
issues  to  be  resolved.  And  if  the  lower  courts  do  not  uniformly 
adopt  a  fault-based  allocation  rule,  defendants  could  still  be  re- 
quired to  pay  more  than  their  proportionate  share  of  the  damages. 
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Third,  contribution  comes  into  play  only  after  a  party  has  been 
forced  to  pay  more  than  its  proportionate  share,  either  in  a  judg- 
ment or  settlement.  That  party  then  must  seek  to  recover  the  ex- 
cess from  other  responsible  parties.  What  is  necessary  is  a  change 
in  the  system  so  that  no  party  can  be  coerced  into  making  such 
large  payments  by  the  threat  of  joint  and  several  liability.  History 
demonstrates  contribution  alone  does  not  eliminate  this  coercive  ef- 
fect. Moreover,  contribution  has  not  affected  the  incentive  that 
plaintiffs'  lawyers  currently  have  to  join  "deep  pockets"  defendants 
regardless  of  the  merits  of  the  claim  against  such  defendants.  (I 
discuss  this  problem  in  greater  detail  in  a  letter  to  Chairman  Dodd 
which  is  attached  to  this  response.) 

Finally,  contribution  does  not  address  the  situation  in  which  a 
large  settlement  may  be  coerced  from  a  deep  pockets  defendant 
(who  may  be  entirely  innocent)  because  that  defendant  fears  it  may 
be  forced  to  bear  the  share  of  liability  that  would  be  allocated  to 
an  insolvent  (but  culpable)  co-defendant.  Without  some  ameliora- 
tion of  this  coercive  burden,  it  will  not  be  possible  to  stem  the  tide 
of  meritless  cases,  and  force  plaintiffs'  lawyers  to  stop  their  current 
practice  of  maintaining  a  high  volume  of  cases  without  regard  to 
merit — which  produces  a  uniform  (and  low)  recovery  for  plaintiffs — 
and  refocus  their  efforts  on  getting  the  maximum  possible  recovery 
for  plaintiffs  with  legitimate  claims. 

Q.5.  Why  shouldn't  an  accountant  or  lawyer  who  helped  Charles 
Keating  or  Michael  Milken  be  jointly  and  severally  liable  for  the 
full  extent  of  the  damages?  In  the  Lincoln  case,  the  23,000  bond- 
holder victims  would  have  recovered  only  a  minuscule  percentage 
of  their  damages  if  there  had  not  been  joint  and  several  liability, 
whereas  they  will  get  virtually  100  percent  of  their  damages  under 
the  system  as  it  stands  now.  If  someone  must  bear  the  cost  in  cases 
like  that,  should  it  be  the  accountant  and  lawyer  or  the  victim? 
A.5.  I  have  no  personal  knowledge  of  the  Charles  Keating/Lincoln 
Savings  situation.  But  I  made  some  inquiries  of  people  with  knowl- 
edge of  the  matter  and  have  become  aware  of  some  of  the  facts  sur- 
rounding the  accountants'  involvement.  I  must  say,  my  understand- 
ing of  the  matter  does  not  comport  with  the  premise  of  your  ques- 
tion that  the  accountants  "helped  Charles  Keating  or  Michael 
Milken."  The  inference  I  take  from  this  statement  is  that  the  ac- 
countants knowingly  assisted  fraudulent  conduct  on  the  part  of 
Keating  and  Milken.  As  I  understand  it,  a  major  focus  of  the  Fed- 
eral criminal  prosecution  of  Charles  Keating,  was  that  Mr.  Keating 
defrauded  the  auditors  of  American  Continental  Corporation  and 
Lincoln  Savings  &  Loan  Association.  It  is  therefore  difficult  to  un- 
derstand how  the  auditor  could  at  the  same  time  be  defrauded  by 
Mr.  Keating  and  willingly  assist  him  in  his  fraudulent  endeavors. 
If  there  was  "help"  it  more  likely  was  done  unwittingly  or  inadvert- 
ently. 

There  is  no  question  that  the  professionals,  including  the  ac- 
countants and  lawyers,  paid  a  significant  amount  in  damages  in 
the  civil  litigation  following  the  exposure  of  Keating  and  Milken's 
actions.  Indeed,  I  understand  that  the  professionals — accountants 
and  lawyers — paid  in  settlement  approximately  one-half  of  the 
amounts  recovered  in  the  class-action  litigation.  The  remaining 
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half,  however,  came  from  Michael  Milken,  Drexel  Burnham  Lam- 
bert, a  number  of  directors,  officers  and  other  nonprofessional  third 
parties.  Thus,  a  substantial  portion  of  the  class-action  settlements 
in  the  Keating/Lincoln  matter,  came  from  defendants,  other  than 
accountants.  It  is  clear,  then,  that  the  absence  of  joint  and  several 
liability  would  not  have  resulted  in  a  recovery  of  only  a  minuscule 
percentage  of  plaintiffs'  damages  in  that  case.  Indeed,  given  the  as- 
sets of  the  other  defendants — like  Mr.  Milken  and  the  Drexel 
firm — the  investors  would  have  had  more  than  ample  resources  to 
recover  all  of  their  damages  even  if  the  accountants  had  not  paid 
anything. 

But  this  really  begs  your  question  which  is  focused  on  the  broad- 
er issue  of  who  should  bear  the  loss — the  "innocent  investor"  or  the 
accountant  who  somehow  missed  the  fact  that  his  client  was  de- 
frauding investors. 

As  I  mentioned  in  the  conclusion  of  my  letter  to  Senator  Dodd 
on  the  issue  of  recklessness,  which  is  attached  hereto,  stating  the 
question  in  such  terms  "poses  a  seemingly  simple  juxtaposition." 
But  as  I  point  out  there,  and  as  has  been  reinforced  through  these 
hearings  and  the  numerous  statements  submitted  to  your  sub- 
committee, the  issues  involved  do  not  lend  themselves  to  such  sim- 
ple choices.  Where,  as  here,  the  current  system  of  joint  and  several 
liability  does  not  serve  the  interests  of  investors  or  any  of  the  other 
participants  in  the  civil  litigation  arena  (except  perhaps  the  law- 
yers bringing  such  cases)  it  should  be  fixed.  And  where  the  evi- 
dence does  not  support  a  finding  of  a  knowing  fraud  committed  by 
a  defendant,  making  him  pay  for  only  the  losses  he  or  she  caused 
will  go  a  long  way  toward  repairing  it. 

Q.6.  On  page  two  of  your  statement,  you  say  that  "the  U.S.  civil 
liability  system  is  in  need  of  general  reform."  Why  should  Congress 
carve  out  only  one  area  of  civil  justice  reform — that  of  securities 
litigation — and  not  address  the  entire  problem? 
A.6.  As  you  remarked  during  the  June  17  hearing,  Senator  Bryan, 
we  must  "be  concerned  about  any  aspect  of  our  system  that  im- 
poses undue  and  unreasonable  restraints  in  terms  of  developing 
the  kind  of  capital  that  we  all  need  to  create  new  jobs,  [and]  eco- 
nomic growth." 

The  problem  of  meritless  securities  fraud  lawsuits  should  be  ad- 
dressed precisely  because  of  the  effect  these  suits  are  having  on 
capital  formation,  growth  and  innovation.  As  a  recent  study  by  the 
National  Economic  Research  Associates  shows,  high-tech  compa- 
nies— our  nation's  economic  future — are  being  disproportionately 
targeted  by  these  suits.  The  undisputed  testimony  of  the  high-tech 
company  witnesses  at  the  June  17  hearing  was  that  economic 
growth  and  job  creation  is  being  hampered  by  these  lawsuits.  The 
CEO  of  Silicon  Graphics  has  called  these  suits  a  "tax  on  innova- 
tion." We  must  act  quickly  to  remove  this  impediment  to  economic 
growth. 

More  than  any  other  area  of  our  civil  liability  system,  the  abuses 
of  the  securities  litigation  system  have  been  well-documented  by 
academic  studies,  data,  and  anecdotal  evidence.  The  evidence  is 
compelling — the  system  is  broken  and  needs  immediate  reform. 
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Q.7.  Throughout  your  testimony,  you  use  the  figure  of  $30  billion 
in  damage  claims  pending  against  the  six  largest  firms  at  the  end 
of  1992.  How  much  of  this  $30  billion  represents  claims  filed  by 
government  agencies? 

A.7.  Information  regarding  the  number  of  suits  brought  by  the  Fed- 
eral and  State  governments  against  the  six  largest  accounting 
firms  was  provided  in  a  July  21  letter  to  Senator  Dodd  from  the 
firms'  counsel.  The  bulk  of  the  tremendous  litigation  exposure  of 
the  six  firms  arises  from  private  suits  and  not  government  actions. 
For  example,  of  the  187  cases  closed  by  the  six  firms  in  1990  and 
1991,  only  6  were  brought  by  the  Federal  or  State  governments. 
And,  none  of  these  six  cases  contained  claims  under  the  Federal  se- 
curities laws. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  DOMENICI 

FROM  A.  A.  SOMMER,  JR. 

Q.l.  The  Public  Oversight  Board  made  numerous  recommenda- 
tions. Which  do  you  think  are  the  most  urgent  to  put  into  effect? 
A.1.  Since  the  Board  determined  to  include  among  its  recommenda- 
tions only  those  that  it  regarded  of  transcendent  importance,  it  is 
somewhat  difficult  to  differentiate  among  them  on  the  basis  of  rel- 
ative importance.  However,  in  an  effort  to  be  responsive  to  the 
question,  I  will  identify  the  six  that  we  think  are  most  important 
from  the  standpoint  of  the  public  interest,  with  the  understanding 
that  the  Board  is  most  anxious  that  all  of  its  recommendations  be 
promptly  implemented. 

The  six  recommendations  we  regard  as  the  most  important  are 
these: 

1.  The  adoption  of  legislation  to  allocate  liability  among  defend- 
ants on  a  "separate  and  proportionate"  basis.  Recommendation  I— 

1. 

2.  The  adoption  of  preemptive  legislation  to  facilitate  the  practice 
of  accounting  in  a  corporate  or  other  liability-limiting  structure. 
Recommendation  1-2. 

3.  Reporting  by  management  and  auditors  on  issuers'  internal 
controls.  Recommendation  V-12. 

4.  The  development  of  guidelines  to  assist  auditors  in  assessing 
the  likelihood  that  fraud  has  been  or  may  be  committed  by  man- 
agement. Recommendation  V-2. 

5.  The  assumption  of  specific  responsibilities  by  audit  committees 
with  respect  to  the  company's  financial  statements  and  the  publica- 
tion of  a  report  of  their  activities  in  connection  therewith.  Rec- 
ommendations V-9  and  V-12. 

6.  The  modification  of  the  SEC  Practice  Section's  membership  re- 
quirements to  facilitate  the  gaining  of  further  information  concern- 
ing the  reasons  for  alleged  audit  failures  and  the  communication 
of  such  information  to  the  profession.  Recommendation  III— 1. 

Q.2.  What  impact  do  you  think  it  would  have  on  investor  con- 
fidence and  the  ability  of  investors  to  get  accurate  information  if 
the  major  accounting  firms  were  to  stop  providing  the  required  cer- 
tified financial  statements? 

A.2.  The  inability  of  investors  to  secure  financial  information  au- 
dited by  well  trained,  experienced  and  independent  auditors  would 
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be  devastating  to  investor  confidence  and  the  ability  of  enterprises 
to  raise  equity  capital.  Investors  would  be  compelled  to  rely  upon 
the  unaudited  and  unconfirmed  assertions  of  management.  Many — 
undoubtedly  most — managements  would  continue  to  be  candid  and 
honest,  but  others  would  not  be,  and  investors  would  be  severely 
hampered  in  determining  which  were  being  truthful  and  forthcom- 
ing. Hence  they  would  necessarily  be  skeptical  of  all  representa- 
tions by  management. 

The  importance  of  independent  audits  is  evident  throughout  the 
world.  In  emerging  nations  engaging  in  privatization  programs, 
seeking  to  attract  capital  and  attempting  to  develop  securities  mar- 
kets, a  high  priority  universally  is  the  development  of  credible  ac- 
counting and  auditing  standards  and  a  competent  and  independent 
accounting  profession. 

Q.3.  Several  witnesses  at  the  first  hearing  on  this  topic  testified 
that  the  fear  of  litigation  is  chilling  the  amount  of  disclosure  they 
are  willing  to  make.  As  a  former  SEC  Commissioner,  do  you  find 
this  trend  disturbing? 

A.3.  First,  the  Board  (and  I  personally)  believe  that  the  fear  of  liti- 
gation is  chilling  the  amount  of  disclosure  issuers  are  willing  to 
make.  This  is  clearly  indicated  in  the  recent  study  done  by  Profes- 
sors Kasznik  and  Lev  at  the  University  of  California  at  Berkeley 
which  I  understand  has  been  furnished  to  the  subcommittee. 

Second,  my  personal  experience  as  a  practicing  attorney  amply 
confirms  that  issuers  are  reluctant  to  disclose,  for  instance,  forward 
looking  information  which  might  be  highly  relevant  to  investors  for 
fear  it  might  become  the  basis  for  suit  if  anything  of  a  predictive 
nature  failed  to  materialize. 

In  direct  answer  to  the  question  posed,  the  Board  and  I  find  this 
trend  extremely  disturbing  and  clearly  contrary  to  the  public  inter- 
est. Investors  are  denied  information  that  would  permit  them  to  in- 
vest with  more  confidence  and  markets  are  rendered  less  efficient. 
Perhaps  most  affected  are  small  enterprises  which,  lacking  long 
business  histories,  must  depend  upon  forward  looking  and  pre- 
dictive information  to  interest  investors.  To  the  extent  they  are 
hindered  in  making  disclosure  of  such  information  because  of  fears 
of  unwarranted  litigation,  the  economy  and  the  public  interest  suf- 
fer severely. 

Q.4.  What  impact  would  it  have  on  investor  confidence? 

A.4.  The  unavailability  of  information  which  might  be  made  avail- 
able were  the  fear  of  unwarranted  litigation  reduced  substantially 
hinders  the  ability  of  investors  to  make  investment  decisions  with 
confidence.  Investors  generally  would  like  to  have,  and  would  bene- 
fit from  having,  more  information  concerning  management's  expec- 
tations with  respect  to  the  future  of  the  business,  and  their  con- 
fidence level  would  be  significantly  enhanced  if  they  had  such  in- 
formation. 

Q.5a.  You  have  had  a  distinguished  career  in  the  securities  area 
having  served  as  an  SEC  Commissioner  during  the  1970s.  What 
differences  do  you  see  between  the  10(b)(5)  cases  that  were  filed 
then  and  the  type  of  cases  being  filed  today? 
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A,5a.  I  believe  the  suits  being  filed  today  are  more  numerous  than 
they  were  during  the  period  when  I  served  on  the  SEC  (1973-76). 
I  believe  the  typical  case  is  more  complicated.  To  some  extent  that 
derives  from  the  increasing  complexity  of  business  today:  trans- 
actions are  more  complicated,  new  methods  of  doing  business  with 
which  auditors  initially  are  not  familiar  are  constantly  being  devel- 
oped, and  plaintiffs'  attorneys  have  become  more  astute  in  identify- 
ing possible  sources  of  liability. 

Q.5b.  Are  the  damages  claimed  significantly  larger? 

A.5b.  The  damages  sought  today  are  significantly  larger  than  they 
were.  This,  of  course,  in  large  measure  reflects  the  general  inflation 
that  has  affected  the  economy  since  I  served  on  the  Commission. 
However,  it  also  reflects,  in  my  estimation,  the  inflation  of  plain- 
tiffs' expectations  with  respect  to  judgments  and  settlements, 
which  to  some  extent  derive  from  the  triple  damage  provisions  of 
RICO. 

Q.5c.  Are  the  plaintiffs'  attorneys  more  in  control  of  the  cases 
today  than  they  were  twenty  years  ago? 

A*5c.  I  would  personally  doubt  if  plaintiffs'  attorneys  are  any  more 
or  any  less  in  control  of  litigation  now  than  they  were  earlier.  In 
any  class  action  the  plaintiffs'  attorney  must  for  practical  purposes 
control  the  litigation.  I  do  believe  the  plaintiffs'  bar  is  more  effi- 
cient in  securing  the  cooperation  of  shareholders  to  act  as  class  rep- 
resentatives. 

Q.5d.  Do  you  agree  with  the  statement,  the  lawyers  are  hiring  the 
plaintiffs? 

A.5d.  I  think  it  might  be  said  that  in  many  instances  'lawyers  are 
hiring  the  plaintiffs."  I  believe  that  generally  an  attorney  or  attor- 
neys will  identify  the  possible  existence  of  a  claim  and  will  take 
measures  to  secure  the  cooperation  of  one  or  more  shareholders  of 
the  company  against  which  the  claim  will  be  made  in  acting  as 
class  representatives. 

Q.6.  William  McLucas,  Director  of  Enforcement  at  the  SEC  testi- 
fied that  "class-action  counsel  tend  to  operate  in  an  entrepreneurial 
capacity  rather  than  as  a  fiduciary  operating  at  the  direction  of  a 
client."  Has  this  become  more  of  a  problem  than  it  was  when  you 
were  at  the  SEC? 

A.6.  I  believe  there  is  merit  in  the  statement  quoted  by  Director 
McLucas  and  I  believe  this  is  more  of  a  problem  than  it  was  when 
I  served  on  the  Commission.  However,  while  I  believe  there  should 
be  reforms  to  reduce  the  entrepreneurial  thrust  of  class-action 
counsel,  I  do  not  believe  this  should  be  done  in  a  way  that  would 
reduce  the  effectiveness  of  the  class  action  as  a  means  of  redressing 
wrongs  that  have  genuinely  occurred. 

I  would  emphasize  that,  unless  otherwise  indicated,  the  re- 
sponses to  the  above  questions  are  mine  and  do  not  necessarily  re- 
flect the  opinions  of  the  other  members  of  the  Public  Oversight 
Board. 
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RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  BRYAN 

FROM  A.  A.  SOMMER,  JR. 

Q.l.  On  page  7  of  your  testimony,  you  state  that  "the  threat  of  civil 
liability,  along  with  the  danger  of  SEC  enforcement  actions,  AICPA 
ethics  proceedings,  and  state  disciplinary  measures,  is  a  powerful 
stimulus  to  competent  performance  and  meticulous  care."  Isn't  that 
an  argument  for  increasing  liability,  not  decreasing  it? 

A.1.  Legislation  which  would  limit  the  liability  of  accountants  to 
the  amount  of  loss  caused  by  their  misconduct  would  not  relieve 
them  of  all  liability;  thus  the  deterrent  effect  of  civil  liability  to 
which  I  referred  on  page  7  of  my  prepared  testimony  would  not  dis- 
appear or,  in  my  opinion,  be  diminished.  First,  of  course,  no  ac- 
countant undertaking  an  audit  would  be  able  to  predict  the  extent 
to  which,  in  the  event  the  audit  was  found  to  be  faulty,  he  and  his 
firm  might  be  held  liable.  Further,  even  if  the  firm's  liability  was 
confined  to  only  a  percentage  of  the  plaintiffs'  total  loss,  the 
amount  of  exposure  would  be  more  than  sufficient  to  provide  a  de- 
terrent to  inadequate  performance.  Assume  that  legislation  limited 
auditor  liability  to  that  proportion  of  plaintiffs'  loss  attributable  to 
auditor  misconduct.  Further  assume  that  the  total  loss  was  $100 
million  and  the  auditor  was  held  liable  for  30  percent  of  the  loss. 
Would  not  the  risk  of  a  $30  million  liability  provide  a  powerful  in- 
ducement to  performance?  Moreover,  the  expense  of  defending 
against  liability  if  damages  were  allocated  proportionately  would  be 
for  all  practical  purposes  the  same  as  under  the  present  joint  and 
several  standard. 

Q.2.  On  pages  7  and  8,  you  say  that  your  oversight  of  the  Quality 
Control  Inquiry  Committee  indicates  "that  much  litigation  is 
brought  against  accounting  firms  that  is  ill-founded,  lacking  in 
merit  and  often  downright  frivolous."  Have  you  done  any  kind  of 
survey  of  your  cases?  Do  you  know  how  many  of  these  cases  have 
been  dismissed?  Please  provide  the  Committee  with  a  list  of  exam- 
ples of  these  cases. 

A.2.  The  Board  has  not  done  a  systematic  survey  of  the  cases  re- 
ported to  us  which  indicate  that  they  were  ill-founded  and  it  has 
not  attempted  to  determine  how  many  of  such  cases  have  been  dis- 
missed. As  I  indicated,  the  purpose  of  the  activity  of  the  Quality 
Control  Inquiry  Committee  is  not  to  determine  whether  specific  au- 
dits were  poorly  done,  but  rather  to  determine  whether  the  litiga- 
tion indicated  deficiencies  in  the  firm's  quality  control  system. 
However,  it  has  been  apparent  in  the  information  furnished  to  the 
Board  that  in  a  number  of  instances  the  cases  were  ill-founded.  We 
have  encountered  cases  in  which  the  allegations  did  not  relate  to 
any  period  when  the  defendant  auditor  was  associated  with  the  en- 
tity's financial  statements;  in  which  the  allegations  attributed  the 
results  of  one  period  to  an  earlier  period  or  to  an  inappropriate  ac- 
tion by  management  with  no  apparent  evidence  of  substantiation; 
in  which  allegations  ignored  relevant  and  adequate  disclosures 
made  in  the  financial  statements  or  in  a  report  or  other  document 
in  which  such  financial  statements  appear,  or  ignored  information 
contained  in  the  auditor's  report  (e.g.  the  report  was  qualified  for 
going  concern  considerations);  or  in  which  the  allegations  did  not 
relate  to  matters  encompassed  by  existing  generally  accepted  ac- 
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counting  principles  or  generally  accepted  auditing  standards,  or 
that  clearly  misstated  the  requirements  of  such  professional  stand- 
ards. 

Since  neither  the  Board  nor  the  Quality  Control  Inquiry  Commit- 
tee investigates  cases  for  the  purpose  of  determining  whether  the 
particular  audits  were  properly  done,  since  the  information  fur- 
nished to  the  Board  had  not  been  developed  for  that  purpose,  and 
since  the  Board  did  not  make  (and  is  not  authorized  to  make)  any 
formal  findings  with  respect  to  whether  any  audit  had  been  prop- 
erly done,  the  Board  believes  it  would  be  prejudicial  to  the  parties, 
both  plaintiffs  and  defendants,  for  it  to  identify  the  names  of  the 
cases  with  respect  to  which  it  formed  these  impressions. 

Q.4.  [Sic:  the  list  of  questions  from  Senator  Bryan  did  not  contain 
a  question  numbered  3].  You  state  that  you  favor  a  "separate  and 
proportionate"  liability  for  auditors.  In  a  situation  in  which  an 
auditor  performs  a  specialized  function  as  part  of  a  larger  conspir- 
acy, how  do  you  determine  what  that  auditor's  "proportionate" 
share  is? 

A.4.  The  Board  does  not  fully  understand  the  question.  First,  it  as- 
sumes that  the  auditor  was  engaged  in  a  "conspiracy."  In  the  typi- 
cal case  involving  an  auditor,  while  allegations  of  conspiracy  are 
often  made,  it  appears  that  few  rule  10(b)(5)  findings  against  audi- 
tors are  based  on  conspiracy. 

Notwithstanding  that  circumstance,  the  Board  does  not  believe  it 
would  be  beyond  the  competence  of  a  trier  of  fact  to  make  a  ration- 
al determination  of  the  extent  to  which  the  various  conspirators 
contributed  to  the  accomplishment  of  the  conspiracy.  In  the  typical 
case  involving  auditors,  the  principal  wrongful  act  is  typically  car- 
ried out  by  the  management  of  the  client  and  the  auditor's  involve- 
ment rarely  rises  to  the  level  of  active,  knowing  involvement  in  the 
misconduct  of  the  client.  Hence  a  trier  of  fact  might  easily  distin- 
guish the  extent  of  contribution  made  by  each  alleged  conspirator 
to  the  total  wrong. 

Q.5.  H.R.  417  specifically  states  that  reckless  conduct  by  a  defend- 
ant does  not  constitute  "knowing  securities  fraud"  and  therefore 
would  not  subject  a  reckless  defendant  to  joint  and  several  liability. 
Why  shouldn't  a  defendant  who  acts  in  a  reckless  manner  be  held 
jointly  and  severally  liable? 

A.5.  The  Board  did  not  endorse  any  particular  legislative  formula- 
tion of  the  "separate  and  proportionate"  standard  for  the  allocation 
of  damages  among  multiple  defendants.  Hence  it  did  not  endorse 
H.R.  417  or  any  other  particular  piece  of  legislation. 

"Recklessness"  is  an  ambiguous  term  that  has  many  colorations 
and  gradations.  This  was  seen  in  a  1977  case  decided  by  the  Sev- 
enth Circuit  (Sanders  v.  John  Nuveen  &  Co.,  Inc.,  554  F.2d  790): 

In  view  of  the  Supreme  Court's  analysis  in  Hochfelder  of  the 
statutory  scheme  of  implied  private  remedies  and  express  rem- 
edies, the  definition  of  "reckless  behavior"  should  not  be  a  liberal 
one  lest  any  discernible  distinction  between  "scienter"  and  "neg- 
ligence" be  obliterated  for  these  purposes.  We  believe  "reckless" 
in  these  circumstances  comes  closer  to  being  a  lesser  form  of  in- 
tent than  merely  a  great  degree  of  ordinary  negligence.  We  per- 
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ceive  it  to  be  not  just  a  difference  in  degree,  but  also  in  kind. 

(Emphasis  supplied.) 

The  Board  believes  that  the  statutory  articulation  of  the  sort  of 
recklessness  to  which  the  "separate  and  proportionate"  standard 
would  apply  should  be  carefully  considered,  with  appropriate  atten- 
tion to  the  shadings  and  uncertainties  associated  with  that  term. 
This  consideration  should  take  into  account  the  likelihood  of  confu- 
sion on  the  part  of  juries  in  attempting  to  distinguish  various  de- 
grees of  culpability,  a  confusion  that  was  dramatically  seen  in  the 
testimony  of  Professor  Briloff  before  the  subcommittee.  Professor 
Briloff  is  a  long-time  student  of  auditor  liability,  and  yet  he  clearly 
confused  negligence  with  other,  more  serious  types  of  misconduct — 
scienter,  knowledge,  "reckless  negligence". 

The  Board  would  note  that  in  its  report,  In  the  Public  Interest, 
issued  on  March  5,  1993,  in  recognition  that  under  State  law  sim- 
ple negligence  may  be  the  basis  for  auditor  liability,  it  rec- 
ommended that  Congress  enact  preemptive  legislation  so  that  the 
"separate  and  proportionate"  standard  would  apply  to  actions 
under  State  law. 

Q.6.  How  do  you  respond  to  the  arguments  that  H.R.417  would 
bail  out  wrongdoers  like  Michael  Milken,  Charles  Keating  and  the 
professionals  (lawyers  and  accountants)  who  helped  them  concoct 
their  schemes? 

A.6.  The  Board  is  totally  unable  to  understand  how  a  "separate 
and  proportionate"  standard  for  the  allocation  of  liability  among  de- 
fendants would  in  any  way  "bail  out  wrongdoers  like  Michael 
Milken,  Charles  Keating  and  the  professionals  (lawyers  and  ac- 
countants) who  helped  them  concoct  their  schemes."  Each  of  these 
persons  would  continue  to  be  liable  for  the  full  extent  of  the  harm 
he/she  inflicted  upon  investors,  and  it  is  unlikely  that  the  principal 
wrongdoers  mentioned,  Messrs.  Keating  and  Milken,  would  have 
been  liable  for  a  cent  less  than  the  amounts  they  paid  or  which 
were  assessed  against  them.  In  the  case  of  Keating,  the  jury  found 
him  liable  for  hundreds  of  millions  of  dollars;  a  determination  of 
the  proportion  of  losses  attributable  to  his  knowing  and  intentional 
wrongdoing  would  undoubtedly  have  been  in  the  hundreds  of  mil- 
lions of  dollars.  Similarly,  the  professionals  involved  would  have 
continued  to  be  liable  for  the  losses  occasioned  by  their  misconduct. 
The  only  difference:  they  would  not,  in  the  face  of  Keating's  alleged 
insolvency,  have  been  liable  for  the  hundreds  of  millions  of  harm 
he  caused.  In  fact,  the  settlements  made  with  the  professionals  in- 
dicate the  enforcing  authorities  did  not  seek  to  make  them  liable 
for  the  full  extent  of  his  wrongdoing. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  DOMENICI 
FROM  RALPH  V.  WHITWORTH 

Q.l.  What  kind  of  information  is  available  to  shareholders  when 
they  are  asked  to  approve  a  settlement? 

A.1.  Trial  lawyers  send  a  nearly  incomprehensible  notice  of  the  set- 
tlement to  identifiable  class  members.  The  notice  seems  designed 
primarily  to  confuse  and  intimidate  the  individual  plaintiffs  on 
whose  behalf  the  settlement  has  supposedly  been  made.  It  is  writ- 
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ten  in  indecipherable  legalese  and  contains  innumerable  cautions 
and  disclaimers. 

Buried  somewhere  in  this  notice  is  the  maximum  amount  that 
the  trial  lawyers  will  seek  as  their  fee  and  expenses.  Nowhere, 
however,  does  the  notice  indicate  the  value  of  the  case  in  terms  of 
the  damages  the  trial  lawyers  argued  for  during  settlement  nego- 
tiations. In  other  words,  there  is  no  way  for  an  individual  class 
member  to  judge  how  the  settlement  compares  to  the  potential 
damages  claimed  by  the  lawyers. 

Also  notably  lacking  in  these  notices  is  any  indication  of  how 
much  individual  plaintiffs  might  expect  to  recover.  As  this  sub- 
committee has  heard  from  a  number  of  shareholders  (including  Pa- 
tricia Reilly)  and  their  representatives  (such  as  Maryellen  Ander- 
sen and  myself),  these  settlements  are  notorious  for  providing  only 
pennies  on  the  dollar  to  members  of  the  plaintiff  class.  The  only 
winners  in  securities  fraud  litigation  are  the  lawyers.  Unfortu- 
nately, the  lawyers  also  control  the  content  and  format  of  the  no- 
tices of  settlement  in  these  cases.  Their  interest  and  influence  are 
not  hard  to  decipher — though  the  meaning  of  the  settlement  notice 
often  is. 

Q.2.  Based  on  the  experience  [of]  the  thousands  of  shareholders 
tnat  you  represent,  which  statement  best  describes  10(b)(5)  class- 
actions  lawsuits:  (a)  the  plaintiffs  believing  that  they  have  been  de- 
frauded seek  out  and  hire  a  lawyer  to  represent  them  or  [(b)]  the 
lawyers  are  hiring  the  plaintiffs? 

A.2.  I  think  that  the  evidence  is  clear:  the  lawyers  hire  the  plain- 
tiffs in  these  cases.  In  fact,  lawyers  keep  lists  of  "professional" 
plaintiffs,  and  often  use  the  same  named  plaintiffs  in  many  dif- 
ferent cases.  The  lawyers  also  control  every  other  aspect  of  these 
cases,  such  as  when  to  sue,  whom  to  name  as  defendants,  when  to 
enter  into  settlement  negotiations,  and  ultimately,  when  to  settle 
the  case.  Individual  plaintiffs  have  no  role  in  any  of  these  crucial 
decisions. 

Trial  lawyers  often  go  to  great  lengths  to  find  plaintiffs  who  will 
satisfy  their  need  for  a  representative  individual.  Some  take  out 
advertisements  encouraging  investors  who  have  lost  money  to  call 
them.  Others  ask  family  members  or  employees  of  their  firm  to 
serve  as  named  plaintiffs.  Still  others  encourage  professional  plain- 
tiffs to  keep  stock  portfolios  of  widely  diversified  nominal  invest- 
ments that  will  allow  them  to  be  named  plaintiffs  in  virtually  any 
case  that  is  brought;  in  other  words,  these  people  (with  at  least  the 
tacit  encouragement  of  the  trial  lawyers)  invest  with  the  primary 
goal  of  suing,  not  of  increasing  their  capital. 

Q.3.  William  McLucas,  Director  of  Enforcement  at  the  SEC,  testi- 
fied that  "class-action  counsel  tend  to  operate  in  an  entrepreneurial 
capacity  rather  than  as  a  fiduciary  operating  at  the  direction  of  a 
client." 

Do  you  agree  with  this  statement?  Does  it  create  a  problem  from 
the  standpoint  of  shareholders?  If  so,  why?  If  not,  why  not? 
A.3.  Yes,  I  absolutely  agree  that  class-action  counsel  act  as  entre- 
preneurs— often  at  the  expense  of  the  real  interests  of  their  own 
"clients."  This  situation  creates  a  problem  for  shareholders  because 
they   are   forced   to   pay   for   lawyers   that   they   don't  need   and 
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wouldn't  hire.  The  real  interests  of  shareholders  is  to  safeguard 
and  increase  their  investments  by  ensuring  that  the  companies  in 
which  they  hold  stock  are  managed  effectively  and  efficiently. 
These  interests  are  best  served  when  the  company  voluntarily  dis- 
closes more  (and  more  specific)  information  about  its  operations, 
and  when  the  company  and  its  shareholders  are  not  forced  to  sub- 
sidize the  activities  of  trial  lawyers  who  see  an  opportunity  for  per- 
sonal enrichment. 

Q.4.  What  steps  should  Congress  take  to  make  sure  the  plaintiffs' 
lawyers  do  more  to  represent  the  shareholder  victims  and  less  to 
represent  their  own  interest? 

A.4.  One  important  set  of  reforms — many  of  which  are  included  in 
S.  3181,  the  bill  vou  introduced  in  the  last  Congress  and  Congress- 
man Tauzin's  bill — would  end  various  abusive  practices  of  class-ac- 
tion trial  lawyers.  Most  outrageous  among  these  abuses  is  the  sys- 
tem of  paving  "bounties"  to  named  plaintiffs.  This  allows  profes- 
sional plaintiffs  to  recover  more  than  their  pro  rata  share  of  any 
settlement  or  judgment.  It  has  the  additional  perverse  effect  of 
aligning  the  interests  of  the  named  plaintiffs  with  the  lawyers  who 
must  actively  seek  the  bounty:  if  tne  named  plaintiff  goes  along 
with  the  lawyer's  decisions,  he  or  she  will  reap  a  significant  finan- 
cial reward.  Congress  should  prohibit  these  additional  payments  to 
named  plaintiffs.  The  bill  introduced  by  Representative  Tauzin 
would  prohibit  this  and  other  abuses  that  allow  trial  lawyers  to  act 
with  impunity  to  protect  their  own  interests  at  the  expense  of  their 
clients'  interests. 

Finally,  the  notice  of  settlement  sent  to  class  members  must 
more  clearly  disclose  the  amount  of  the  settlement  (and  the  poten- 
tial value  of  taking  the  case  to  trial),  as  well  as  the  amount  of  at- 
torneys' fees  and  the  likely  recovery  of  individual  class  members. 
By  using  legalese  and  fine  print  to  obscure  these  critical  concerns, 
plaintiffs'  class-action  lawyers  have  been  able  to  avoid  challenges 
to  inadequate  settlements  and  outrageous  fee  requests. 

Q.5.  What  suggestions  do  you  have  for  specific  legislative  reforms 
to  improve  the  10(b)(5)  civil  justice  system? 

A.5.  S.3181,  introduced  in  the  last  Congress — and  Representative 
Tauzin's  bill  this  year — are  excellent  starting  points.  The  provi- 
sions for  limited  fee  shifting  and  proportionate  liability  in  certain 
circumstances  are  important  steps  toward  reforming  a  system  that 
clearly  is  not  working  in  the  interests  of  shareholders.  When  com- 
bined with  the  suggestions  in  A.4.  to  address  some  of  the  more 
egregious  abuses  of  plaintiffs'  class-action  attorneys,  this  legislation 
would  go  a  long  way  toward  leveling  the  playing  field. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  BRYAN 
FROM  RALPH  V.  WHITWORTH 

Q.l.  On  page  2  of  your  testimony,  you  note  that  "for  the  system 
to  effectively  deter  fraud,  compensate  victims  and  penalize  per- 
petrators, the  incentives  must  be  realigned  and  perpetrators  of 
fraud  must  face  real  penalties."  What  are  your  recommendations  to 
make  certain  that  those  who  practice  fraud  face  "real  penalties"? 
Would  you  favor  stronger  remedies  such  as  treble  damages?  How 
would  you  assure  that  the  victims  of  fraud — those  with  the  most 
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incentive  to  pursue  wrongdoers — can  get  into  court  and  receive 
compensation? 

A.1.  Punishing  wrongdoers  requires  fixing  a  system  that  is  broken. 
The  securities  litigation  system  must  distinguish  weak  cases  from 
strong  ones  in  order  to  identify  fraud  and  to  make  perpetrators 
pay.  This  requires  changes  at  the  root  of  the  litigation  system  in 
order  to  discourage  trial  lawyers  from  bringing  cases — regardless  of 
merit — just  to  settle  them. 

The  problem  with  the  10(b)(5)  litigation  system  today  is  that 
cases  are  settled  without  regard  to  the  strength  of  the  underlying 
claims.  Trial  lawyers  know  this,  and  they  react  by  bringing  many 
meritless  claims,  in  addition  to  legitimate  cases  of  fraud.  Defend- 
ants know  it  too,  and  perpetrators  are  not  deterred  because  they 
know  the  system  will  not  treat  them  any  differently  than  innocent 
defendants. 

Settlement  amounts  in  securities  fraud  cases  usually  fall  within 
the  limits  of  director  and  officer  liability  insurance  policies.  Per- 
petrators of  fraud  are  not  punished,  because  the  insurance  compa- 
nies cover  costs  (although  shareholders  ultimately  pay  for  in- 
creased premiums,  in  addition  to  the  legal  fees).  The  victims  of 
fraud  recover  only  pennies  on  the  dollar.  The  only  winners  in  these 
cases  are  the  lawyers  who  reap  large  fees. 

Any  narrowly  targeted  attempt  to  change  only  the  remedy — in- 
cluding treble  damages — will  not  work  without  deeper  reform  of 
the  10(b)(5)  litigation  system.  Imposing  treble  damages  under  the 
current  system  will  simply  exacerbate  the  existing  structure  of 
skewed  incentives.  This  will  not  solve  the  real  problem — that  fraud 
victims  are  not  even  recovering  single  damages  now  because  the 
system  does  not  discriminate  between  weak  and  strong  cases.  As 
a  result,  settlement  recoveries  are  uniformly  low  in  comparison  to 
the  damage  estimates  of  trial  lawyers. 

Once  meritless  cases  are  no  longer  "profitable"  and  all  cases  are 
decided  on  the  strength  of  their  claims,  trial  lawyers  will  more  vig- 
orously pursue  those  cases  that  involve  real  fraud.  This  will  result 
in  greater  recoveries  for  victims  of  fraud.  Accountants  whose  sloppy 
work  contributes  to  coverups  and  fraud  should  be  identified  and 
disciplined.  This  subcommittee  should  consider  seriously  the  dis- 
ciplinary proposals  put  forth  by  the  AICPA. 

Proportionate  liability  would  discourage  weak  cases  against  de- 
fendants whose  only  fault  is  having  a  perceived  deep  pocket.  This 
and  other  reforms  included  in  the  bill  introduced  by  Senator  Do- 
menici  in  the  last  Congress  (and  in  the  bill  introduced  this  Con- 
gress by  Representative  Tauzin)  would  help  to  realign  the  incen- 
tives to  ensure  that  the  system  focuses  on  those  who  should  be 
punished  and  would  compensate  the  truly  victimized. 

Q.2.  Your  testimony  suggests  that  the  concept  of  joint  and  several 
liability  should  be  considered  for  reform  along  the  lines  of  S.  3181 
in  the  last  Congress.  If  joint  and  several  liability  is  eliminated, 
what  remedy  would  shareholders  have  to  recover  their  losses  in  a 
situation  in  which  the  primary  wrongdoer  was  bankrupt?  Is  it  your 
position  that  shareholders  should  bear  the  loss  in  such  a  case  rath- 
er than  any  co-conspirator  professionals,  such  as  accountants  and 
lawyers? 
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AJ2,  I  favor  retaining  joint  and  several  liability  when  there  is  ac- 
tual fraud.  Eliminating  joint  and  several  liability  in  other  cases 
will  significantly  reduce  the  number  of  strike  suits  brought  against 
defendants  who  have  done  nothing  wrong  but  are  seen  as  having 
deep  pockets.  These  cases  are  currently  imposing  significant  costs 
on  American  companies  and  their  shareholders.  Because  meritless 
cases  are  often  settled  within  the  limits  of  liability  insurance, 
shareholders  suffer  when  premiums  increase  and  the  company  be- 
comes less  competitive.  Auditors,  too,  pass  on  the  increased  risk  of 
liability  by  increasing  their  rates. 

Reducing  the  number  of  meritless  suits  will  have  a  number  of 
salutary  effects:  it  will  lower  the  costs  to  companies  of  defending 
and  settling  frivolous  claims  (these  savings  will  redound  to  share- 
holders, rather  than  lawyers,  as  is  the  case  now);  it  will  encourage 
companies  to  voluntarily  disclose  more  information  about  their  op- 
erations (which  will  significantly  benefit  investors  by  allowing 
them  to  make  better-informed  decisions);  and,  as  demonstrated 
above  in  response  to  Q.I.,  it  will  make  it  easier  to  identify  and  pun- 
ish perpetrators  of  real  fraud. 

Under  the  current  system,  shareholders  pay  in  every  case.  Share- 
holders suffer  when  a  company  and  its  officers  and  directors  are 
named  in  a  strike  suit.  The  company  must  incur  huge  legal  ex- 
penses to  defend  against  such  a  suit.  Company  executives  are  re- 
quired to  spend  inordinate  amounts  of  time  responding  to  the  liti- 
gation, rather  than  keeping  the  company  competitive.  This  often  re- 
sults in  additional  erosion  of  the  share  price. 

Under  the  current  system,  it  is  almost  certain  the  case  will  be 
settled.  When  that  happens,  the  company  (or  its  insurer)  ends  up 
paying  for  the  trial  lawyers'  fees  and  expenses  as  well.  The  individ- 
ual plaintiffs  receive  very  little  benefit  from  these  settlements. 

Currently,  shareholders  suffer  because  the  litigation  system  is 
not  working.  Abolishing  joint  and  several  liability  for  those  who  did 
not  knowingly  participate  in  fraud  will  help  to  reduce  the  costs  to 
American  companies  and  their  shareholders. 

In  those  cases  where  real  fraud  has  occurred  and  the  only  sol- 
vent defendant  is  a  peripheral  entity  such  as  an  accounting  or  law 
firm,  injured  victims  will  not  be  left  empty-handed.  Injured  inves- 
tors will  recover  the  amount  that  reflects  the  harm  caused  by  the 
remaining  defendants.  Trial  lawyers  will  demonstrate  the  propor- 
tionate share  of  injury  caused  by  solvent  defendants.  Some  of  those 
lawyers  have  appeared  before  this  subcommittee  to  contend  that 
accountants  are  responsible  for  virtually  all  of  the  injuries  sus- 
tained in  some  high-visibility  cases.  If  they  demonstrate  this  fact 
to  a  jury,  they  will  be  able  to  recover  significant  amounts  for  plain- 
tiffs. It  is  important  to  remember,  however,  that  victims  of  fraud 
do  not  fare  well  under  the  current  system  since  they  recover  only 
pennies  on  the  dollar  of  their  losses. 

RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  DOMENICI 

FROM  MELVYN  I.  WEISS 

October  12, 1993 
Federal  Express 
Honorable  Donald  W.  Riegle,  Jr.,  CHAmMAN 
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Senate  Committee  on  Banking,  Housing,  and  Urban  Affairs 

Re:  Hearings  on  Private  Enforcement  of  the 
Federal  Securities  Laws 

Dear  Chairman  Riegle: 

I  am  responding  to  your  letter  of  August  3,  1993,  requesting  that 
my  firm  provide  certain  information  to  the  Committee  on  Banking, 
Housing,  and  Urban  Affairs,  as  requested  by  Senator  Pete  V.  Do- 
menici. 

As  you  wall  recall,  I  was  one  of  the  witnesses  at  the  committee's 
July  21,  1993  hearing  on  private  enforcement  of  the  Federal  securi- 
ties laws.  Subsequently,  I  received  a  letter  from  you  transmitting 
"Questions  for  Mr.  Weiss  from  Senator  Pete  V.  Domenici."  On  Sep- 
tember 3,  1993,  I  wrote  you,  stating: 

In  your  letter  to  me  of  August  3,  1993  you  requested,  on  Sen- 
ator Domenici's  behalf,  a  vast  amount  of  information  from  my 
firm.  Much  of  that  information  had  not  been  requested  at  the 
hearing,  but  my  firm  has  undertaken  to  provide  as  much  of  the 
non-proprietary  information  requested  as  is  possible.  However, 
our  ability  to  comply  with  the  request  by  September  3rd  has 
proven  logistically  impossible  and  certain  of  the  information  is 
not  feasible  to  put  together. 

Our  firm  has  spent  hundreds  of  hours  gathering  information  re- 
quested by  Senator  Domenici.  Some  portions  of  the  request  are  un- 
reasonably burdensome  and  other  portions  ask  for  information 
which  we  regard  as  confidential  or  private.  The  following  is  our  re- 
sponse. 

Q.l.  For  the  past  three  years,  provide  a  list  of  the  securities 
10(b)(5)  fraud  suits  filed  by  your  law  firm;  and  for  each  case  listed 
provide  the  amount  of  the  damages  sought,  the  amount  of  settle- 
ment, and  the  amounts  of  attorneys'  fees  and  expenses  collected  by 
the  firm  in  each  case  and  a  schedule  which  translates  those  attor- 
neys' fees  into  the  number  of  dollars  for  each  lawyer  hour  your  firm 
devoted  to  each  case.  Identify  any  named  plaintiffs  or  class  rep- 
resentatives who  have  acted  in  that  capacity  more  than  once  for 
which  your  firm  served  as  lead  or  additional  counsel. 

A.1.  Attached  as  Exhibit  1  is  a  Table  setting  forth  a  list  of  the  Rule 
10(b)(5)  suits  our  firm  has  filed  in  the  last  three  years,  the  amount 
of  settlement  if  the  case  was  settled  and  the  names  of  the  class 
plaintiff  representatives. 

The  complaints  in  these  cases  do  not  include  a  request  for  a  spe- 
cific amount  of  damages.  Jurisdiction  is  based  upon  Federal  stat- 
utes. The  amount  of  damages  usually  cannot  be  precisely  delin- 
eated when  the  complaint  is  filed.  Damages  are  estimated  by  using 
experts  who  do  complex  damage  studies  as  the  case  progresses.  See 
Response  to  Q.7.  for  further  details  on  how  these  damage  studies 
are  prepared.  We  regard  the  information  contained  in  those  expert 
damages  studies  as  work  product  and  respectfully  have  not  in- 
cluded it  in  Exhibit  1. 

Virtually  every  one  of  the  cases  on  Exhibit  1  involves  other  law 
firms  who  also  acted  as  plaintiffs'  counsel  or  who  retained  Milberg 
Weiss  as  co-counsel.  Accordingly,  Exhibit  1  includes  the  names  of 
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all  plaintiffs  in  the  case  and  not  just  the  plaintiff  or  plaintiffs  rep- 
resented by  my  firm. 

Courts  ordinarily  make  a  single  gross  fee  and  expense  award  to 
plaintiffs'  counsel.  As  noted  above,  other  law  firms  are  involved  in 
virtually  all  of  the  cases  on  Exhibit  1.  We  respectfully  decline  to 
provide  information  regarding  the  amount  of  fees,  which  through 
discussion  with  co-counsel  is  allocated  to  our  firm  or  the  hourly 
rate  of  return,  as  that  information  is  not  public  and  is  a  private 
matter  among  the  constituent  law  firms  to  whom  the  fees  were 
awarded.  Clients  are  primarily  interested  in  the  total  fees  and  ex- 
penses they  will  pay  to  their  lawyers  and  they  are  not  concerned 
with  the  division  of  a  fee  award  among  the  different  law  firms 
which  collectively  represent  them. 

Q.2.  Does  your  firm  ever  include  in  10(b)(5)  class-action  settlement 
agreements  any  of  the  following  clauses?  If  so,  what  is  the  purpose 
of  each? 

Q.2.(a)  Defendant  will  not  object  to  the  payment  of  an  incentive 
award  to  each  class  plaintiff  of  up  to  $15,000  or  any  other  amount. 

Q.2.(b)  Settlement  will  not  be  conditioned  upon  obtaining  any  judi- 
cial approval  of  any  releases  between  or  among  the  settling  delend- 
ants. 

Q.2.(c)  Attorneys'  fees  and  costs  awarded  plaintiffs'  counsel  by  the 
court  shall  be  paid  to  plaintiffs'  counsel  immediately  upon  award, 
notwithstanding  the  existence  of  any  timely  filed  objections. 

Q.2.(d)  While  retaining  their  right  to  deny  liability,  defendants  will 
agree  that,  based  upon  the  publicly  available  information  at  the 
time,  the  action  was  filed  in  good  faith,  and  with  an  adequate  basis 
in  fact,  and  was  not  frivolous. 

A.2.  From  time  to  time,  we  may  request  that  one  or  more  of  the 
above  clauses  be  agreed  to  as  part  of  negotiating  a  settlement 
agreement.  The  purpose  of  each  clause  is  set  forth  below: 

A.2.(a)  My  firm  occasionally  participates  in  a  request  that  the 
court  award  a  payment  to  the  named  plaintiffs  of  up  to  $15,000. 
We  do  this  to  provide  some  compensation  for  the  class  representa- 
tives for  the  inconvenience,  time  spent  and  expense  incurred  by 
them  while  serving  as  class  representatives. 

No  such  payment  is  requested  unless  the  class  is  notified  in  the 
class  notice  that  such  a  payment  will  be  sought  and  is  given  an  op- 
portunity to  object.  No  such  payment  is  made  unless  the  court 
awards  the  payments  after  determining  that  such  an  award  is  ap- 
propriate and  warranted. 

A.2.(b)  Normally,  there  is  no  clause  in  the  Settlement  Agreement 
providing  that  the  settlement  between  the  defendants  and  the  class 
is  not  conditioned  upon  obtaining  judicial  approval  of  any  releases 
among  the  settling  defendants.  The  reason  is  that  the  only  part  of 
a  class-action  settlement  that  requires  judicial  approval  under  Rule 
23  is  the  settlement  between  the  defendants  and  the  class.  What 
the  defendants  do  between  themselves  with  respect  to  any  claims 
they  may  have  inter  se  is  a  private  matter  between  them.  There- 
fore, it  is  neither  necessary  nor  desirable  to  have  the  court  approve 
the  terms  of  any  release  between  the  defendants.  Simply  put,  the 
settlement  between  the  class  and  the  defendants  is  concerned  with 
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the  adequacy  of  the  amount  of  the  recovery  and  is  independent  and 
apart  from  whatever  arrangements  defendants  make  among  them- 
selves in  order  to  facilitate  putting  the  settlement  fund  together. 

A.2.(c)  We  often  request  that  a  provision  be  included  in  the  settle- 
ment agreement  that  if  the  court  so  orders,  plaintiffs'  counsel's  at- 
torney's fees  and  expenses  will  be  paid  to  them  upon  award  by  the 
court,  notwithstanding  the  existence  of  objections,  i.e.,  without 
waiting  for  the  time  for  appeal  to  run.  However,  such  provisions 
are  always  expressly  subject  to  the  obligation  of  plaintiffs'  counsel 
to  submit  to  the  jurisdiction  of  the  court  and  promptly  repay  any 
amounts  of  their  fee  or  expense  award  required  to  be  repaid  (plus 
interest)  to  the  settlement  fund  in  the  event  an  objector  later  suc- 
cessfully obtains  a  reversal  or  modification  of  the  fee  and  expense 
award  on  appeal.  This  is  fair.  By  the  time  a  securities  class  action 
is  finally  settled  and  the  settlement  is  to  be  approved  by  (and  fees 
are  to  be  awarded  by)  the  court,  plaintiffs'  counsel  have  frequently 
worked  for  years  on  a  class-action  case  without  any  compensation 
while  advancing  large  amounts  of  time  and  costs  to  prosecute  the 
case.  Such  delays  can  impose  real  economic  hardship  on  plaintiffs' 
counsel.  To  be  denied  any  payment  notwithstanding  that  the  court 
has  approved  the  settlement  and  awarded  fees  and  expenses  be- 
cause one  person  or  a  few  persons  out  of  the  thousands  in  the  class 
object  to  the  fee  award  and  later  appeal  achieves  no  benefit  to  any- 
one. The  class  is  not  harmed  by  this  provision,  for  it  is  always  pro- 
vided that  in  the  event  there  is  a  reversal  or  modification  of  the 
fee  or  expense  award,  plaintiffs'  counsel  are  obligated  to  promptly 
reimburse  the  settlement  fund  together  with  interest.  Such  provi- 
sions are  also  subject  to  Court  approval. 

A.2.(d)  In  recent  times  we  have  requested  that  defendants  agree 
in  the  settlement  agreement  that  based  upon  the  publicly  available 
information  at  the  time  the  action  was  filed,  it  was  filed  in  good 
faith  and  was  not  frivolous.  We  began  to  request  this  provision 
after  the  Lincoln  Savings  case  in  Arizona  where  over  $200  million 
was  recovered  for  the  victims  of  Charles  Heating's  fraud  and  yet 
one  defendant  who  was  dismissed  after  making  a  contribution  to 
the  resolution  of  the  case,  soon  thereafter  sued  us  and  other  plain- 
tiffs' counsel  for  malicious  prosecution.  The  Federal  judge  who  pre- 
sided over  the  case  has  already  ruled  that  this  defendant,  in  fact, 
settled  the  case  at  a  time  when  it  was  exposed  to  significant  liabil- 
ity having  lost  two  motions  to  dismiss.  We  are  nonetheless  still  in- 
volved in  defending  the  lawsuit.  Thus,  we  have  decided  that  in 
order  to  protect  from  a  defendant  resolving  a  case  and  then  suing 
us  for  malicious  prosecution,  it  is  desirable  to  have  an  acknowledg- 
ment in  the  settlement  agreement  that  the  case  was  filed  in  good 
faith,  and  was  not  frivolous,  based  on  the  publicly  available  infor- 
mation at  the  time  the  case  was  filed.  These  provisions  do  not  pre- 
vent the  defendants  from  denying  liability,  as  they  usually  do.  We 
also  believe  this  provision  is  appropriate  for  another  reason.  I  am 
informed  that  we  have  recently  encountered  the  phenomenon  of  de- 
fendants who  are  very  eager  to  settle  a  case  and  who  acknowledge 
privately  during  the  settlement  process  that  the  claims  against 
them  pose  significant  risk  to  them,  but  then,  when  the  settlement 
is  publicly  announced,  condemn  the  lawsuit  against  them  as  frivo- 
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lous.  We  believe  this  inconsistent  behavior  is  unfair  and  undesir- 
able and  misleading  to  the  public. 

Q.3.  For  the  last  three  years,  list  the  cases  in  which  a  case  with 
a  10(b)(5)  allegation  was  filed  by  your  firm,  and  dismissed. 
A.3.  A  list  of  the  cases  responsive  to  this  question  is  attached  as 
Exhibit  2. 

Q.4.  For  the  past  three  years,  describe  each  circumstance  in  which 
Rule  11  sanctions  were  sought  against  a  member  of  your  firm  in 
any  case  involving  a  §  10(b)(5)  allegation. 

A.4.  It  is  not  possible  for  us  to  provide  information  as  to  each  cir- 
cumstance in  which  Rule  11  sanctions  were  "sought"  against  our 
firm  in  the  last  three  years  because  defendants  frequently  seek 
Rule  11  sanctions  during  motion  practice  without  filing  any  sepa- 
rate motion  or  request  for  sanctions,  but  rather,  by  including  a  re- 
quest for  sanctions  in  their  motion  to  dismiss  or  for  summary  judg- 
ment or  in  their  opposition  to  some  motion  plaintiffs  have  filed,  i.e., 
class  certification.  Our  indexing  system  does  not  permit  us  to  iden- 
tify such  requests.  To  search  through  all  of  the  pleadings  filed  by 
defendants  in  all  of  our  cases  for  the  past  three  years  would  be  an 
impossible  burden.  Based  upon  the  review  that  was  undertaken,  it 
is  our  belief  that  our  firm  has  had  a  monetary  sanction  imposed 
on  it  under  Rule  11  once  in  the  last  three  years.  That  case  was 
Rintel  v.  Wathen,  CV-92-3767-AAH  (CD.  Cal.  1992),  where  the 
Hon.  Andrew  Hauk  in  Los  Angeles  sanctioned  us  $2,400  for  filing 
a  motion  to  consolidate  two  identical  securities  class-action  com- 
plaints and  to  appoint  us  as  lead  counsel.  That  sanction  is  on  ap- 
peal, as  is  Judge  Hauk's  dismissal  of  those  complaints. 

Q.5.  Please  provide  a  schedule  for  the  following  information  for 
each  10(b)(5)  class-action  suit  which  were  [sic]  closed  during  the 
past  three  years  in  which  the  firm  was  lead  counsel:  (a)  Amount 
of  losses  alleged  for  each  plaintiff;  (b)  Amount  of  judgments  and 
settlements  paid  by  insurance  companies  on  behalf  of  each  of  the 
following  categories  of  defendants:  corporations,  officers  and  insider 
directors,  outside  directors,  and  accountants. 

A.5.  We  understand  "closed"  to  mean  a  case  where  court  approval 
of  the  settlement  or  a  judgment  has  become  final.  Much  of  the  in- 
formation requested  by  this  question  is  not  available  to  us.  This  in- 
formation is  impossible  for  us  to  provide  because,  many  times,  de- 
fendants settle  cases  for  a  given  cumulative  amount  of  money,  re- 
fusing to  reveal  their  respective  contributions  to  the  settlement 
fund.  Often  defendants  obtain  reimbursement  from  insurance  of 
one  kind  or  another  without  revealing  it  to  plaintiffs'  counsel.  We 
also  are  not  privy  to  arrangements  defendants  make  among  them- 
selves to  reallocate  or  adjust  settlement  contributions.  However,  to 
the  extent  we  have  the  information  about  the  respective  contribu- 
tion of  each  defendant  (or  category  of  defendant)  to  a  settlement 
fund  in  a  particular  case,  we  have  provided  it  on  the  schedule  at- 
tached as  Exhibit  3.  Those  cases  where  we  do  not  have  such  infor- 
mation are  set  forth  on  Exhibit  4.  The  amount  of  losses  of  each 
plaintiff  in  these  cases  is  not  readily  available  to  us. 
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Q.6.  For  the  last  three  years,  please  provide  each  complaint  your 
firm  has  filed  within  10  days  from  the  date  of  the  event  that  trig- 
gers the  law  suit. 

A.6.  This  question  contains  an  ambiguity,  i.e.,  "the  event  that  trig- 
gers the  lawsuit."  It  is  not  always  clear  what  is  such  an  event.  De- 
fendants frequently  claim  after  a  suit  is  filed  that  some  "event"  oc- 
curring more  than  12  months  earlier  was  the  "event"  that  should 
have  triggered  the  suit  and  therefore,  the  claim  is  barred  by  the 
statute  of  limitations.  Other  times,  after  a  suit  is  on  file,  subse- 
quent events  may  occur  which  result  in  existing  complaints  being 
amended  or  new  complaints  being  filed  which  are  consolidated  with 
the  existing  cases.  Also,  we  are  frequently  retained  by  other  attor- 
neys to  file  cases  on  their  behalf,  especially  in  California,  at  times 
following  the  filing  of  our  initial  complaint  on  behalf  of  our  clients. 
Typically  the  cases  are  then  consolidated.  Therefore,  in  response  to 
this  question,  we  have  provided  as  Exhibit  5  a  list  of  those  cases 
where  complaints  drafted  by  my  firm  appear  to  have  been  filed 
within  10  days  of  a  major  adverse  disclosure  which  takes  the  in- 
vestment community  by  surprise,  thereby  resulting  in  a  sudden 
material  decline  in  the  trading  price  of  a  security.  In  view  of  the 
number  and  length  of  the  complaints  in  these  cases  we  have  not 
included  copies  with  this  letter. 

Q.7.  The  other  witnesses  from  your  firm  who  testified  before  the 
committee  stated  that  the  proper  measure  to  determine  plaintiffs' 
losses  is  the  portion  of  plaintiffs'  losses  that  are  attributable  to  the 
alleged  fraud.  How  do  you  determine  the  amount  of  losses  attril> 
utable  to  the  alleged  fraud,  since  few  cases  actually  go  to  trial? 

A.7.  As  implicitly  recognized  by  the  question,  the  anti-fraud  provi- 
sions of  the  Federal  securities  laws  do  not  provide  insurance 
against  all  of  an  investor's  stock  market  losses.  Rather,  under  those 
provisions  the  courts  have  ruled  that  an  investor  may  recover  as 
damages  that  portion  of  his  or  her  stockmarket  loss  that  is  caused 
by  the  alleged  misrepresentation  or  nondisclosure.  Price  declines 
due  to  market  forces  or  factors  other  than  those  misrepresented  or 
concealed  may  not  be  recovered,  unless  rescissory  damages  are 
warranted.  An  example  of  such  a  market  loss  would  be  the  stock 
market  crash  of  October  1987,  when  the  Dow  Jones  Industrial  Av- 
erage fell  by  over  500  points  and  many  stocks  fell  by  a  third  or 
more.  Such  market  declines  are  not,  per  se,  recoverable  damages 
under  the  securities  laws,  nor  do  they  per  se  give  rise  to  claims  for 
damages. 

The  determination  of  what  are  recoverable  damages  in  a  securi- 
ties fraud  class  action  is  one  of  the  most  intensively  disputed  issues 
in  10(b)(5)  cases.  In  the  open  market  fraud  context,  the  prevailing 
measure  of  damages  is  the  "out-of-pocket"  measure,  i.e.,  the  dif- 
ference between  what  the  stock  purchaser  actually  paid  for  the 
stock  and  what  he  or  she  would  have  paid  had  full  disclosure  been 
timely  made.  Defendants  often  utilize  an  event  window  methodol- 
ogy which  attempts  to  limit  damages  to  the  amount  a  stock  de- 
clined in  the  first  few  hours  following  a  revelation  of  previously  un- 
disclosed news — an  approach  which  can  operate  to  minimize  the 
true  damages.  Plaintiffs,  on  the  other  hand,  frequently  advocate 
what  is  known  as  a  Valueline  analysis,  outlined  by  the  Ninth  Cir- 
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cuit  Court  of  Appeals  in  Green  v.  Occidental  Petroleum  Corp.,  541 
F.2d  1335  (9th  Cir.  1976).  Under  the  Valueline  approach,  experts 
start  with  the  price  of  the  stock  after  the  end  of  the  class  period 
when  presumably  full  disclosure  has  finally  been  made  and  the 
stock  has  fallen  to  its  true  value,  i.e.,  an  uninflated  price.  They 
then  work  backward  to  determine  what  price  the  stock  would  have 
sold  for  on  each  day  of  the  class  period,  had  the  issuer  and  the 
other  defendants  made  appropriate  and  truthful  disclosure 
throughout  the  class  period  as  the  law  requires.  In  so  doing,  the 
experts  adjust  for  stock  price  movements  of  similar  stocks  in  the 
same  business  or  industry,  to  eliminate  "market  forces."  This  cre- 
ates a  "valueline."  A  comparison  is  then  made  between  the 
valueline  and  the  price  at  which  the  stock  actually  sold  during  the 
class  period.  The  difference  between  the  two  represents  the  artifi- 
cial inflation  in  the  stock's  price  on  any  given  day  and  the  damage 
to  an  investor  who  purchased  on  that  date.  In  order  to  determine 
the  damages  for  the  entire  class  period,  further  complex  calcula- 
tions concerning  the  volume  of  stock  purchased  on  each  day  and 
then  held  or  sold  thereafter  must  be  performed.  The  outcome  of 
such  a  study  provides  us  the  ability  to  estimate,  reasonably,  the 
damage  inflicted  on  stock  purchasers  on  each  day  of  the  class  pe- 
riod, as  well  as  in  the  aggregate  on  all  class  members  during  the 
whole  class  period. 

Q.8.  Do  you  support  any  type  of  Federal-level  reform  dealing  with 
accountants'  form  of  practice  that  would  allow  accountants  to  prac- 
tice as  professional  corporations  instead  of  partnerships?  If  such 
legislation  is  to  be  pursued  as  part  of  the  accounting  professions' 
attempts  to  otherwise  diminish  their  responsibility  under  the  Fed- 
eral securities  laws  or  make  the  ability  of  victims  to  pursue  their 
remedies  under  the  Federal  securities  laws  against  them  more  dif- 
ficult? 

A.8.  If  Federal  legislation  to  permit  accountants  to  practice  in  the 
corporate  form  would  result  in  immunizing  individual  partners  of 
accounting  firms  from  personal  liability  for  fraud  committed  by 
their  partners,  we  would  consider  supporting  such  legislation  only 
if  it  was  coupled  with  other  provisions  to  enhance  the  protection  of 
investors  by  ensuring  remedies  under  the  Federal  securities  laws 
and  by  requiring  accountancy  firms  to  carry  substantial,  guaran- 
teed levels  of  insurance  to  assure  that  granting  individual  immu- 
nity to  partners  of  accounting  firms  would  not  result  in  victims  of 
fraud  going  uncompensated. 

I  have  had  a  number  of  discussions  with  leading  representatives 
of  the  accounting  profession  concerning  this  issue.  My  firm  and  I 
believe  that  with  certain  protections  a  methodology  to  relieve  indi- 
vidual partners  of  accounting  firms  from  personal  liability  may  be 
workable  and  would  be  pleased  to  participate  on  a  committee  to 
deal  with  such  a  resolution. 


! 


472 


x  c 


t- 


m  -o 

V  «. 
C  u 

V  C 


H 

CD 

X 
X 

u 


i 


> 

O-B—  «. 

£ 

ac  u  r  c 

-   u. 

V    to 

a  & 

o  a 

a  v 

-  >       £ 

a 

M 

> 

u  5  -  a. 

a  0 

8 

a  0 

■O    »'   2    <-    » 

a  •> 

—  a 

m   0        4.   r 

a 

u 

m  a 

a  k.    -  o>0 

—  a 

r  u  p-  i-  n 

a  to 

c 

-■  » 

vac  tr 

3  Q 

a 

—      «  * 

to 

£ 

-T» 

e       *       to 

H     - 

*i 

>  — 

to        "D    l 

*J 

a 

-  a 

•       T)   to  £ 

a  a 

c 

it 

_—»[., 

a  3 

0 

b  o  a  £  a 

to 

r> 

m 

•)"CU- 

3  to. 

m 

•  c.  -  b. 

■   U  £   ft 

£  a 

£  a 

•  c 

5  ...| 

to  to  c  *  < 

u- 

a  ** 

—  0 

£ 

—  a 

UJ    ■ 

c  a 

-  o 

a 

«  v  a  u 

a  o 

c 

*  0 

U  C  f  -     - 

a  D 

■i    • 

u 

-    -    «/    IT 

3  > 

-*  •> 

-  a 

c  a  a  —  »• 

to  a 

m 

V  1 

£  -  o.£  a 

OIA  QUi) 

•ace 

■ 

*l 

<s 

>**• 

-«  T) 

3 

C  a 

«  c 

iu  ■  i 

V  -* 

C  £ 

X   - 

-  a      b  a 

-   £ 

a  o 

c  -          © 

>   U 

X  m 

-  m 

S  =  UJT« 

« 

*>  a 

D  r 

—  0 

—    -    C     C    > 

a 

m  a 

>  a. 

"SK 

•  • 

u  - 

i  .S 

a  3 

o  » 

■     -  t  a.  - 

C  « 

ss 

to  > 

x  tr.-      •• 

-    V   0 

to  V)      ■    «j 

JK  V 

a 

X-O  a 

£  a       c  ^ 

to    C 

X  a 

a  a 

m  Ji   *v 

a  a 

c 

£  t,  a 

—    C     to  -   -1 

c      ~ 

Tj  •* 

C          K 

—  t,  l>  to 

t)  a 

—  a 

V    - 

•  £  *  f  » 

0    to 

a  u  c 

t:  *j  c  •  - 

to   >*H 

to   to 

$35 

4  0  3  a  to 

a  a  a 
X  ox 

«  0 
X  u 

f  < 

a  u  >•— 

T      — — 
*.    -Ma 

-.  a  x  o  c 

-  a  c  o 

■:  .£■>: 

a  x  c  a 

m       a  X  a  a 

a    ■  s       a  a 

£   C    to      .    I     u 

H  O  a  jt  a  to 

c  a  *  ->  3 

•  £  $-~  0 
ao  O  a  -  a 
Q.  u  u  ti  >>a 
a  a  as 

K  T  — 

O   3     V    «J 

—  ■  £    to 

£  C  C  f  M  « 

a.  -  \,  «  > 

H  >  -x  c  a 

t,  ~  •  _, 

>      -Wto 


22     2 


<   c  J  -     -  a 
O        J(   C   to 

«  -  —  l/,  —   « 


OT)  £  ■-  a  a 

tJ  C   •  to   C  »• 

O   3   to  to   C 

—  o  a  a  a    - 

>   to  r  T.  A  -3 


5 


a 


ee 


O  to. 


1 


8; 

"o   ■ 

Si 


473 


(    O  >    &  0    0    * 

:e*>  «»[•-• 

)  V  tr  •  £    -  u  -' 

[    C    -  "C                 (VhC 

-  -cc^cua«j« 

*    3  W    C   w              X    u  _ 

C  •          II    »    V    Wl 

■     V      f  £f       h     -      t.      •               •    • 

t    «  m    c    P    £     >  X 

£    I  .   »    -  -0     .    *J     t    »■* 

»    UX  ^         »-   C   f          '   «» 

.    -  -  -  £         -    >  — 

a.  .  *  £      —      --■  o 

j*  C    fr  w—        « 

>  O  u  •            0«cr  v 

-    D  L          »               V  V)   3 

■  n  ■>  w  in  -o  *■  O  >•»•  • 

b  !■«-«-«    0> 

;   -  c  £     -  0  £       a 

*   •   O  n£|jl          »>  — 

■  f    £  >■**                U    C    U   4 

■  *   0  *     ■  £   C   ->   C  »   0 

■»'u>  —  ^  o  «  3  aw 


.1 


c  c 
•)  — 

ki   U 


>  ■- 
£  i- 
£    « 

3    O 


O  —     - 

—  <j-i  a 


-     O    E 


|! 

u  - 

I" 

a  c 

3i£ 


?2S 


C  •  X 

c  c 

•    C£ 
t  -  • 

m  —   u 

i'i 

■  O      ■ 

•  -  - 


O  ■   t- 

£2 


•  J*TJ 

£  b  o 


8-J! 

. 

•  V) 

ft,  -<  U 

» 

—   « 

b 

It      . 

'    IT 

V 

•  c 

dgc 

■J 

£Sl 

*i 

-  t>  h 

6 

el 

•  0  V 

ia 

s-j 

0 

u 

(J    B 

b  mm 

i 

« 

**  t 

»  — 

0  *<    ■ 

«  * 

b  ■  ** 

•«  % 

■  9  ■ 

* 

*>£ 

U   3 

C 

—  U 

ihMC 

• 

&. 

—         *-   • 

■I 

!■ 

M  ■ 

5    t    I- 

O 

« 

-    U   -    « 

12 

•   _*   JJ   £ 

>* 

•  0  0 

L 

fa 

3S 

u  £  £  w 

m 
m 

»t     u 


-  V  f  t 
i  o  o  • 

-  •   *>  r- 

IC     ■  O 

Op  * 

<  u  U  * 


fa  */  o 

a?  si 


o 


o  u 

■ 

iv  O 


474 


a 
3    3 


i- 

O 

-  »> 

a  "v 

w  » 
C 
•  T) 

■D    a 

c   -■ 
a  c  r 

—  *   «■ 
O     C   9 


c  c  c 

. 

V 

1 

a 

a  ib  - 

u 

0i 

a  v 

1  E   a 

■i 

c 

«    V 

JK 

c     • 

0   - 

-   4>  X 

U 

M 

-  c 

->  »* 

*•  fr 

3 

a 

it 

w  p  *J 

N 

«JTJ  •- 

•  < 

V  0  a  c 

lit 

a  m  a 

a  w  a 

Jt  o  —  -• 

fcl 

—    *.   "C 

a   • 

«          0   V 

h 

a  a-* 

E8S 

c  w 

a  >.■**! 

■1 

OQXC 

-  u  >  a 

£ 

a            V 

a  w 

&  c       c 

V  u  £ 

m  a 

Zui 

« 

.  a  c  h 

X      w 

10   3 

co  -  a 

J 

<        -<  3 

«.  —  «  o> 

c  o  a 

C 

j   i  a 

*  a—  c 

a       h> 

a  c 

>.      - 

•1 

C  -  *   a 

lei 

&   V  10 

—  « 

It      -MX 

C 

a  £       a 

C  O    C  *J 

a 

hHiiO 

0   > 

-       »    - 

a  a 

X  a    - 

-  < 

C    t    »'  -c 

j 

>.  a  — 

-  0 

X 

a    *    -   3 

-.  h.  or> 

•  Vi   u 

>  O  1 

1*  ««*   h 

•  u 

•  * 

■  w  >  a 

a    •  a 

e 

C  fc>     -     • 

a 

>            ) 

c    ■  a 

a    • 

t   w  *    - 

V 

U-.fi 

—  U£ 

E   k. 

£              M 

a 

a  tr  c  i 

a  e  w 

»*  a 

0    -**•* 

w  a 

U     -■        L-       «J 

•1 

•4   *  J     - 

£  -O    0. 

Cfl       *o 

■O  £ 

«  *>  c 

a  u 

«  u 

>   <B   £    0 

a 

c  -o  -  - 

£  «•  a 

a 

*.■  l.  0  tr 

c 

e  —  o  £ 

*>  -  c 

tf 

--B     « 

a 

ss°: 

a  **  0 

-     t            B 

& 

if* 

—  X     ■ 

3 

a-r 

4i       k.  a 

w  c 

*J  1-  •  *J 

n  a  a  c 
a  *  5- 

a 

H  U     . 

fa  a 

C  a  u  » 

i|u 

c  0  a  sc 

a  £ 

a  o       a 

M-|£ 

>.  a 

m        >a> 

—  0  a 

a  £  3 

I- 

a  a.  a 

—  a    » 

EH  ..- 

-  -   u  - 

555 

3         >• 

Jj  *>   -    C 

H     *  a 

«      ■  O  * 

«     ' 

l<l»| 

a      u 

**" 

o.—      u 

> 

a. -4  a  I 

hi        -Ifl 

6  *  ~i  a 

•o 

a  —  ^ 

w  - 

a  >    - 

u   ■ 

C       a  a 

a  a 

a  a  c 

£  3  u 

u  s  a 

it 

*>   e   O   U 

K5 

c  c 

H£h> 

V         *> 

-         0    • 

•c  a 

a  0  a  c 

a  a  a 

—    •  *» 

«  J  a  n 

•1*3 

X  •5')  •- 

o  x  o 

XXIO 

k 


a  o 


«  — 

0  a 


is 

o  • 

—  c 

a  «■ 

> 


E 


475 


x  >  c 

«■»      m 


0  £  >>■ 

—  O  to  c 

c  n  &  -  *.  o 

EC  0  •  t- 


.  -  c  -  *.  c 

C  -  0  u  ft  ft 

a  •*  a.      *  - 


)  ft  c 

-  ft  to  a 

.  J  4.  O  X 

»      •  M 

*  1  •  T)  — 
»  3  to  »i 
!    i'  -  •  C 

•  -  H  »  2 


C  -  ft  a  a  ft 
l  ti  «  C  X  £ 
■   VJ  U 

•«  U  i  3 
*>  •  —  c  at  w 
van 

!T  to  C— <  TJ 
to  H  —  3  ~  — 
•  9UI0 
(-    t    C         t>    b 

«  &    •  c  < 

X  *  X 


i  a  6  **  o 

I  —   ffi  to  ■ 

,  q,  i  o 

!c  o.  -o 

C   41   ft 

I  —  —   C    C 

-  to  XI  5-  0 
i  m  £  •  a 
:  a  i  l 
'  4ftO 

-  • 

[  *i     -T)  O 

—  C   ft   C 

:oi  a  -» 
I  —  ».  — 

i    -  -   O    0 
3    ft  to< 

•  pi  £ 

>    -  T> 

i  %,  m  c   to 
£•  -  O  a 

!**  c  c  ti 

s  O  O  £  a 


CO       Dei 

--  (5*  I-  •  ft 

e  jc  >    -tu.' 

-    O    •    •»    C 
to   *  O   U  *■      ' 
an         -    *   I 
•   >    3 

tj|     •  •>  0  U  >• 

*  rf.  c—      *» 


*  O  U  C  »IA 

I  -  to  •  T 

*>»  ■  o 

-ox  ■■  «j 

-  -  *  p 

*  ■  a  c  6 

C    ->  T  H 

■o  •  C  C  H  ■ 

•*  3  ft  £  to  41 

S„  -  0  «  - 

»-  D  ->  I   w 


£2 

£2 


ft  — 

—  to 

XX- 

"S 

■     - 

ft. 

>> 

ft  — 

C    V 

ll 

«  « 

4ft 

•       0 

x   -  c 

-  i.  — 

E  £i   a 

IA  4.  • 

ss 

X 

a  >. 

u  *•  ft 

to  *    to 

|l= 

0  ■  ft 

■  •  n 

•  V 

■   •* 

Z2 

X   - 

U  0 


:« 


« 
o  c 

* 

Is 

St 

to 

M 


-    K    C 

X  ft  5 


C   ft 
-  ftX 

*  -  . 

U  to  *i 
4    «    - 

■  XX 

■  •  - 

•  £*• 

-  XJ  w 

-  ■  & 


E 
5 


mIo 

es 

o  • 
u  u 


15 


i 


2? 


i.  il  O 

a  ■ 
cm* 
HI  - 


■        3  * 


a  u  *  I 

3  *»  a 

—  -  c 

D.  ■*  •  O 

to  to  •/* 

£  O  • 

•  3   - 

•  o»« 

b  <        «* 


f     to   *    *J 
H  ■  ■  0 


476 


I* 

3  a 

-i. 

If 


I 

! 


.  ■ 


4S, 


8 

•  ■ 

■    *    ~ 

«   H  - 

•O  *  I 
-•        0 

•     -  ■ 

i:. 

:|g 

to        - 
->  *   - 

..2 


o  *• 


lis 

to.  « 
w 

|-= 

C  ti    ■ 


•  •  M 
£  -  « 
I'  —    3 


to  —  ■•hj    •  to  f 

■jt.-«tto3«toi>  -. 
>  _  -  Oi--ii-1D« 
-•-•)•«»*«)*« 

«   ■   -        -  v   -  a        u  u 
-  -I     -to.  *   h       «  ■ 

c      c  »    -  c  c    ■ 

IjiiC  i.  j  o  >.  m  m 
to—  to  **  a  2  «  3  - 
■     atiCiic  ~  r 

mtfii--  a  > 

-  W   0  I   «  >•       -  * 

to1         C         «  to  -  W  to 

•  to  •  to  C  9  «  O 
&         CO-to<J»«-C 

-  «-  -  c  a.  t.      <*-$* 

•  i    •    to       •    to      .  J 

>-£    C    >  J  0  «  •  to   to 

•  b  *  •«  I,  M  >.£  £      . 

V  *■  Bj  W      ■  «  to  £    —   W    M 

-I         M»  to  4-    C          tot 

X       •        ia£tote*»M« 

•to     •  to    0.  to    -  to!    O   to 
wafetojcvto,*  o 

to00Vto)««S     -  r. 

to  C  -  C  to  0  J  -  W 
ijfCII         TJ  -    to  - 

«4>Wto  -  1.   >    J   a  « 

■  «  -o       cauooto 

>.  ■  to  >  -  I  A  h    . 

«         <H  toj-4  W     ■    ■  ■    to 

C    -  —   £    >-«J    V  to    I    O  • 

-0-to*-tototoO* 
•    -■  —  X   M  Q    C   -   to  - 

to  -  f  ■    ■     ■  to       w  «    . 

&.>   ■-  to  XI         E              • 

&      «a  «i  to      xic««f 

—  ■  c  c  «  *  -  ■  *•       c 

—  to  T>    2    to  -    3  —  —    •    V  • 
-*.toto>E~    fc. .   - 

*  to  d  £0toto*««-«33j: 

Sto.M  EczaH&toiitoiC 


*    to 


to 

I* 

h 


h 


I: 


to    c  ^ 

£  m  u 

0  to,  » 

at  ».  £ 


—  « 
is. 


i 

* 

si 


©  • 

•  3 


2& 


J? 


:  b 

i. 


I5 

•    - 

to  Q 


>     ■ 

M 

to  " 

*- 


*  » 

a  o> 

*  o 

*  .  -■ 

B  0  ■ 


C    X    0 


477 


S 


5 


f 

• 

•  fti 

•t 

—  — 

* 

V 

*i 

IS 

i 

w 

■V. 

2 

* 

^4>w 

^ 

M 

ft  If 

e 

■ 

x 

* 

• 

m 

■  4 

S  i 

4   =§ 

b 

?5 

US     ■  t 

■  C 

4   L. 

C         Mb 

t: 

«  - 

■  •  ■ 

•  C   U  » 

,'    A 

•  b 

•  « 

-  M   "       . 

Is 

C     ■  U 

-  ft.   w 

C            •    M 

an 

-  -  c 

•w        b 

I      "Oft* 

£-- 

b    « 

*   -* 

b 

-     >■   -     ft 
ft.     ■     ft     - 

pi 

kill 

X  •«■ 

•  0        « 

i 

?«3 

•  • 
li- 

« •  D. 

U»J  •  b 

ft 

c  c  - 

b     q  u 

It  .1 

m  0  1    • 
c  a    C  - 

X    b    0  £ 

«  » 

•  •  3 

b 

X      -    wl 

SSI 

:.£ 

•  c 

i«« 

u 

IS! 

—  « 

—      m 

?=u: 

>>0 

v   *— 

■ 

•  TO 

k  x  o  e 

XV     ■ 

•>  •   ■ 

-  -  u 

•  0 

E 

I 

b  >      • 

.  WU 

O  M 

O   b   C  M 

■  •  i 

II  ft     ■ 

:s" 

■  ■ 

■  9     - 

H\ 

soi 

O   b   • 

U   •  **   O 

M  M   C 

a   -   • 

•  m 

« 

•  ft        - 

—  X 

m  «  • 

■fr» 

n  —    - 

•  « 

4  b    . 

J4   >- 

cac 

v         9  m* 

b   >   M 

•   b  J 

*  -  - 

•V- 

ast 

i.      ■   c    •   - 

litzs 

■    I 
X  -     ■ 
0  «  *• 

iiiSi 

325 

tsi 

s 


8" 


ac 


Sill 


i   "!?- 

IIS! 

a.  •  «  2 

3    3  « 

r  a  9 

m  - 

•*  -  r  k 

w  o  -  i. 

Rm9  o 
•     e 

v»    *   *        - 

-2SS 

—   •  *• 

«  •  w 

Sic0 


I  -  I  - 

a  -  o  ■ 

•*  •   U  > 


478 


i 


I? 


n 

ml 


*•  c 


i 
I 

•  • 

'i 

Ss 
i3 

w  J 

il 


t 

3 


ii 

•>« 

im 

h 

»-  • 

J: 

to  » 

I! 


si 


12 


-2 

•  C 

11 


e  > 


v  u 

12 


IS 


si 


■a 


u   ■ 

e 


I* 
i? 

a  w 

55" 

»eo 

MOO 

o    - 


ill 


479 


x  m 

•  v 

•  - 

a. 

%i 

e 

52 

r*  m 


•  *  - 

•  i  • 
»•  o  o 


-  £    4  - 

•  «  o  « 
o  •*  *  o 

-52  S 
**:„ 

M      •    I.    O 

WmkU 


y 

It 

58*0 

■  •  e 

-    -C    M       ■ 

m  m  *•  •*» 

8-f" 

-Joe 


"..Sx 

v>  a,*  k 


p 

I? 


!" 

#•0   u 

M   *  * 

•   w    to 

—  u 

m  - 

—  *y  • 

c  ■  • 

its 

«  Z  £ 
•>  W  ** 

51? 


z 

1 

u 

« 

1    « 


r 

1 

to 

I 


r 


h 
si 


:; 


■1 

i| 

5 

to 

-  • 

1 

• 

-  «              — 

ffc.ll 

■  S 

i  .lis is 

!: 

a  — 

—  -    -  t    •  u    • 

>   •  MM  C   •  to 

E  »*  •  •  a  -  • 

-X   *     ■  ■     •  • 

Epljll 

•  4 

•  * 

2ft 

•  to 

M 

a    • 

*|  • 

*  *  1 "  *  -*  £ 
t  *  e"  ■  ?  2  £. 

i  0  1  g  to  H  ■ 

-"  ■    1    *J 

c 

I 

M   to 

|£ 

M 

'IS 

ill 
Hi 

t.  w  -  o  «■  -  a 

*    -s If 
Issi«|i 

t  -  —  X  *-  e  • 

to 

i-t 
• 

2 

aulaai* 

O 

5 

-    •    a.    -. 

V    to    to    C 

to    to    C    to 

X  >  Sx 

*>   fe  -  w 

Its? 

•  b  «  * 
.8-- 

*    C         to 


«-  i  r  .j 
s  :**.*. 

S*c$*at? 

l.fcP,Sti 

.!:,.!! 

lift.']. 

J  a—    >.         V 

.**   k.  -    C      '    •■ 

a    •    •     V-     9*»    ■* 

c  ■©  w  *>  e      «  m 

0    M   ■    to  •■      •  C 

St    -as      a 


$ 

Ex 

11 

C  * 

5i 


it 


St 


=.33 


to  - 


— j 

to.  -> 


480 


a 

hj 

s 


b  w 

* 

SI- 

«  CM 

III 

Sic 


I 


f 
i 


r 
i 


j~ 


2 
ll 


i? 

J  2 
IS 

I* 

si 


-•»«   si       | 

C  -t-    -  -  a  CO 

-  » c-  Sf 

2 OM I         M  Of 

we     So  -  i 

•.  *  -  -»  -  m  £ 

*>    <     U   ft  &  Btft 

"*    C    —  ■  5  J 

ee'«<»e  fit 

b.    •  C         w  U  Of-' 

ft.  c       •*-  i  -It 

ft   <■■   S  *  3   t-  **  •  ft 

Mi-!  ill 

ftj  m  0  —  *-  *•  £« 

t.  S     •    •  •  *  -  »- 

•o*      c  c  «  •  o 

«•  £  ft  •  «       -  •■ 

«  -  2  -  i  NPi  w  « 

8    -    a  * S  *•  -2 

ft      •-.    C    4   -  ft*   ft   » 

2  m  c  6  ft  £     ■  —  *.  b. 

».      -_  y  •»  *      o 

b  •      -J  -  a  V>   •  • 

•  K   9  w  -   -  • 

O  -  -      •  —  w  ft    ft  £ 

b   ■»-«•  o  e  £  >  v 

-  E       ft  *       *  c  o  - 

e.     «  c  t.  •  «  -  •  c 

2C    •   ft   Q    ft -^  ft  ■ 

C       •  -J  ft  -  *    •     • 
0  -            -  --  ft  c 

•}«•«>>■*  i      e 

C        O  ft  £   9  •»  • 

2.  m   L  *   b.  T)  «•  —  -« 

C    ft   -    C   "    ft  M*M 

iMMk       w  —   C   ft 

i ic rs £  5 -5  J « t 


j  &  &  ft 

«  J(M     ft 
ft    ft  h.  ft* 

«    b.  fi   ft 

5*2  = 

•.si 
e5|. 

s  -S? 

c4«  . 

5    -S 

...sis 

ft  *•  S  •  ■ 

•  ~   0-  - 

6«SS£ 


■   ft   V  £  E 

ft  bia    -  • 

1      X 


H-I.i 

2"-.  a 

n   •  •  *—  - 

ft  c  ■  >.£ 

=ifi*! 

t       ft       c  I 
b  fti   .«ft. 

a  *       ■  1  ft 

-  >-  u  ft  * 

C    ft    C    ft   ft 

•  —  -  * 
•*  c  >■ 

M  •     •••* 

ss!3» 


I 


tZ7~*>.      2 

OMI     •  ft  —  C        b 

ucSgv?2 


1  j| 


ft  w  <  •    -      ft  »• 

I  a  m.  v  o  c  ft  • 

r.-llL  5 

C   ©    ».  ft    ■   ft  a 

•  •    *  0  *  ft  ft 

-*«    s  it 

222I2S2  II 


ft     •*■ 

*  -  ft  ft  k. 

S=SS2 

V  **  0  ft 

.•SSJ2 

»     -  ft  - 

jt-UI 
C   ft  J  • 

—  -      ft« 

a  ft  e  o  i 

hvi 

-c  tl 

hi  C   •  ft  - 

2>  • 

•  e  ft< 

0    V    b-   -  M 

=:iit 

-.  -  c  • 
ft  >  •  ft  D 
O  •  ft  ■ 

•  o  « 


•  -  *  i  e 

«.  -  *  •  6  ft 

»£  C  -  *  -  • 

ft   C  ••   f  •  M  ft 

O  ■  ft  I  ft  b  I 


I  I 


a 


t  . 


ii 


.1 

-  • 

fie 

21 

1. 


C  M*n 


ii 


r 

Si 


£12 


£- 


481 


:   i, 


5|>4 

f  •■© 

0  i  h 
"  \J  fc  v 
3       MO. 

-    u    c 

a. «  «  o 

ii  -  «* 

|H= 

O  <        v) 

O         £    •> 

*    „    4*    • 


»!*' 


E 

i 


I 

3 
£ 

i 


i 

i 
i 


SI 

it 

a 


2 

i 

o 

I 

i 

m 


•  6 


Ms 


Is 


ila 


482 


i 

>■ 

5 
I 


I 

*> 
C 

| 

H 
■I 

a 


r 

— 

a 
•* 

C 


f 


r 

«• 

I 


i 


1 

£ 

r 


:ii 

s! 

*      ■ 

3* 

11 

lit 

* 
•v    ■ 

5*  . 

"*i 

it 

•  — 

51 

0:°i 

*  • 

•  - 

s: 

.i° 

Ls8 

u 

=  ?"! 

-■)  -I 

«  — 

c 

o    ••> 

•  V 

-Si  . 

•  • 

«•  ■> 

s  •  s* 

»0 

|C£« 

5    ■* 

a 

2  :s| 

'1 

O   w  U 

KEt>2 

I- 


li 

>l 


E£JS 

« 

£    *    • 

■  jo 

e   • 

■>  — 


r 


*- 


u 

e- 


483 


tt  L  u 
*  o  c 


a* 
—      ii 

•    O     O 
-'   o    > 

0  ©  - 

t~     -X  J 

o  -  i 

X  o  < 


B 

P 

E 


e 

c 

i 

** 
c 

I 

— 

4 


I 


i 


-  m 
«  • 
x  ■ 

?! 

■ 

-  >> 

«3 

Ii 

-  ** 

ii 


or- 


it 


t-  ft.    £ 


! 


«    M    6 

b  «  • 

3  ■   M 

-1*0 


u  •  •> 


e 
c  * 
o 

«•  e 
•  * 
e  - 
t  - 
& 

.f 

u  -« 

c  - 


•  *  5 

i  «  a 


h 


m 

—  M   m 
V   ■    C 


»*2 

i 


■  aw 


vol 

•  I  to 

r  £  c 

U    0   - 

—     f    w 

in 


-  »  k. 
»■©  f 

2*  o 


3 

* 


2- 

si 

-  ^ 
: . 

•  * 


II 

■  • 

33 

II 


0  *" 


•  e 


62 


i 


4. 

13; 


ii, 


i 


484 


r 

.1 

si 


—   w 


la 


O 

u 

! 


r 

p 

1 

E 

2 

2 

gj 

:  3  £  5  j  -, 

•  M 

0  e  •>  v  - 

t! 

«       e  5      - 

—  c 
is 

e   •  ■      c  1 

•  0 

•    £■*,-      . 

e  c 

m  -  0  *•  *•  1- 

Ji 

-?u12i 

h  jr  •  at       - 

•*  0  j         •  — 

c  -« 

V 

*  c 

si 

lyiii 

A  nb   -    «    U 

•    C         B*    - 

*  •          s 

•fa 

-  -5      .     . 

£  ■       0  C    • 

C  fc 

bklwik 

*  •  9  0  e  9 

51 

•  x  **  E  «  E, 

«  M 

s 

:4 

c  e  <  -  ^    ■ 

0    •          £    -  * 

•  <-'      -    •    ■      • 

—  •»   *.  O    1   •» 

•  *         t 

■  »»   I   C          a- 

•  6  -    ■  •  c 

•  *  t-  i.  -  £  - 

-  3    U   t  -  -  — 

■  MM   J  J   «   t* 

u  — 

£i 

B 
0"   « 

-  e 

St 

c  - 

r 

c 


si 


2  5. 

$ 

1: 

? 

'J 

•  1* 

r? 

•1 

"82 

8 

«  ar 

s 

it* 

•  u  0 

-     C    « 

Si 

ill 

■1 

tS 

!!i 

•  4 

— « « 

1" 

!j 

ts» 

o?S 

c 

.2  . 

!c 

hi 

si 

ss 

2 


I 
t 
I 


n 


V     ■ 

a. 


r  - 

.3 

J5 


!  = 


«- 


i? 

8: 


-  L> 


8- 


ie 

i; 


m 

li 


485 


i 


L <    >■* 

:  C  v  w 

*  M  «,  - 
I  to  <- 
J  to  -  3 

-        U 

:  i>  ».  v 

■    *  to   » 

■  X 

[  «  to« 

*  ■  °ft 


o  f  c  « 


«2 

■         Jf 

•  o  u 

U   to    0 

•I 
o  •  ■ 
O   to 

o  c  c 

S  M  I 

«ft  a  o 
*»  »  u 


•  X    4* 

It: 


■  ■  1>   »• 

X  ■  • 

+•  <  -  c 

V  -  «  af> 

l>  -1  3 


i 

•to) 

: 

s 

\ 

I 

t* 

f 


B 

I 


IS 

"3° 


5«   I  " 

to  >.«   >        to 


t 

5 


k  e  -    -  c  — 

l«(C    to  — 
I    -X    to 

«  *t  c  «  a-) 

•  -4  •> 

•  .  e  k  **   • 

•   EC        W  C 

to    0    to    ■          « 

»>  —                U   * 

tM      ■  4    - 

■  e      to  -  •■ 

ft  -  TJ    v  -  to. 

i« 

M  to   C   « 

• 

to        •)  a  I 

M 

i28i,* 

f 

-  m  i  *  w  c 

2 

X 
1 

l> 

V  c  •  «    - 

I 

-  -  »  to  V   • 

-to         ••  I    * 

I 

—    to    V    to    -    C    * 

■$a«il 

J3   -    C   at           to   i 

la 

0    0   •         V  OM 

• 
C 

•               C  »     •  1 

o   C  9-«  bit 

• 

.  >  c  •       •■  ^ 

X 

to  —    h>  X      -   3  to 

=1*    .£2 

D 

• 

«           •  to)  -t    u 

M     •»           «    • 

-c 

to   to  tot         • 

to 

to    •    to   to    L.      .  C 

3 

*,  —  a    to   •    to   to 

•*—  «£  »  v  * 

to  -   *.   0  U  —   •- 

X 

6 

&  S  •»  «  M  a.  c 

« 

-     -     A      >      to       to 

>  -  1       •  x 

L 

to 

O            •  M   W 

• 

•  ft      --0    U 

a 

6  .S5  3* 

. 

to   to   • V  •« 

M 

•    to    •.   ••  X  ifi  ft. 

* 

a       ■    •   -ft 

i 

*  to  to  U     . 

u 

•    •        0  XI   c 
to  i/>  *)   to   1  -   U 

I      i.  ij-      c 

• 

• 
• 

•J    C    to        to>     *•» 

"■ 

-  o  an—   • 

.•H«<to         to    C 

u*t      x  av  *>  8 

m 

—             ■   •    to   to    to 

s 

•     --   to    to   •    0 

to 

! 

•  —  -  -  > 

X        O  0  0 

to  c  a  *  •* 

X 

0 

•> 

•  E      c     >->• 

to   U    to    i.  X 1 

u  e  0*0  to  a  g. 

«  .is  ."- 

• 

M   P 

"&..s?r 

>  to  to  to  to  -  - 

if«iii! 

•      ■    3    C    0  -  — 

x  x  b  «  n  a.  •. 

•  - 

ZaV 

in 

•       Ol 

U    0   to 

—  ens 


6  «i 
E  J  • 


I  . 


S3 


•  •        to 

I2  ol 

C  to  •  M 

3C    >• 

to  I  o  > 
to*  to      • 

it    to   to  £ 

to  TJ    U 

•  U         X 

to  C  P>  o 

to  -  e  -j 

"  -2  - 
It  M 

■   ■    trto    0 
X    O.  E  M   • 

fill: 


at5 


m      o  e 

*   »°. 

•        CO 


0  $  B  U 

o  a  * 
■  e  i  u 


486 


•  — 

1* 


: 

2 


i      I 


2.-.-J 

S"I:k 
IH-S 

'MS 

'  *_*  *» 

*  £  X     ■  h 

>.»     «- 
2  .-S3 

cut 

fh  ■• 
Mi  til  -1 

o  •*  —  6  ■-  w        52 

AwEOW  »P 


I 
it 


1 

i 

• 

e 

■ 

> 

a* 

2 

• 

i 

i 

I 

■ 

i 

U 

s 

£1 

*  - 

Z   ■ 

SI 

ik 

i* 

:f 

ij 

cf 

1 

35 

n 

I 


j 

5 


■  - 

Is 


iv 


*£ 


r 
s- 


1° 
5  » 


I 


in 

C  au 

%•  a  *t 

e  e  c  » 

to  «  i 

x  o  hi 


"lis'8 


487 


$  s 
t 
r 

I 


I 


r 

E 

E 


s;Irs  = 

re    **S5 

*         hit). 

»••*£»• 
a  >.-  -  a  - 

? | )  •  5t< 

<Zi  £   to   • 

"  .;  .e=- 

I  w  >  c  o  «  » 

85-!"    2 

f    3    -   ■>      •  — 

•  »-  a  o  c  u  * 

fifi  •  e  - 

si  ..!-* 

»  a  e  wa    ■  a 

h  t>  -  •  •  - 
•  -  o  >  •  ? 

SU£S£53 

sss.sl* 

H     ■      a.  *••>  O 
a    .      —      •> 

•#  a>—  a  |    • 

c  --c  6  c    > 

>-  ■  c  I  a    • 

v  -  x  -  -  -  U 
CftUJ£kC 

a  a  tf      a      - 

Sa      »  •-  -  a 


t 

— 

— 
to 

a 

1 
I 


Iris's 

6  *?  I  • 

B  up  «      k.  i. 

*  i.  -       3  «  a  - 

IkIC  to 

a  a-  w  «  -  to  I  £ 

2  Z  m  -  0       -  •  5 

Si  ssi*i  S 

a  *  -  •  a     • 

8-wapB  <4|  to 

->-      ceo-  • 

a  u  •    •  »  to  —  ■-  A 

iiffti^l  i 

3«  J  .85*.  . 


ixill' 


III 


»  -  ^  6  6  -  ~       f 


a 

3 

to 

I 

2 

t 

2 


— 

i 


i 
i 


i 

— 

— 
£ 


if 

£ 


r 

AH 
ll 

ill 

E 

•    -       • 

fl: 

*:« 

1=1 

"  .8 
"St 

JCCM 

to    U   C 

222 


e- 

C  £ 


25 


•2 


.3 


I- 

35 


n 


si 


as 


488 


J  w 


*e  £ 

*  O  M  *  •  3 

•  o  -  •  iE  - 

-  *         •   O   B 


"2  *      _  *  —  •      "• 
-  o  c  *  a  v  >.  a 

*  *      *  * 

sz.'*.2S*f 

—  «     k  e  v •*-*». 

£  £  *  ^  c       -  o  » 
•       -       m  m  5       v 

**   O    ft    •    *<         M   »**•* 

oo     •*  c  c  «  £  •  o 
t-  o  m     «  5  i  -ti 


«aw£«5ota£- 


I 


r 

I 


r 


I         1 


2      2 

•»n     e 

ml 


-5 


li 


1^15 

•       — 

MSfi 

K  . . 

>  ft.  -  « 

ssiz. 
S32£S 


I?2 
5'" 

! 

■  • 

« -  • 


S--  e 
it 


c2 


21 
i 

h 

M   « 


li 

I1 

J- 


*3 

(I 

p 

II 

K  » 

fa 

f. 

?2 
i! 


ir 

I3 

»■ 

If 

"1 

Ot 

i>  ■ 

^1 

1 

a.  i 

M 

fas 

■ 

"** 

M 

k»  • 

I 

*  *  * 

faf 

t 

22; 

2 

*   - 


ft.  -  o 

a;  si 


s: 

«       • 
tj     - 

I 

22 

U  ■- 

« 

at 


is 

is 

M    — 

If 


:« 


ii 


2? 

hi   — 


489 


9  -» 

at 


"it 

■*  £.    W 


I 


I 

c 


c  c 


ti. 


iz 


It 
i- 

.    r. 
•  ~- 

C 

—  • 


C 


? 

1 


1 


11     o        I 

to   W  I-   X    •   -' 

•  •  to    • 

S3     •  <JT»  —  3 
U«         to        — 
-  •  •         « 

•         —    to    >     3    > 

c  a  v  »  o  «  M 
i.  -  :  m  i 
&  f  f  to       *i  >. 

■   «    to     .  u  w 

.  e  m  o  -  «  — 

Uii       U  —  to-  C 

£?*-*..  i 

•  o  *   -   *   E 
.— —  «  >   u( 


•  ■  •  X  c 

w        - 

si 

sa- 


ils 


*  */    to  «  *  Tl 

-  -  i       -  c  .* 
t>  t>  >  E 

C     •    -*    M     «     I    — 

to.   •  -  O  M  « 

•  •  J  M  >M 

T        -  •  V> 

*  •  C  «-      • 

*  c  -  J  £  -  c 

—  •*-      *      c  If  — 

U  to  MM      -   to  £    C 
Of C3ICDC 


u5 

c  • 

?3 


M  D> 

13 


£  -    >     C    Z 

U     -»-•** 

*.      :o-: 

3  b  m  u  a. 

2n     x 

•  £  ** 

.  •  -  o  * 

te  -  -  -  a 

—  o  u  •  * 

3J3    to    to    C  H 
3  *U   U 

■  w      aw 

£.  ■  -■    5 

w  C  «   C    ft  to 

to   •         •   to  • 

m  -  T)  —  ox 

X  •  *  ¥  U  w 

*  5  B- 

>  •  6  u  •  - 
c  ex  -- 
a.  *     m  >-  c 

t   •  C    u    •■ 

JOX  «   •  a 

Ulllf. 

to    «     -     •   - 

c    -  k.  j  •—  o 

fr>  to  u 


o  to  • 

•  •  - 

AX    1 


n 


-  u 

-  ■ 
s  > 


?! 


•  •  •  3  e 

*>  *.  x  n  c 
•  i  b.  o  e  • 
«  «  a     •  -  o 
o   •«     •» 

C  -  ^    >■        M 

>  -  — —  ui  ■ 
•  e  ».—  e  to- 
m  if  •  •  •  o 

HflUCZOU 


•ICJ 

s:s. 

•        to 

=  11 

•  • 

c  c   • 

-  *  -  to 
>  £  ti  ■ 


In* 

-   «   •  £ 


-   C    «   ■ 

«  i  to  — 

3  ■  J  « 


-  to  •  C     • 

X  0«  Oh 

■  -  CL      ■  -M    • 

■  -  X    6    to    to 

-  e      e«« 
&.  &,  •  to  m  ■- 

-  vufe.      c 


0  O  to 

-3S 


I01H 


sils 


-  c  c  « 

I"  .! 

«?: . 

•  —   •  to 

*■'    >    *>    *' 
to  to   ■  £ 


III 

■     ■ 

w  m. 

—  c  > 

ti  •  tn  0 

•  >  e  to 

sit] 


«  toi  fti 

-s  .1 

■  *  -o  v>  m 

•  V  c  — 

*i  to  C   •—  Jf 

•ft         C   X    w 

o  ti    •  *     *; 

-  x  c  fc    -ft 

O  6   *•   C   • 

C        COV& 

»x  c      • 

•  «  3m o  ■ 

•  b  3 

0  •  •«  c  w 

a  to  I-  -  v  to 

o  •  »■   * 

-  •  c  toX 

-  V     •«(« 

u    0  T3    |Kl£ 

>  n  to  «  ft 

:  .£"••.-■; 

S  c  ft    •-  •  m 

—  V  C   to  to 

•  t>  x  •  m  •   - 

D  C  \   t,         U 

£  ft  8  x  t  - 

—  ■  •      >  * 

m  0  3    •  •  ■ 

W)0")00 


■  3>to  — 
V)  1  •  — 


ti  •  «i  w 

•  to>  - 

V  to)    ■    to 
to<         */   to 

*  — 
to**.  >    • 

to   V   I  T) 

to    •   J    to 

O    U    u   J 

sue 

.  .58 

ex-* 

j  a  «  • 

—  •   to 

•    •£«• 

C  —  B  r 

-  to  5  u 
X  ■  «  ■ 


5 

z 

5 


1 


iC 


rs 


S2 

UK 


490 


r 
I 


r 
i 


E 

i 


E 
3 


if  ■ 

«  u      s 

b  a       I 

V 

H 

<  x  I  - 

c  ■- 

b       w 
«  n  v 

*£ 

2of! 

m  c 

,1 

-  -   > 

a 

j2"3 

1: 

M       .  •    4» 

o  "  **  * 

0 

V-  X    =  *    v 

•    a. 

c  a 

1" 

a.           (J       .- 

•  u     -  c 

as 

-           —  a 

-  *• 

"5 

.-a.     - 

0  c 

-  a 

-  *  c      c 
—  •1*6 

a  x 

lyl 

C    V.          a.   ■ 

«            -   «    - 
(     Cxi    1 

r  --  z  S  i 

o  c       a 

!' 

:i 

U    O-    1    ■ 

•s  a  •  a 

» 

k>« 

>.       «  £  - 

fi 

b     .2   4- 

c  <  u  *.  - 
a  B  -£- 

-1 

«  X 

1     Ilia!  « 

f   c   C     -  *-  k     ■  a,  *w 

£    -   -    *   a-          ft  -  - 

e  "  t  S  e  <■'  «  <  » 

n  b  a                     <vH.af{  £■ 

■  -  *                      r    -     o  -  -•  jt  a 
•*e>  •                 «  «i  a     e  u  - 

*•  V                     i  a  o  o  a  a  J  *•  • 

*-  c  -                       (.■  j       i  -  -       «  t 


II 


a  >>« 
turn 


at 

l  .; 

•  -  x 
m  a 

b  >•  • 

St: 

-rs 

•a    ». 

a 
a    •  e 

=  £5 

•a  •  M 

•  x  J 

«-     G.   « 
C»M 

•  5  • 

e  i  a 


b  X      i  -  -      *  a 

-  a  a- c  i 
«    -a    ■■ii>> 

x  o  e  o>x  S  ••  a 

.  •  a  -  *  i.  -  _  € 

c  £      a         aC~  - 

-  e*o  •  fc      •  •%  5 

-  t,  -  -  v  ■  a 
*  •  St  >■  r  ^ 
(v  0  0«  0  -    ■■  >■ 

a      ■  a       c*v 

>■      t)  •  E  h  •> 

•■'•••yea  •> 

a>a      .3  a  a—  a  c 

b   •      «  <  u  J  - 

■  ■?  o    ■  • 

£C-ft*.>C-ft  w 

•aapvaeae  ai 

o      ~  !'•'?  T 5  a 

u    •     •t4»eab>-  m 

>e      a  a     — 

«a--5x    -x  •  • 

m  «  a  1 • NiJi  C 


Si 

-tai      • 

-  —   «.  to 

i.iE 
-IS 

s=*J 

**  •  ■ 

■  •—  • 

•a  b  O  9 

fir. 

-  ■>    ft 

tn        c  - 
a.  5  M  x 

M         B    a  « 

v  a      5  - 

•  -    -mm 
-»-  a  • 

iiV.* 
si .!  . 

aaic 

•  «  •    •  I 

■    H»lE 

mil 


it 


it 
it 


St 


i- 


e 


t 

w 


15- 


33 


av   C  f 

■  5e 

Hue 


•    ■ 


33 


|E 

e 
a    ■ 

a1 

>-  a 


•  U 

w 


u  — 

C    at 


c 


*i 


•  -<  a 

i 
:  a  x 


\ 


\ 


491 


•  I  *  m 
m  B  i  •  y 
VObfvi 

e       ■      *.  • 

O    ft    U  «    ft 

o  -  e  •<■'      e 

-  c-   ■  pg 

•i  k.  .«*  ^  i 
»ki      "B  5 

ft*   •    ft*.    •    C 

•  >  6ft   - 

—       *>     • 
—  &  -^)       y 

•  e  ft  «>  m  c 
*-  o  w  j  c  - 
6   -     -* 

5'3«!l 

•  •  u  y     *» 

#•-    3    0   1    ft 

U  ft  ft  •  MhT 


s 


I- 

T   ft 

u 
n 


— i — 

if 


I        1 


i! 

it 


6 
f 

e 


h    .in 

"i  a*5ii 
SI  sfls* 

•    •  W  ft   X   - 

c-    3?  =  .=  : 

!«   .•=!» 

y         -- » £   . 

3.  -i ..: 

-  M  £   -*  —   - 

•  «•     •  u  *-  e 

ft  V        i  -  -   ft   - 

h  e4]^  ] 

o*     --•  o  —  -     i 

— >  ^     By-*  — «     *> 

ft   -  c   t  ft  -    *    • 

-35*1  .=$   1 

iilil!..  = 


;s 


! 

i 

i 


n 

•  m 

P. 

i'i 

It 


s 

— 
ft> 
n 

i 

— 
m 

i 

— 

I 
| 

t 

— 
i 

S 


C 

— 

i 

is 


Lift. 

to 


26 


!S 


£11 


i 


492 


•  ** 
S'j 

•  m 
■  • 

■D    ft 

c  a 
a  •> 

o  x 

m  <- 

l 


Pi 


:S3 


r 

c 

z 


c 


r 
1 


1 

s 

£ 

1 

*>                       • 

•                      ■> 

-        >.            « 

h     i  -     a 

»-      -  >      0 

a     -r      5 

X     ■  m  &    .  u 

1 

•  X  E  t 

V  BM  9  &  a 

a  *u 

« 

*o  •—  a 

•O  k       DOS 

ft      c     n 

at 

m    •  a  • 

k.  L>  -.  u    -a* 

h.   3  J»- 

• 

.  a  a  •»      - 

a 

fl*".pi 

x  » 

V   k. 

>j 

ft        *ki   to   ft      - 

c 

e   <go>i 

ft  ft 

•*  V 

0  *»  Cfc  *» 

—  M 

£. 

■               —  W    U 

-   -a-*.« 

1   *  U       < 
ft           x  i     ■ 
»•  c  >>a  •<•  A 

:2 

■O   a  ft  i-        ? 

al  3   Ci   1  U 

i. 

•I   • 
•      -  aV  fl    H  *» 

•» 

^» 

GMH       M  C 

-  C          -        *- 
•  m     -  a  fa  |  ■ 

*j  >    3««wi 
a  f-  >*-  £  a  u 

«> 

k  a 

1° 

e  S     —  *>  •  a 

a           -  hi  >  «• 
o-  **•*  o  c  £ 

E  c         2  - 

Si 

H    -a 

L.    aj  -,    ■    k.    *. 

•V 

c 

-  £ 

—     »y   £   —   -     *,   w 

sr 

U    M     U     >    C      ■    - 

a  u  -hc  a  b  « 

X  * 

e 

B 

ft 
x  C 

:i 

'Z 

e  c 

?= 

2" 

*>  c 

I! 


5 

E 


*£ 


i5 

u  - 


SA 


ss 


31 


4)  z 

3.. 


*>  a 

r.  . 
«  X 
X  - 

3? 


3S_ 

>  a    - 
©  *  - 


-  X 

u 

a  - 

«■  O 


493 


c 
a 


a 

F 

I 

5 

I 

to 
• 
5 

r 

r 

! 

F 

r 

r 

f 

i 
I 

I 

i 
t 

i 

I 

2 

1 

2 

r 

.   .  .  § 

a    .Sllllj 

9   to   0—        *     • 

a 
o 

-      u 

Id 

i^|8 

*3 

a 
£ 

S 

2  . 

*1 
It 
I* 

2. 

•.I 

a 
a  •■ 

•  to 

5* 

ScSl.'.S 

.2     "fcr- 

"a,  M 

*   M     .5            -ft. 

a  fru  e  »»  -  ■ 
—  a  a  a  a  oi« 

--sin      i> 

•a*  fil    to           (S              •  - 

m       4  «  -  •  *  n 

W   3-0   --••*. 

a 

1 

a 

I 

m 
a 

a 
a 

if 

«■- 

-  a 

1 

a 
u 

2 

a 

*>    •       0  * 

to   4  £    to 
•»  •         U  * 

sSaJB 

fi|ii 

*2  *{. 

X  •--       c 
•   to  •  —  L> 
0    *  -    0 
».•)*•  to  k. 

.•,e: . 

£••*»> 

V    to  toj   w    t 

e 

3 

a 

5 

a 

i 

t 

a 

to 

$1 
I. 

i: 

—   to 

"2 

to      • 
I-   C 

a 

sr 

11 

ft 

wa> 

M     .  ft         ft     .  ft  ft 

u  ft  —    ■  a  •  ft  ft 
ft  ■  ft-.—  C  ft 

>  >      e  o  e  »  •■ 

si.-uC83 

«     «     to    ft-     C     a- 

i.-l:   SI 

p-MKMMdC-tC 

►  a 

fl 

a 
a  9- 

11 

to  • 
a  •* 

a 

c 

a 

e 

Z 
•» 

to 

I 

s 

ili°F 

a     a  c  - 
r  c  •  •  o  ft 

1 

a 

i 

a 

to 
M 

U 

■ 

I 

I. a 

i!l 
ill 

*  .2 

••■xM 

4C1U 


i 


So 


28 


J 


ajsi 


a. 


|i?     i 


■is 


TIC 


a 

IE 


=  2. 


S 


i 


494 


! 


8 


f 

1 
£ 


I 
1 


F 
1 


15 

St 


6 
5 


8 

i 

M 

i 


li 


=i 


la 

3         U 

*V     -  — 
•  —   w 

|.=  ? 

3    *.    *■ 


:■-  — 
■  C 

SI 


*  X 

|. 

M   C 

ill 

Mat* 

-  *  • 


l: 


ii 

IS 
U 

mi 

m*    -> 
•  « 

if 

JUS 

•  — 

■   f  ■ 
•A  U 

i    I 

Hi  . 


it    2fc-  t 

•  c«  'Svi  1 

-  *  i-  c  •  c  -  I 
-»iC(-0  ■ 

*!.«*».  s! 

•  w      •  « 5m  - 
*v      v.*       E  ■  »  • 

-  C  1  -       o  •  -  * 

•  •  d  -  M         £  WW 

—       —        —   0  w 

cS-Si!«  «« 

<-  u  *  *.  5  **  *  - 

S  1  k       m  u  -  -  w 

•  •  -O  J   i-    «.    C 

a-  e     •>  •  •  -> 

**■     *  B       *  *  • 

C«     •kCCf  II 

*>   C  *  X  »«  U  V  • 

*•    •   »U   U  U  V    c 


-         «    c   t 

i  ?i : ! 

ruto1) 

Km 

*  -  -    » 

*>  8  **   ■  *  - 

.•Sis-I 

£-  .28! 

«    .  ...  .   a  - 
.  I  a  0 •» 

a-°:.-8 

.  u    ■  —  "  m 
m  k-  •  —  -  * 

E    J.2" 

'Hit 

»:?*  .= 

—  —  p  ^  *>  ~ 

->-  fro  •  > 

>•  —    *    I"    L' 


S     u2 
5     «? 


ae 


if 


■  a 
Z  at 
2  ™ 

M  — 


• 


lie 


-  o 

•>  — 

•J  p 


u 


fl 


u6 


c  Hi 


I- 

•  n 
•I 

3d 

it  •» 

>   ■ 

as 

J. 


495 


i 


r 

9  © 


i 


i 

r 


I 

t 
I 


ill! 


3 


8 

I 


8 

ii 


X* 

■ 

-  •» 

—  « 

1*  - 

J  V 

u 

si 

\l 

I! 

m 

-    • 

> 

2- 

* 

«v 

-  -  • 

w  » 

|ii 

S3 

V       » 

{i! 

«! 

fi      w 

MM 

til 

MM     . 

m 

u 

\l. 

i 

■  >•* 

0  ft 

III 

2 

M    *    • 

-    - 

£1 

E 

VMM 
±2   " 

i! 

! 

,1 


si 

is* 

lis 


13 


?- 


M  M 

I*. 

|=S 

•  a 

«  - 

■ 


I 


cm 


H 


3S 


ai 


1? 


8- 


u 


i 


- 


496 


s 


I 

5 

E 


4  - 

«  « 
M 

2  8 

U  t> 


II 


f 
I 


i 


22 


1    • 

c  n 

~  a 


If 


t 
\ 


c 

i 


a      m 

-    •    f    C     •       a 

f  I  t)  <w  -  Jf 

aJ     &■  a,    Ota.    C 

■  c  •  u      a 

x    •  a 

*J  0. 

•  • 

Jk 

C  3  W 

ft    •  0  c 

O    a.    a. 

'    1 

JIM 

>a 

a 

i 

>.  U   <    »■    V    * 
•   5         T   ta  — 

cCit     -. 

■0   ft  -    «    *J    w 

-      -  a  m  r 
in    ■  -  j  •  w 

■ 

Ji= 

c 

•  a  a 

1 

-  -  -D 

•KIICV     • 

!3J 

& 

*>  -  U   •    ta  Jf 

f 

-              •)   3  U 
-1.     .      *  3 

a.    >. 

ill 

w  v  1  p  >•  a 
a  64.  a  ia 

-  kt 

x  a 

uvt  u      e 
a      k  a  6  v 

w  ■       a  I  E 

IS 

c 

«  a  a  C      a 

a  a    . 

ft.  »  c  •       c 
c  3  u  6 

—  -a    O* 

e  a 

«C    3   a. 

JjJ 

«u 

•      •  *•  c  \ 

e  t  -  t-  -J 

m 

-i  n  O 

M        •»» 

•a* 

-  w  5  a  *•  • 

Si* 

c 

•M     >* 

a     ►-    • 

*-  a 

i 

a      K 

<*  *    e 

2"1 

Og-JO- 

CVa 

2 

•  ■  c  *» 

"EI* 

•  c 

«■»                O  — 

«  a 

a  ww  a  v 

• 

If. 

•  -i  —         Utah 

x  a  a       -  •  a 

IVatk 

£33i 

•   a. 

42 

r 

at 

iivxixs 

W  O 

J   X 

sis 
es 


■ 
a    - 


a  a 
k  • 

i-  o 

52 

V)    ■ 

* 
'  c 

>  o 

a  > 

as 


i 
i. 


J6 


*6 
3  ■ 


a 


S     -Li 


s 


497 


S 

c 

£ 


■8 

c    • 

II 

0 

ME 

11 


c 

1 

^ 

t 

t 

t 

a 

< 

(aj 

a  »t 

u 

—  u 

c 

«,• 

k.  V       * 

0  JO   *   c 
fi   0  V  «< 

it  .si 

a<«Ml 

is:!.- 

■f 

e 

•  C  d. 

4  -y 

H 

»  9 
V       U 

\\ 

C<ji  e 

*<     ■ 

-   •   •   -   V 

2i:*I 

ia 

•> 

•  • 

»  m 

St 

«  Eg 

lit 

•  -»  * 

i:1 

■  a  **m      tt 
•  c  •*        •- 

ii* 

—  U  —  .*  *  M 

S.-lj*  . 

>*              » 

•  «  £ 

«i  • 

>•  -  c 

v  >  m 

iSi 

+  j    m  •  — 

I  ■ 
Hi 

•  a. 

•  m  u  •  o  I 

J.        -   I  *  £ 
*•  »  h  6        U 

-   UT  X     -- 

zzi  .s« 

hi 

•              «v   *  * 

Sail 

c 

-     .     -  h.  av    C 
*■  C  £  f  •  I 

Hff.i 

fcJKiUN 

5: 


1 

5 

E 

1 

2 

•1 

. 

• 

■ 

Li 

•  * 

w  a. 

dJ            a  • 

-<  • 

■M     •   C  — 

•a  W  It 

*/    k,    3 

ft 

Ms* 

■»     •  >* 

"SS 

12 5*s 

S '«*U 

-  *  a  -  £ 

4£  w  • 

.3 

al« 

C       -«" 

?*i. 

:fzl 

Ea  e 

c:15s 

*•"  £  >■- 

•    * 

ffifi  £  •> 

l2£2 

sjssij 
.:;s.j 

■•■Hi 

f 


ai 


t 
i 


it 


S 

u 

J    ■ 

tt  o 


0  -» 


2| 

«  -* 

sS 


5 


f   d> 


■ »- 

2. 


ae 


is 


498 


r 
i 


I 

v 

c 

I 


i 


r 

£ 


5 

e 

I 


6 

C 

1 


S 

3 


«  V 

C   • 
fa  fa 

r 

flkU 

fa  — 

&* 

m   ■ 

:& 

h 

a 

•  > 


Hi 


I 

I 


."  «  t 

m 

-  -■ » 

X  ia 

c 

■ 

•    •  * 

A 

u  «  - 

9 

-   _  - 

K 

v  -  - 

■ 

«i* 

M 

c  •   • 

is 

•  Ob 

—   fa  V 

Is 

fa     •    M 

m  *a  ■ 

-o3 

4 

■ 

fa  — 

o-.- 

•     >   T> 

-     4* 

—   •   w 

•     fa 

■  -8 

cs 

MHZ 

.    . 

fa  — 

fa  • 

a  _■    . 

•  » 

2°  S 

li 

• 

-  >  * 

-  c 

■-   m  -  V 
fa  O  &** 

K  - 

■  I 

•         UM 

ux  : 

a  m 

v  uac 

-  -         G 

•  • 

kiSi 

—  — 
c  • 

22 

li 

fa   * 
■ 

-   li 


a 


0  » 


3    .= 


a 

>i 
is 


ell 


»i     - 

SI 


c  u 
u    ■ 


«u 


I! 

o  n 


a 


I 


B 

t 


499 


r 
f 

2 


I        ! 


r 


IK 

-  - 

is 


u  • 

!! 


»  e 

s: 


t 

2 


is 

2? 

ts 


i 


L 


ilS 


SI 

8 


*  a 
c  • 
—  z 


s« 


«5 


I- 

5" 


■a: 


ft 
b  • 

3c 


I 

8 
g 


500 


1 
c 


? 

Tl 

e 

I 


i 


r 
I 


a 


-82 

0    Q.4 

■o  a  a 


•  •  c 

—  -i  —  - 

a      -»  > 

3    ■  -  *■ 

COfJ 

m  ttn 

X  m  m 


•  U   O  I 


3? 


r  r  w  • 

a  u  •  — 

f   -.  #B  — 

■  c  - 

O  ->  U 


CO  X 

t*T»  . 

Q  -  *  * 
£>*>•« 

X*  •  -   3 

•  a  >  a 

t.  a  - 

W    V  «    C 

ti  D  ■    0 


u  Q  •  -. 
•  -  3  »> 
X  X  M  M 


t       1  •  J  0  b     -  w     • 
*       1       ? 

ft*     •  t>     m-m 

£  o  -  a  m  k,       . 

O   P*Ji  x  m   ft  J  a  •   « 


•  •>  £  i 


?3  Jl 
<         t. 

■      n  ■  k  a  *  -       a  * 
•  ■  U  C  **  X 

Secxiift  c  a  *. 
o  u  •  fc  *j«x« 
*x  -  k.         .-•■,       I. 


»•  c  o  I  - 

* 

■  i 

l\ 

u  a 

C 

~  ^  ti  x  ■  Sipa  o  3 
A       •      ••■)        -  •  -o  • 

«      -   -  —    U    -         -J-4    C    f    c 

**  0O—«w^  —  —  ■  •  - 
-  -  a  ~  b  »  ■  m.  «  > 
w   l   •£-  ■  (««       TIO 

U  *  w  -       a  m  ©    - 

•  Bt£         L  .  I  «         •  — 

r-  H,  .  M  ■  *  C  •  •  3  • 
O  ■•  NC  O.J  C  -  C 
•  COMf  ChE 
u  ■■  *  -  >  ~  u  ■*  m  O 
U  I  -   >     -Ok.ia       KB 

-  -  c  I  c 

«  w  ff.       ••«     •MOO 

-•u««f«t.Tiruwu 

<  ^»  -v  j«*  at  v« 

-25£f:Stt^£f£ 


:     2       :- 

O  >  ■  ft  r 

t.  c  •  —  r  - 

O  B  o  >  a  t-  v 

-  0  »      c 

e  >  -->  •  •  c 

•  —         £  ■   M   • 

—  >        U     •**       *»  K 

X     -T>  -    c   -   •   •     . 

a—  b.a>-0»a 

•    T>     *  -     L.    1    £     ■ 

CIC1I4         V  -   • 

—  >  p  ti  a  i    ••ana 
I4dhii       ^       J    - 

W  l>      -   •  TI  - 

i-iij'ti-iii 

2—  -  r  « -      en  u 
-  ii  <j  b  >  —  J      a 

a  h.   a  ta.  £  J  a  t* 

W      L»  n      £  -  *  c 

■n    ■      k  v  -  -  c  - 

CCCJXm    •  a  -  w 

a  -  £x  •  a  3  a  * 

UCO  •  a  -  a  .j  a 

0  1     ■  w  a  —  >-  w  i 

•t     *-«  £*  ff<«  -C     • 


-  U  —  * 

a       3  >  a>M  w  -  o  c       f 

J     -  at  a  *.<       o«  «       * 

•-      a  £>  *  *■  ■  o     t< 

>  •«       O  •  U  **i  4 

t*cc    •  a  -  -  c  o  . 

m  *  m  -       o  >  a  a  a 


6       -  ?  i    ■-      ci  • 

>  p>  &•£  a  —  t>  -  t- 

V        I^ICOliX  a 

-  c  -*  —  —  t.  fr  a  ti  -i  oi 

>£  —  —aawiM-  b 

a  o  D  t>  —  i  ■  B       9  a 

Q')iAitHXz<i>)  i 


| 


2  . 

-5 


ii 


3 

IS 

C  a 

*-  M 

• 

*>  • 

«J  0 

'J 

C  a* 

•0 

V 

Si 

c 

> 

•  w 

•  c 

*  0 

M 

S2 

•  a> 

c 

£  4 

u 

■   > 

i» 

a  at 

■ 

c  - 

t* 

•   0 

ii 

-  e 

35 

I 

s    = 


«  — 

"5 


O   b  — 


S» 


3° 


51 


O 

Si 


501 


I 


n 


I       I 


SI 


If: 

r.l 

PS? 


:=£  I 

•  *   >  e  • 

to  w  »5  « 

•  9  to  - 

MM  3  I  • 

«        £  C  - 

£   C  •  - 


5. 

£  0 

w 
■  U 

t: 


si 

•   to 

3- 

A 

u 


3! 


ii 

■  M 

A 
U 

—  m 

to  to 

si 


61    : 


i 


dS 


as 


1= 


j 


t 
i. 


1 


ii 


I 


502 


6 

s 

ft. 

•v 

o 

w 

s 


r 

r 

« 

f 

? 

1 

2 

i 

$ 

.{ 

to—     .        ■ 

*,  -  e  *e  - 

S3  1  S2 
•  -JSS 

V  •»  i  B  « 

?523  .2 

•■     •    -a  c 

■.Ok.        to 

-           *aM    * 

•      >—  u  a 

M     -  to   9-  - 

—  C    •    *.    ■>    C 

-  «JO  -  v  6 

X    -              a.    *     - 

•a     *M    ■•  *l 

C            C            to    « 

•     ?  -    *  k>    to 

•afi  J*    IT           W 

to  — —   to      -  (A 

S    •  W   i    I-   •» 

x     5  a  - 

>W«         6.- 
w        •    •  E  a 

to.    O-M         to 

bl       -  — 

«&       *■>-• 

a        -  &     - 

z    >C   *l  4*   > 

x  —  i  •.  E 

•  fdlOtC 

to    Wax  -lafl   * 
■   •   to          O   • 

IS  -  ■ 

os  :*a  •*> 

* 

i 

C 
• 

M 

s 

Jf 

"    "8*>. 

B 

«J  *v  c  «  ■  tv 

o> 

a.           —            to    to 

«j 

•  e  •*  — *.  - 

£  X    to   to**** 

0  C  m  p  o  t 

7 

£ 

• 

III! 


;1 


8 

*2 


«    to 

8S 


i- 

5° 


t: 


11 

1° 


ft 
Us 


—  u 

a 

m    ■ 

3s 


503 
EXHIBIT  2 
(a)  Cases  Voluntarily  Dismissed 


Sam  Nam? 

Flashman  v.  Singleton. 

Civ.  No.  90-20002-WAI  (N.D.  Cal.) 

Haaauum  yt  Blalara. 

No.  CV-90-0554-AWT(JRx) 
Consolidated  With: 
CV-90-0771-AWT,  CV-90-1928-AWT; 
CV-90-4607-AWT  (CD.  Cal.) 

Becker  v.  Berardi. 

Civ.  NO.  90-0267-B(M)  (S.D.  Cal.) 

Sachs  v.  Tandem  Computers.  Inc.. 
No.  C-90-20187-WAI  (N.D.  Cal.) 

Cooperman  v.  Crane. 

Civ.  No.  90-3310-RJK(JRx)  (CD.  Cal.) 

Decker  v.  Security  Pacific  Corp. . 
No.  CV-90-4605-RMT(GHKx)  (CD.  Cal.) 

Friedman  v.  Simonds. 

No.  CV-90-5439-JSL(Tx)  (CD.  Cal.) 

Giustiniani  v.  Teresi. 

No.  C-90-20678-WAI  (N.D.  Cal.) 

Cooperman  v.  Powell. 
91-37-FR(LEAD)  (D.  Or.) 

Tvnbero  v.  Irani. 

Civ.  No.  91-0250-WDK(Bx) 

Shore  v.  Singleton. 

Civ.  No.  C-91-20111-WAI  (N.D.  Cal.) 

Zaltzman  v.  Clark. 
C-91-20304-SW(PVT)  (N.D.  Cal.) 

Vogel  v.  First  Interstate  Bancorp.. 
CV-91-3643-WJR(Kx)  (CD.  Cal.) 


FJLisd 
01/90 

02/90 


Dismissed 
12/92 

03/91 


03/90 

09/90 

04/90 

07/90 

06/90 

08/90 

08/90 

11/90 

10/90 

10/90 

12/90 

05/91 

01/91 

07/91 

01/91 

06/91 

01/91 

12/92 

05/91 

04/93 

07/91 

04/92 
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In  re  Dole  Foods  Co.  Inc.  Sec.  Litia. .   10/91     03/92 
No.  CV-91-5756-AWT(Tx)  (CD.  Cal.) 

In  re  Intel  Sec.  Litia..  11/91     05/92 

Master  File  No.  C-91-20617-SW(EAI) 
(N.D.  Cal.) 

Shore  v.  Barr  Laboratories.  12/91     03/92 

Civil  Action  No.  91-8119  (VLB) 

(S.D.N.Y.) 

In  re  Providential  Corporation  07/92     11/92 

Sec.  Litia. .  Master  File  No. 
C-92-2931-SC  (N.D.  Cal.) 

In  re  Hewlett-Packard  Sec.  Litia. .       08/92     03/93 
Master  File  No.  C-92-20507-RMW(EAI) 
(N.D.  Cal.) 

Fink  v.  Moore.  04/93     06/93 

No.  C-93-20279-RMW(EAI)  (N.D.  Cal.) 

Knoth  v.  Benhamou. ,  06/93     07/93 

No.  C-93-20398-JW(PVT) 
(N.D.  Cal.) 

Ackerman  v.  The  Santa  Cruz  Operation.    07/93     08/93 
No.  C-93-20553-SW(EAI)  (N.D.  Cal.) 

(b)   Cases  Dismissed  Pursuant  To 
Motion  To  Dismiss  Or  Motion 
For  Summary  Judgment 

In  re  Lvondell  Petrochemical  Co.  Sec.  Litia. . 
CV-90-0126-KN(Kx)  (CD.  Cal.) 

—  Filed  01/90 

—  Defendants'  motion  to  dismiss  granted  7/91 

—  Ninth  Circuit  affirmed  1/93 

Solomon  v.  Peat  Marwick  Main  &  Co. . 
Civ.  No.  90-0791-R  (CD.  Cal.) 

—  Filed  02/90 

—  Defendants'  motion  for  summary  judgment  granted  2/91 

—  Ninth  Circuit  affirmed  9/92 

Ross  v.  Software  Services  of  America. 
CA  No.  90-11138T  (D.  Mass.) 

—  Filed  04/90 

—  Defendants'  motion  to  dismiss  granted  8/92 

—  No  appeal  taken 
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In  re  Adobe  Systems.  Inc.  Sec.  Litia. . 
No.  C-90-2453-SBA  (N.D.  Cal.) 

—  Filed  05/90 

—  Defendants'  motion  for  summary  judgment  granted  3/92 

—  Ninth  Circuit  appeal  pending 

Steiner  v.  Tektronix  Inc.. 
NO.  90-587-JO  (D.  Or.) 

—  Filed  06/90 

—  Defendants'  motion  for  summary  judgment  granted  8/92 

—  No  appeal  taken 

In  re  URCARCO  Sec.  Litia.. 

Civ.  Action  No.  CA  3-90-1737-P  (N.D.  Tex.) 

—  Filed  07/90 

—  Defendants'  motion  to  dismiss  granted  5/93 

—  Fifth  Circuit  appeal  pending 

Minichino  v.  Verifone.  Inc.. 

Civ.  No.  C-90-2705-VRW  (N.D.  Cal.) 

—  Filed  09/90 

—  Defendants'  motion  to  dismiss  granted  2/92 

—  Ninth  Circuit  appeal  pending 

In  re  Travelers  Corp.  Sec.  Litia.. 
H-90-842  (AHN)  (D.  Conn.) 

—  Filed  10/90 

—  Defendants'  motion  to  dismiss  granted  8/92 

—  Appeal  withdrawn 

In  re  Software  Toolworks.  Inc.  Sec.  Litia.. 
Master  File  No.  C-90-2906-FMS  (N.D.  Cal.) 

—  Filed  10/90 

—  Accountant  and  underwriter  defendants'  motion  for 
summary  judgment  granted  3/92 

—  Ninth  Circuit  appeal  pending 

Kowal  v.  MCI  Communications  Corp. . 
No.  90-7127  (D.D.C.) 

—  Filed  11/90 

—  Defendants'  motion  to  dismiss  granted  5/92 

—  D.C.  Circuit  appeal  pending 

In  re  USF&G  Corp.  Sec.  Litia.. 
Master  File  No.  B-90-02928  (D.  Md.) 

—  Filed  11/90 

—  Defendants'  motion  to  dismiss  granted  2/93 

—  Fourth  Circuit  appeal  pending 

In  re  Time  Warner.  Inc.  Sec.  Litia.. 

Master  File  No.  91  Civ.  4081  (MEL)  (S.D.N.Y.) 

—  Filed  06/91 

—  Defendants'  motion  to  dismiss  granted  5/92 

—  Second  Circuit  appeal  pending 
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In  re  Wells  Fargo  Sec.  Litia. . 

Master  File  No.  C-91-1944-VRW  (N.D.  Cal.) 

—  Filed  06/91 

—  Defendants'  motion  to  dismiss  granted  12/91 

—  Ninth  Circuit  appeal  pending 

Tapoana  and  Pommerenina  v.  Eaan. 
CA  No.  91-11873-8  (D.  Mass.) 

—  Filed  07/91 

—  Defendants'  motion  to  dismiss  granted  3/92 

—  No  appeal  taken 

Fecht  v.  The  Price  Company. 

Civ.  No.  92-497-B(BTM)  (S.D.  Cal.) 

—  Filed  04/92 

—  Defendants'  motion  to  dismiss  granted  3/93 

—  Ninth  Circuit  appeal  pending 

Rintel  v.  Wathen. 
No.  CV-92-3767-AAH  (CD.  Cal.) 
~  Filed  06/92 

—  Defendants'  motion  to  dismiss  granted  11/92 

—  Ninth  Circuit  appeal  pending 

Chang  v.  Moon. 

Civil  No.  92-733-MA  (D.  Or.) 

—  Filed  06/92 

—  Defendants'  motion  to  dismiss  granted  12/92 

—  No  appeal  taken 

In  re  Exabyte  Corp.  Sec.  Litig. . 
Civil  Action  No.  92-K-1896  (D.  Colo.) 

—  Filed  09/92 

—  Defendants'  motion  to  dismiss  granted  6/93 

—  No  appeal  taken 


/ 
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EXHIBIT  3 


In  re  DeLaurentiis  Entertainment  Group  Inc.  Sec.  Litia. . 
Master  File  No.  CV-88-01582-MRP(Bx)  (CD.  Cal.) 

TOTAL:     $12.972M 

(a)  directors  and  officers  $3.5M 
(D&O  insurance  carrier  paid) 

(b)  company  $-0- 

(c)  underwriters  $5.25M 
(Stipulation  of  Settlement  does 

not  disclose  whether  insurance 
carrier  paid) 

(d)  accountants  $950,000 
(Stipulation  of  Settlement  does 

not  disclose  whether  insurance 
carrier  paid) 

(e)  law  firm  and  outside  director  $3.272M 
(insurance  carrier  paid) 

Lee  v.  Steloff.  Civ.  No.  88-0081-FFF(GHKx)  (CD.  Cal.) 

TOTAL:     $1.7375M 

(a)  directors  and  officers  $425,000 

(b)  company  750,000  shares  of 

Heritage  common 
stock  at  $1.75 
per  share 

*    Stipulation  of  Settlement  does  not  disclose  which 

defendants  paid  or  whether  the  D&O  insurance  carrier 
paid. 


-  1  - 
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3.  Alvarado  Partners,  L.P.  v.  Mehta.  Civil  Action  No.  88-B-781 
(D.  Colo.) 

TOTAL:     $940,000 

(a)  director  and  officer  $40,000 

(b)  underwriter  $750,000 

(c)  accountant  $150,000 
(Stipulation  of  Settlement  does 

not  disclose  whether  insurance 
carrier  paid  underwriter  and 
accountant  settlements) 

*    Director  and  officer  defendant  to  pay  $30,000  over  two 
years  with  a  judicial  lien  for  right  to  payment  of  up 
to  an  additional  $110,000  in  the  event  defendant  sells 
certain  real  property.   This  amount  is  not  included  in 
the  total  settlement  figure. 

4.  Klein  v.  Kino.  Civ.  No.  C-88-3141-FMS  (N.D.  Cal.) 

TOTAL:     $11.65M 

(a)  directors  and  officers  $10. 4M 
(D&O  insurance  carrier  paid) 

(b)  company  (Informix)  $-0- 

(c)  underwriters  $250,000 
(Stipulation  of  Settlement  does 

not  disclose  whether  insurance 
carrier  paid) 

(d)  company  (Altos)  and  outside  director         $1M 
(Stipulation  of  Settlement  does  not 

disclose  whether  D&O  insurance 
carrier  paid) 

5.  In  re  Genentech.  Inc.  Sec.  Litia. .  Master  File  No. 
C-88-4038-DLJ  (N.D.  Cal.) 

TOTAL:     $29M 

(a)  directors  and  officers  $29M 
(D&O  insurance  carrier  paid) 

(b)  company  $-0- 
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6.   First  Interstate  Bancorp  by  Lepow  Equities  v.  Pinola. 
No.  88-05732-WJR(Kx)  (CD.  Cal.)  (consolidated  with 
Globerson  v.  First  Interstate  Bancorp) 


TOTAL:     $9.2M 

(a)  directors  and  officers  $3.7M 
(D&O  insurance  carrier  paid) 

(b)  company  $5.5M 

7.  In  re  Wvse  Technology  Sec.  Litiq. .  Master  File  No. 
C-89-1818-WHO(EAI)  (N.D.  Cal.) 

TOTAL:     $15. 5M 

(a)  directors  and  officers  $15. 5M 
(D&O  insurance  carrier  paid) 

(b)  company  $-0- 

(c)  accountants  $-0- 
(voluntarily  dismissed) 

8.  Shields  v.  Thyqerson.  Civ.  No.  89-0126-JLI (M)  (S.D.  Cal.) 

TOTAL:     $13M 

(a)  directors  and  officers  $12. 5M 
(D&O  insurance  carrier  paid) 

(b)  company  $500,000 

9.  Kirschner  Brothers  Oil.  Inc.  v.  Fuller.  No.  CV-89-0800- 
SVW(Ex)  (CD.  Cal.) 

TOTAL:     $3.25M 

(a)  directors  and  officers  $1.38M 
(D&O  insurance  carrier  paid) 

(b)  underwriters  $1.87M 
(Stipulation  of  Settlement  does 

not  disclose  whether  insurance 
carrier  paid) 

(c)  accountants  $-0- 
(voluntarily  dismissed) 
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10.  Alfus  v.  Pvra»id  Technology  Corp..  civ.  No.  89-20184-RFP 
(N.O.  Cal.) 

TOTAL:     $3.25M 

(a)  directors  and  officers  $2.45M 
(D&O  insurance  carrier  paid) 

(b)  company  $800,000 

11.  Moraanstein  v.  Esber.  Civ.  No.  89-3614-AWT(GHKx)  (CD.  Cal.) 

TOTAL:     $10. 8M 

(a)  directors  and  officers  $10. 8N 
(D&O  insurance  carrier  paid) 

(b)  company  $-0- 

12.  Shields  v.  Traditional  Industries.  Inc..  Civ.  No.  89-4804- 
WJR(Kx)  (CD.  Cal.) 

TOTAL:     $1.4M 

(a)  directors  and  officers  $1.4M 
(D&O  insurance  carrier  paid) 

(b)  company  $-0- 

13.  American  Southwest  Mortgage  Sec.  Litia. .  CIV.  89-462-TUC-RMB 
(D.  Ariz.) 

TOTAL:     $5.2M 

(a)  directors,  officers  and  company  $200,000 
(Stipulation  of  Settlement  does 

not  disclose  which  defendants  paid 
or  whether  D&O  insurance  carrier 
paid) 

(b)  underwriters  $5M 
(Stipulation  of  Settlement  does 

not  disclose  whether  insurance 
carrier  paid) 

14.  In  re  Ointex  Sec.  Lit ig. .  Master  File  No.  CV-89-6182-R 
(CD.  Cal.) 

TOTAL:     $4M 

(a)  directors  and  officers  $4M 
(D&O  insurance  carrier  paid) 

(b)  company  $-0- 
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15.   In  re  Great  American  Bank.  SSB.  Securities/Derivative 
Litia. .  Civil  Mo.  89-1571-M(M)  (S.D.  Cal.) 


TOTAL: 


(a)  directors  and  officers 

(D&O  insurance  carriers  paid) 

(b)  company 

(c)  underwriters 

(Stipulation  of  Settlement  does 
not  disclose  whether  insurance 
carrier  paid) 


$14.55M 
*$13.75M 

$-0- 
$800,000 


16.  Globerson  v.  First  Interstate  Bancorp.  Civ.  No.  89-7187- 
WJR(Kx)  (CD.  Cal.)  (consolidated  with  First  Interstate 
Bancorp  bv  Lepow  Equities  v.  Pinolal 

See  number  6. 

17.  Cvtrvn  v.  Cook.  No.  C-89-0222-SC  (N.D.  Cal.) 

TOTAL: 
(a) 


directors  and  officers 

(D&O  insurance  carrier  paid) 


(b)   company 


$19. 5M 
$11.25M 

$8.25M 


18.   In  re  L.A.  Gear  Inc.  Sec.  Litia..  Master  File  No.  90-2832- 
KN(Bx)  (CD.  Cal.) 


TOTAL: 


(a)  directors  and  officers 

(D&O  insurance  carriers  paid) 

(b)  company 


(c)   accountants 

(voluntarily  dismissed) 


$16.7675M  cash 

plus  742,187  shares 
of  L.A.  Gear  stock 
at  $11.50  per  share 

$14.155M 


$2,612,500  cash 
plus  742,187  shares 
of  L.A.  Gear  stock 
at  $11.50  per  share 


$-0- 
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19.  In  re  Digital  Sound  Corp.  Sec.  Lit la. .  CV-90-3533-MRP(Bx) 
(CD.  Cal.) 

TOTAL:     $3M 

(a)  directors  and  officers  $-0- 

(b)  company  $3M 

20.  In  re  Cetus  Corp.  Sec.  Litia. .  No.  C-90-2042 (A) -EFL 
(N.D.  Cal.) 

TOTAL:     $12M 

(a)  directors  and  officers  $3M 
(D&O  insurance  carrier  paid) 

(b)  company  $9M 

21.  In  re  Businessland  Sec.  Litia..  No.  C-90-20476-RFP 
(N.D.  Cal.) 

TOTAL:     $6M 

(a)  directors  and  officers  $-0- 

(b)  company  $2M  cash  plus  2 

million  shares 
of  Businessland 
common  stock  at 
$2.00  per  share 

22.  Tave  v.  Stein.  No.  90-20513-RFP  (N.D.  Cal.) 

TOTAL:     $2.7M 

(a)  directors  and  officers  $1.925M 
(D&O  insurance  carrier  paid) 

(b)  company  $775,000 

23.  He  in  v.  Bonne  v.  SACV-90-651-JSL(RWRx)  (CD.  Cal.) 

TOTAL:     $653,000 

(a)  directors  and  officers  $653,000 

(b)  company  $-0- 
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24, 


25, 


In  re  L.A.  Gear  Sec.  Litia.  II.  Master  File  No.  CV-91-0400- 
KN(Bx)  (CD.  Cal.) 


(a) 
(b) 


TOTAL: 


directors  and  officers 

(D&O  insurance  carriers  paid) 

company 


$16.7675M  cash 
plus  742,187  shares 
of  L.A.  Gear  stock 
at  $11.50  per  share 

$14.155M 


$2,612,500  cash 
plus  742,187  shares 
of  L.A.  Gear  stock 
at  $11.50  per  share 


In  re  L.A.  Gear  Sec.  Litia.  III.  Master  File  No.  CV-91-4039- 
KN(Bx)  (CD.  Cal.) 

TOTAL:     $1.765M  cash 
plus  70,000 
shares  of  L.A. 
Gear  common 
stock  at  $11.50 
per  share 

$1.49M 


(a)  directors  and  officers 
(D&O  insurance  carrier  paid) 

(b)  company 


$275,000  cash 
plus  70,000 
shares  of  L.A. 
Gear  common 
stock  at  $11.50 
per  share 

26.   Nachreiner  v.  Mabon.  No.  CV-91-4014-TJH(Ex)  (CD.  Cal.) 

TOTAL:     $2.3M 

(a)  directors  and  officers  $-0- 

(b)  company  $2.3M 

(c)  underwriter  $-0- 
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27.  Wlnfield  v.  Lazos.  Civil  No.  91-1358-B(M)  (S.D.  Cal.) 

TOTAL:     $3.45M 

(a)  directors  and  officers  $2.65M 
(D&O  insurance  carrier  paid) 

(b)  company  $800,000  worth 

of  Medical 
Imaging  of 
America  common 
stock 

28.  In  re  Autodesk.  Inc.  Sec.  Litia..  Master  File  No.  C-92-0553- 
SAW(JSB)  (N.D.  Cal.) 

TOTAL:     $5M 

(a)  directors  and  officers  $-0- 

(b)  company  $5M 

29.  In  re  Epitope.  Inc.  Sec.  Litia..  Master  File  No.  92-759-RE 
(D.  Or.) 

TOTAL:     $2.05M 

(a)  directors  and  officers  $550,000 
(D&O  insurance  carrier  paid) 

(b)  company  $1.5M 

30.  Mirochnick  v.  Glaskv.  Civ.  No.  86-6145-JMI (Px)  (CD.  Cal.) 

TOTAL:     $3.9M 

(a)  directors  and  officers  $2.9M 
(D&O  insurance  carrier  paid) 

(b)  company  $1M 

31.  Cooper  v.  Hwang.  No.  C-86-20146-WAI  (N.D.  Cal.) 

TOTAL:     $1.8M 

(a)  directors  and  officers  $400,000 
(D&O  insurance  carrier  paid) 

(b)  company  $1.1M 

(c)  underwriters  $300,000 
(Stipulation  of  Settlement  does 

not  disclose  whether  insurance 
carrier  paid) 
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32.  Weinberger  v.  Jackson.  Civ.  No.  C-89-2301-CAL 

TOTAL:     $5M 

(a)  directors  and  officers  $3.72M* 
(D&O  insurance  carrier  paid) 

(b)  company  $1.28M 

(c)  underwriters  $-0- 

*    Amount  paid  from  $1M  of  $3.72M  was  dependent  upon  the 
number  of  shares  claiming  against  the  settlement  fund. 

33.  Weinberger  v.  Banqerter,  No.  CV-85-6716-TJH(Tx)  (CD.  Cal.) 

TOTAL:     $175,000 

(a)  directors  and  officers  $-0- 

(b)  company  $-0- 

(c)  underwriters  $100,000 
(Stipulation  of  Settlement  does 

not  disclose  whether  insurance 
carrier  paid) 

(d)  accountant  $75,000 
(Stipulation  of  Settlement  does 

not  disclose  whether  insurance 
carrier  paid) 

34.  In  re  Daisy  Systems  Sec.  Litig. .  Master  File  No.  C86- 
20127 (A)-SW  (N.D.  Cal.) 

TOTAL:     $13,560,471.11 

(a)  directors  and  officers  $13,560,471.11 
(D&O  insurance  carrier  paid) 

(b)  company  $-0- 
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35.   Feldman  v.  Glaze.  Civ.  No.  C-87-20723-WAI  (N.D.  Cal.) 

TOTAL:     $4.224M 
$750,000 


(a) 
(b) 


directors  and  officers 

(D&O  insurance  carrier  paid) 

company 


(c) 


underwriters 

(Stipulation  of  Settlement  does 
not  disclose  whether  insurance 
carrier  paid) 


950,000 
warrants 
exercisable  for 
stock  at  $7.50 
per  share 

$250,000 


36.   Weinberger  v.  Schroeder.  Civ.  No.  84-20757-WAI  (N.D.  Cal.) 

TOTAL:     $6.75M  plus 
1  million 
shares  of  Priam 
common  stock 


(a)  directors  and  officers 

(D&O  insurance  carrier  paid) 

(b)  company 


(c)   underwriters 

(Stipulation  of  Settlement  does 
not  disclose  whether  insurance 
carrier  paid) 


$6M 


1  million  shares 
of  Priam  common 
stock 


$750,000 


37.   In  re  Seagate  Technology  Sec.  Litig. .  Master  File  No.  C-84- 
20756 (A) -WAI  (N.D.  Cal.) 


TOTAL: 


(a)  directors  and  officers 

(D&O  insurance  carrier  paid) 

(b)  company 


$9.3M 
$5.39M 

$3.91M 


-  10  - 
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38.   In  re  Washington  Public  Power  Supply  System  Sec.  Litiq. .  MDL 


No.  551  (D.  Ariz.) 


39 


TOTAL: 


(a)  directors 

(D&O  insurance  carrier  paid) 

(b)  underwriters 

(c)  accountant 

(Stipulation  of  Settlement  does 
not  disclose  whether  insurance 
carrier  paid) 

(d)  engineer  firm  defendants 
($14,833,333.33  paid  by  defendants; 
$7,166,666.67  paid  by  insurance 
carrier) 

(e)  professional  defendants 
($1.75M  paid  by  defendants; 
$26M  paid  by  insurance  carriers) 

(f)  public  utilities 
(insurance  carriers  paid  some) 

(g)  investment  banker/ financial  advisor 
(Stipulation  of  Settlement  does 
not  disclose  whether  insurance 
carrier  paid) 

(h)   interest  earned  on  settlements 


In  re  Nucorp  Sec.  Litiq. .  MDL  No.  514  (S.D. 

TOTAL: 

(a)  directors  and  officers 

(D&O  insurance  carrier  paid) 

(b)  underwriters 

(Stipulation  of  Settlement  does 
not  disclose  whether  insurance 
carrier  paid) 

(c)  accountants 

(d)  bank 


$900M 
(estimate 
including 
interest) 

$32M 


$92M 
$6.5M 


$22M 


$27.75M 


$483M  -  $489M 
(estimate) 

$20M 


$210M 
(estimate) 

Cal.) 

$54M 

$41M 

$13M 


$-0- 
$-0- 
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40.   In  re  Amdahl  Sec.  Litia. .  Master  File  No.  C-92-20609-JW(EAI) 
(N.D.  Cal.) 


TOTAL: 


(a)  directors  and  officers 

(D&O  insurance  carrier  paid) 

(b)  company 


$13M 
$6.5M 

$6.5M 


41.   In  re  American  Continental  Corporation/Lincoln  Savings  & 
Loan  Sec.  Litia. .  MDL  Docket  No.  834  (D.  Ariz.) 


(a) 

(b) 
(c) 


(d) 
(e) 

(f) 


(g) 

<h) 
(i) 

(J) 

* 


TOTAL: 


directors  and  officers 

(D&O  insurance  carrier  paid) 

company 

accountants 

(Stipulation  of  Settlement  does 
not  disclose  whether  insurance 
carriers  paid) 

investment  banker/underwriter 

investment  banker /underwriter 
related  individual  defendant 

law  firms 

(insurance  carriers  paid  at  least 
$31.65M  of  $55.65M;  the  Stipulation 
of  Settlement  for  the  law  firm 
defendant  who  paid  the  remaining 
$24M  of  the  $55.65M  total  does  not 
disclose  whether  the  insurance 
carrier  paid) 

appraisers 

(insurance  carrier  paid) 

straw  parties 

(insurance  carrier  paid  $1M) 

individual  defendants 
(non-officer/non-director) 

corporate  defendant 


$232. 2M 
(estimate) 

$4,927,462 


$-0- 
$85.85M 

$30. 2M 

$55M 
(estimate) 

$55.65M 


$500,000 
$2.35M 
$90,000 
$593,960 


Settlements  pending  with  accountant,  bank,  individual 
and  underwriter  defendants. 
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42 


In  re  M.D.C.  Holdings  Sec.  Litio. .  Master  File  No. 
CV-89-0090-E(M)  (S.D.  Cal.) 


TOTAL: 


(a)  directors  and  officers 

(D&O  insurance  carrier  paid) 

(b)  company 

(c)  accountants 

(Stipulation  of  Settlement  does 
not  disclose  whether  insurance 
carrier  paid) 

(d)  investment  banker/underwriter 


$45. 6M 
(estimate) 

$12. 5M 


$4.1M 
$7M 


$22M 
(estimate) 


43 


*    Settlement  pending  with  investment  banker/underwriter 
related  individual  defendant. 

In  re  Consolidated  Columbia  Savings  &  Loan  Actions.  Master 
File  No.  89-6538-SVW(Ex)  (CD.  Cal.) 


TOTAL: 


(a)  directors  and  officers 
(defendants  paid  $500,000;  D&O 
insurance  carrier  paid 
$3,167,879.78) 

(b)  company 

(c)  accountants 

(Stipulation  of  Settlement  does 
not  disclose  whether  insurance 
carrier  paid) 

(d)  investment  banker/underwriter 


(e)   investment  banker /underwriter 
related  individual  defendants 


$44,167,879.78 
(estimate) 

$3,667,879.78 


$-0- 
$10M 


$30M 
(estimate) 

$500,000 


Settlement  pending  with  investment  banker/ underwriter 
related  individual  defendant. 
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44.  In  re  Security  America  Corporation  Sec.  Litia. .  81  C  3910 
(N.D.  111.) 

TOTAL:     $2.01M 

(a)  directors  and  officers  $-0- 

(b)  company  $2.01M 
(insurance  carrier  paid) 

45.  Vialiotti  v.  Dean  Witter  Reynolds.  85  Civ.  3928  (S.D.N.Y.) 

TOTAL:     $1.25M 

(a)  directors  and  officers  $-0- 

(b)  company  $1.25M 
(Stipulation  of  Settlement  does 

not  disclose  whether  insurance 
carrier  paid) 

46.  In  re  Endo-Lase  Sec.  Litia..  86  Civ.  100  (ERK)  (E.D.N.Y.) 

TOTAL:     $2.25M 

(a)  directors  and  officers  $25,000 

(b)  company  $175,000 

(c)  accountants  $2.05M 
(Stipulation  of  Settlement  does 

not  disclose  whether  insurance 
carrier  paid) 

47.  In  re  Frank  B.  Hall  Sec.  Litia..  86  Civ.  2698  (CLB) 
(S.D.N.Y.) 

TOTAL:     $13.25M 

(a)  directors  and  officers  $13.25M 
(D&O  insurance  carrier  paid) 

(b)  company  $-0- 

48.  Adair  v.  Barrv  Wright  Inc..  CA  No.  88-238  S-H  (D.  Mass.) 

TOTAL:     $500,000 

(a)  directors  and  officers  $500,000 
(Stipulation  of  Settlement  does 

not  disclose  whether  insurance 
carrier  paid) 

(b)  company  $-0- 
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49.  Hauman  v.  Illinois  Power  Co.  .  Civ.  No.  89-1130  (CD.  111.) 

TOTAL:     $11M 

(a)  directors  and  officers  $-0- 

(b)  company  $11M 
(Stipulation  of  Settlement  does 

not  disclose  whether  insurance 
carrier  paid) 

50.  Kleinman  v.  J.D.  Harris.  CA  3-89-1869-T  (N.D.  Tex.) 

TOTAL:     $1.17M 

(a)  directors  and  officers  $1.17M 
(D&O  insurance  carrier  paid 

$1.15M) 

(b)  company  $-0- 

51.  In  re  Sea  Containers  Ltd.  Sec.  Litia. .  Consol.  Civ.  No.  89- 
0930  (JGP)  (D.D.C.) 

TOTAL:     $1.375M 

(a)  directors  and  officers  $-0- 

(b)  company  $1.375M 
(Stipulation  of  Settlement  does 

not  disclose  whether  insurance 
carrier  paid) 

(c)  underwriters  $-0- 

52.  Casson  v.  Phoenix  Tech.  Ltd. .  Master  File  No.  89-1583-N  (D. 
Mass. ) 

TOTAL:     $775,000 

(a)  directors  and  officers  $-0- 

(b)  company  $775,000 
(Stipulation  of  Settlement  does 

not  disclose  whether  insurance 
carrier  paid) 
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53.  In  re  Lomas  Financial  Corp.  Sec.  Litia. .  Civil  Action  Mo.  CA 
3-89-1962-G  (N.D.  Tex.) 

TOTAL:     $18.7M 

(a)  directors  and  officers  $-0- 

(b)  company  $18.7M 
(Stipulation  of  Settlement  does 

not  disclose  whether  insurance 
carrier  paid) 

54.  Lonqo  v.  Smith  Corona  Corp. .  Consolidated  No.  B89-450 
(D.  Conn.) 

TOTAL:     $24M 

(a)  directors  and  officers  $11M 
(D&O  insurance  carrier  paid) 

(b)  company  $13M 
(insurance  carrier  paid  $8M) 

(c)  underwriters  $-0- 

55.  Decker  v.  Atherton.  Civil  Action  No.  89-4345  (SSB)  (D.N.J.) 

TOTAL:     $2.25M 

(a)  directors  and  officers  $375,000 
(Stipulation  of  Settlement  does 

not  disclose  whether  insurance 
carrier  paid) 

(b)  company  $1.85M 
(insurance  carrier  paid  some) 

56.  In  re  The  One  Bancorp  Sec.  Litiq. .  Master  File  Civ.  No.  89- 
0315  P  (D.  Mass.) 

TOTAL:     $3.625M 

(a)  directors  and  officers  $-0- 

(b)  company  $2.7M 
(insurance  carrier  paid  some) 

(c)  accountants  $925,000 
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57 •   In  re  Prime  Motor  Inna  Shareholders  Litia. .  Master  File  No. 
90-87  (DRD)  (D.M.J.) 

TOTAL:     $21. 6M 

(a)  directors  and  officers  $13M 
(D&O  insurance  carrier  paid) 

(b)  company  $-0- 

(c)  accountants  $8.6M 
(Stipulation  of  Settlement  does 

not  disclose  whether  insurance 
carrier  paid) 

58.  Ward  &  Dvke  v.  Wellman.  Inc..  Civ.  No.  90-376  (JCL)  (D.N.J.) 

TOTAL:     $3.76M 

(a)  directors  and  officers  $3.76M 
(D&O  insurance  carrier  paid) 

(b)  company  $-o- 

59.  In  re  Jan  Bell  Mktg.  Sec.  Litia. .  90-6183-Civ.  (S.D.  Fla.) 

TOTAL:     $1.1M  cash  plus 
$3.1M  warrants 

(a)  directors  and  officers  $-0- 

(b)  company  $1.1M  plus 

$3.1M  in 
warrants 

60 •   In  re  C.R.  Bard.  Inc.  Sec.  Litia..  Master  File  No.  90-948 
(AMW)  (D.N.J.) 

TOTAL:     $18. 1M 

(a)  directors  and  officers  $-0- 

(b)  company  $18. 1M 
(insurance  carrier  paid  $9.05M) 

61-   Steiner  v.  Shawmut  Nat.  Corp..  CA  No.  H-90-253  (AHN) 
(D.  Conn.) 

TOTAL:     $4.95M  in 
warrants 

(a)  directors  and  officers  $-0- 

(b)  company  $4.95M  in 

warrants 
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62 


64 


65, 


In  re  Gateway  Financial  Corp.  Sec.  Litia..  Civil  Action  No. 
1390-164  (FGP)  (D.  Conn.) 


TOTAL: 


(a) 
(b) 


directors  and  officers 


company 

(Stipulation  of  Settlement  does 
not  disclose  whether  insurance 
carrier  paid) 


$2.35M 

$-0- 

$2.35M 


63.   In  re  Fairfield  Comm. 


No. 


(a) 
(b) 


.  Inc.  Sec.  Litia. .  Consolidated  Case 
LR-C-90-464  (E.D.  Ark.) 

TOTAL:  $950,000  plus 
52,941  shares 
of  FCI  common 
stock 

$950,000 


directors  and  officers 

(D&O  insurance  carrier  paid) 

company 


$52,941  shares 
of  FCI  common 
stock 


Mver  v.  Millicom  Inc..  91  Civ.  0935  (S.D.N.Y.) 

TOTAL:     $990,000 

(a)  directors  and  officers  $-0- 

(b)  company  $990,000 

In  re  York  Research  Corp.  Sec.  Litia..  Master  File  No.  91 
Civ.  5040  (S.D.N.Y.) 


TOTAL: 


(a)  directors  and  officers 

(b)  company 

(Stipulation  of  Settlement  does 
not  disclose  whether  insurance 
carrier  paid) 


$500,000  plus 
600,000  York 
warrants 

$-0- 

$500,000  plus 
600,000  York 
warrants 
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66.   In  re  Alert  Ineoaa  Partners  Security  Litia. .  Master  Doc.  No. 
92-Z-91-9150  (D.  Colo.) 


(a)  directors  and  officers 
(Stipulation  of  Settlement 
does  not  disclose  whether 
insurance  carrier  paid) 

(b)  company 


(c)   accountants 

(Stipulation  of  Sett  latent 
does  not  disclose  whether 
insurance  carrier  paid) 


TOTAL:     $47.65M  plus 

$14.3M  worth  of 
New  Common 
Stock  in 
Reorganized 
Alert  and 
594,000 
warrants  to 
acquire  New 
Common  Stock 

$22,711 


Issued  New 
Common  Stock 
and  594,000 
warrants 


$24. 5M 


NU>SL\0S-ex3.ny 
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EXHIBIT  4 


1.  In  re  Wickes  Cos.  Sec.  Litia. .  Master  File  No.  CV-88-6142- 
WPG  (CD.  Cal.) 

TOTAL:     $3.85M 

(a)  directors  and  officers  $  * 

(b)  company  $  * 

*  Stipulation  of  Settlement  does  not  disclose  which 
defendants  paid  or  whether  D&O  insurance  carrier  paid. 

2.  In  re  DCA  Sec.  Litia..  Master  File  No.  1:89-CV-2195-RCF 
(N.D.  Ga.) 

TOTAL:     $6.25M 

(a)  directors  and  officers  $  * 
(D&O  insurance  carrier  paid  some) 

(b)  company  $  * 

*  Stipulation  of  Settlement  does  not  disclose  the 
breakdown  of  how  much  the  D&O  insurance  carrier  paid 
and  how  much  the  company  paid. 

3.  In  re  National  Education  Corp.  Sec.  Litia. .  Master  File  No. 
SACV-89-405-AHS(RWRx)  (CD.  Cal.) 

TOTAL:     $11.85M 

(a)  directors  and  officers  $  * 
(D&O  insurance  carrier  paid  some) 

(b)  company  $  * 

*  Stipulation  of  Settlement  does  not  disclose  the 
breakdown  of  how  much  the  D&O  insurance  carrier  paid 
and  how  much  the  company  paid. 
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4.  Bov  v.  Asset  Investors  Corp..  Civ.  No.  89-13 54-B(M) 
(S.O.  Cal.) 

TOTAL:  S1.3M 

(a)  directors  and  officers  $  * 

(b)  company  $  * 

(c)  underwriters  $  * 

*  Stipulation  of  Settlement  does  not  disclose  how  much 
each  defendant  paid  or  whether  D&O  insurance  carrier 
paid. 

5.  In  re  Rohr  Shareholder  &  Sec.  Litia. .  Master  File  No. 
CV-89-1699-IEG(BTM)  (S.D,  Cal.) 

TOTAL:     $3,565,818.27 

(a)  directors  and  officers  $  * 
(D&O  insurance  carrier  paid  some) 

(b)  company  $  * 

*  Stipulation  of  Settlement  does  not  disclose  the 
breakdown  of  how  much  the  D&O  insurance  carrier  paid 
and  how  much  the  company  paid. 

6.  Perkins  v.  Preletz.  Civ.  No.  90-20026-WAI  (N.D.  Cal.) 

TOTAL:     $1.9M 

(a)  directors  and  officers  $  * 

(b)  company  $  * 

*  Stipulation  of  Settlement  does  not  disclose  which 
defendants  paid  or  whether  D&O  insurance  carrier  paid. 

7.  In  re  Saatchi  &  Saatchi  Sec.  Litia..  Master  File  No. 
90-0669-RMT(Ex)  (CD.  Cal.) 

TOTAL:     $9.5M 

(a)  directors  and  officers  $  ** 

(b)  company  $  ** 

**   The  breakdown  of  defendants'  contributions  to  the 
settlement  fund  has  been  filed  under  seal  with  the 
court  pursuant  to  defendants'  request  and  therefore 
cannot  be  disclosed. 
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8.  In  re  Rvkoff -Sexton  Sec.  Litia. .  Master  File  No.  CV-90-0689- 
DT(Tx)  (CD.  Cal.) 

TOTAL:     $8.7M 

(a)  directors  and  officers  $  * 
(D&O  insurance  carrier  paid  some) 

(b)  company  $  * 

*  Stipulation  of  Settlement  does  not  disclose  the 
breakdown  of  how  much  the  D&O  insurance  carrier  paid 
and  how  much  the  company  paid. 

9.  In  re  Network  Equipment  Technologies  Sec.  Litia. .  No.  C-90- 
1138-DLJ  (N.D.  Cal.) 

TOTAL:     $21. 3M 

(a)  directors  and  officers  $  * 
(D&O  insurance  carrier  paid  some) 

(b)  company  1.5  million 

warrants  at 
$4.26  per 
warrant 

*  Stipulation  of  Settlement  does  not  disclose  the 
breakdown  of  how  much  the  D&O  insurance  carrier  paid 
and  how  much  the  company  paid  of  the  $15M  cash  part  of 
the  settlement. 

10.  Daniels  v.  PLM  International.  Inc..  Civ.  No.  C-90-2748-EFt. 
(N.D.  Cal.) 

TOTAL:     $15.3875M 

(a)  directors  and  officers  $  ** 
(D&O  insurance  carrier  paid) 

(b)  company  (PLM)  $  ** 

(c)  underwriters  $  ** 

(d)  company  ( Trans ico)  $  ** 

(e)  officers  (Transico)  $  ** 
(D&O  insurance  carrier  paid) 

**   The  breakdown  of  certain  of  the  defendants '  contribu- 
tions to  the  settlement  fund  has  been  filed  under  seal 
with  the  court  pursuant  to  certain  defendants'  request 
and  therefore  cannot  be  disclosed. 
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11.  In  re  AT&E  Corp.  Sec.  Litia. .  No.  C-90-3265-CAL  (N.D.  Cal.) 

TOTAL:     $2M 

(a)  directors  and  officers  $  * 

(b)  company  $  * 

*  Stipulation  of  Settlement  does  not  disclose  which 
defendants  paid  or  whether  D&O  insurance  carrier  paid. 

12.  Lazar  v.  Gurevitch.  No.  90-6345-ER(Bx)  (CD.  Cal.) 

TOTAL:     $3M 

(a)  directors  and  officers  $  * 
(D&O  insurance  carrier  paid 

some  of  $1.99M) 

(b)  company  $  *  plus  $1M 

of  New  Image 
Industries 
common  stock 

(c)  underwriter  $  * 

(d)  accountant  $10,000 

*  Stipulation  of  Settlement  does  not  disclose  the 
breakdown  of  how  much  the  D&O  insurance  carrier  paid 
and  how  much  the  company  or  the  underwriter  paid  of 
$1.99M  cash. 

13.  Berlev  v.  Scullev.  No.  C-91-20270-JW(PVT)  (N.D.  Cal.) 

TOTAL:     $3.8M 

(a)  directors  and  officers  $  ** 

(b)  company  $  ** 

**   The  breakdown  of  defendants'  contributions  to  the 
settlement  fund  has  been  filed  under  seal  with  the 
court  pursuant  to  defendants'  request  and  therefore 
cannot  be  disclosed. 
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14.  In  re  Falcon  Cable  Sec.  Litig..  Civ.  No.  91-2944-TJH(GHKx) 
(CD.  Cal.) 

TOTAL:     $1.7M 

(a)  directors  and  officers  $  * 
(D&O  insurance  carrier  paid  some) 

(b)  company  $  * 

*  Stipulation  of  Settlement  does  not  disclose  the 
breakdown  of  how  much  the  D&O  insurance  carrier  paid 
and  how  much  the  company  paid. 

15.  In  re  Synoptics  Sec.  Litig. .  No.  C-91-20429-WAI (EAI) 
(N.D.  Cal.) 

TOTAL:     $4.5M 

(a)  directors  and  officers  $  * 
(D&O  insurance  carrier  paid  some) 

(b)  company  $  * 

*  Stipulation  of  Settlement  does  not  disclose  the 
breakdown  of  how  much  the  D&O  insurance  carrier  paid 
and  how  much  the  company  paid. 

16.  In  re  XOMA  Corp.  Sec  Litig..  No.  C-91-2252-TEH  (N.D.  Cal.) 

TOTAL:     $6M 

(a)  directors  and  officers  $  * 
(D&O  insurance  carrier  paid  some) 

(b)  company  $  *  plus  $3M  in 

freely 
tradeable 
Xoma  warrants 

(c)  underwriters  $  * 

*  Stipulation  of  Settlement  does  not  disclose  the 
breakdown  of  how  much  the  D&O  insurance  carrier  paid 
and  how  much  the  company  or  the  underwriters  paid  of 
the  $3M  cash  part  of  the  settlement. 
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17.  In  re  Kavoro  Corporation  Shareholder  Lltia. .  Master  File  No. 
84-2091  N(M)  (S.D.  Cal.) 

TOTAL:     $9.95M 

(a)  directors  and  officers  $9.25M 
(D&O  insurance  carrier  paid) 

(b)  accountant  $  ** 

(c)  underwriter  $  ** 

**   The  breakdown  of  accountant  and  underwriter  defendants' 
contributions  to  the  settlement  fund  has  been  filed 
under  seal  with  the  court  pursuant  to  defendants' 
request  and  therefore  cannot  be  disclosed. 

18.  Knapp  v.  Gomez.  Civ.  Mo.  87-0067-H(M)  (S.D.  Cal.) 

TOTAL:  $6.453M 

(a)  officers  $-0- 

(b)  outside  directors  $  ** 

(c)  underwriters  $  ** 

(d)  venture  capitalists  $  ** 

(e)  lawyers  $  *« 
(insurance  carrier  paid) 

Total:     $1.953M 

(f)  accountants  and  two  officers/  $4.5M  jury 
directors                            verdict  in 

favor  of 
plaintiffs 

**   The  breakdown  of  defendants'  contributions  to  the 

settlement  fund  are  not  disclosed  in  the  Stipulation  of 
Settlement  pursuant  to  defendants'  request  and 
therefore  cannot  be  disclosed. 


-  6  - 


/ 


532 

19.  Lerner  v.  Haimsohn.  Civil  Action  No.  87-N-182 

TOTAL:  $9.125M 

(a)  directors  and  officers  $  * 

(b)  company  $  * 

(c)  accountant  $  * 

(d)  underwriters  $  * 

*    Stipulation  of  Settlement  does  not  disclose  the 

breakdown  of  how  much  each  defendant  paid  or  whether 
insurance  carrier  paid. 

20.  In  re  Beverly  Hills  Savings  and  Loan  Association  Sec. 
Litio.  .  Master  File  No.  CV-85-3157-RMT(Tx)  (CD.  Cal.) 

TOTAL:     $10,164,344 

(a)  directors  and  officers  $3,964,007 
(D&O  insurance  carrier  paid) 

(b)  accountant  $  * 

(c)  underwriter 


Total  (b)  and  (c)    $5M 

*    Stipulation  of  Settlement  does  not  disclose  the 

breakdown  of  how  much  the  accountants  paid  and  how  much 
the  underwriters  paid  of  the  $5M  or  whether  their 
insurance  carriers  paid. 

(d)  investment  banker/underwriter  $121,724 
(Stipulation  of  Settlement  does 

not  disclose  whether  insurance 
carrier  paid) 

(e)  individual  defendant  (non-officer/      $62  5,000 
non-director) 

(Stipulation  of  Settlement  does 
not  disclose  whether  insurance 
carrier  paid) 

(f)  law  firm  $68,945 
(Stipulation  of  Settlement  does 

not  disclose  whether  insurance 
carrier  paid) 

(g)  real  estate  appraisal  company  $366,666 
(Stipulation  of  Settlement  does 

not  disclose  whether  insurance 
carrier  paid) 
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21.   In  re  Apple  Computer  Sec.  Litia. .  Master  File  No.  C-84- 
20148 (a) -JW  (N.O.  Cal.) 


23 


TOTAL: 


(a) 

(b) 
** 


directors  and  officers 

(D&O  insurance  carrier  paid  some) 

company 


$16M 
$  ** 

$  ** 


The  breakdown  of  defendants'  contributions  to  the 
settlement  fund  has  been  filed  under  seal  with  the 
court  pursuant  to  defendants'  request  and  therefore 
cannot  be  disclosed. 


22.   In  re  Verbatim  Sec.  Litia. .  Civ.  No.  C-84-20164 (A) -SW 


(N.D 

.  Cal.) 

TOTAL: 

$4,311 

(a) 

directors  and  officers 

$  * 

(b) 

company 

$  * 

* 

Stipulation  of  Settlement  does  not  disclose  which 
defendants  paid  or  whether  D&O  insurance  carrier  paid. 

In  re  Software  Toolworks.  Inc.  Sec.  Litia.. 

Master  File  No. 

C-90 

-2906-FMS  (N.D.  Cal.) 

TOTAL: 

$20,999,998 

(a) 

directors  and  officers 

(D&O  insurance  carrier  paid  some) 

$  * 

(b) 

company 

$  *  plus 
3,166,666 
shares  of 
Software 
Toolworks 
common  stock  at 
$3.00  per  share 

Total  (a)  and  (b) 

$15,999,998 

(c) 

selling  shareholders 
(officers  and  directors  who 
sold  stock  during  the  offering) 

$5M 

(d) 

accountants 

$-0- 

(e) 

underwriters 

$-0- 
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24, 


25, 


In  re  Financial  News  Network.  Inc.  Sec.  Litia. .  Master  File 
No.  CV-90-5316-HLH(Ex)  (CD.  Cal.) 


$2.97M 
$-0- 

$750,000 
$  * 

$_*_ 

$998,278 

1,229,507 
shares  of 
freely 
tradeable 
Data 

Broadcasting 
Corp.  common 
stock 

Case  still  pending  against  one  director  defendant. 

In  re  Baldwin  United  Corp.  Single  Premium  Deferred  Annuities 


TOTAL: 

(a)  directors  and  officers 

(b)  company  (FNN) 

(c)  accountant 

(Stipulation  of  Settlement  does 
not  disclose  whether  insurance 
carrier  paid) 

(d)  law  firm 

(Stipulation  of  Settlement  does 
not  disclose  whether  insurance 
carrier  paid) 

Total  (c)  and  (d) 

(e)  company  (Data  Broadcasting  Corp. ) 


Liticr..  83  Civ.  8688  (S.D.N.Y.) 

TOTAL: 

$5M 

(a)   directors  and  officers 

$  * 

(b)   company 

$_*. 

Total  (a)  and  (b) 

$2M 

Stipulation  of  Settlement  does  not  disclose  the 
breakdown  of  how  much  the  directors  and  officers  paid 
and  how  much  the  company  paid  of  the  $2M  or  whether 
their  insurance  carriers  paid. 


(c) 


underwriters 

(Stipulation  of  Settlement  does 
not  disclose  whether  insurance 
carrier  paid) 


$3M 
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26.  In  re  Crazv  Eddie  sec.  Litia. ,  87  Civ.  033  Con.  Action 
(E.D.N. Y.) 

TOTAL:  $42M 

(a)  directors  and  officers  $  * 

(b)  company  $  * 

(c)  underwriters  $  * 

(d)  accountants  $  * 

*  Stipulation  of  Settlement  does  not  disclose  the 
breakdown  of  how  much  each  defendant  paid  or  whether 
insurance  carrier  paid. 

27.  In  re  Participating  Development  Fund  86  Sec.  Litia. .  Civ. 
No.  H-89-335  (AHN)  (D.  Conn.) 

TOTAL:  $1M 

(a)  directors  and  officers  $  * 

(b)  company  $  * 

(c)  underwriters  $  * 

(d)  accountants  $  * 

*  Stipulation  of  Settlement  does  not  disclose  the 
breakdown  of  how  much  each  defendant  paid  or  whether 
insurance  carrier  paid. 

28.  Inslev  v.  Drexel  Burnham  Lambert  Group.  Inc.  and  Michael 
Milken.  Master  File  No.  89  Civ.  6028  (S.D.N.Y.) 

TOTAL:     $5M 

(a)  directors  and  officers  $  * 

(b)  company  $  * 

*  Stipulation  of  Settlement  does  not  disclose  the 
breakdown  of  how  much  each  defendant  paid  or  whether 
insurance  carrier  paid. 
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29.  In  re  VMS  Sec.  Litia. .  Consolidated  Case  No.  89  C  9448 
(N.D.  111.) 

TOTAL:    $60M  cash 
$38M  in 
non-cash  values 

(a)  directors  and  officers  $  * 

(b)  company  $19.56M 
(insurance  carrier  paid  $14. 7M)         $38M  in 

non-cash  values 

(c)  underwriters  $  * 

(d)  accountants  $  * 

30.  In  re  Tonka  Corp.  Sec.  Litia..  Civ.  No.  3-90-318  (D.  Minn.) 

TOTAL:  $3.5M 

(a)  directors  and  officers  $  * 

(b)  company  $  * 

(c)  underwriters  $  * 

*  Stipulation  of  Settlement  does  not  disclose  the 
breakdown  of  how  much  each  defendant  paid  or  whether 
insurance  carrier  paid. 

31.  Peck  v.  Cable  Applications,  Inc..  CV  90-3366  (ADS) 
(E.D.N.Y.) 

TOTAL:     $250,000 

(a)  directors  and  officers  $  * 

(b)  company  $  * 

*  Stipulation  of  Settlement  does  not  disclose  the 
breakdown  of  how  much  each  defendant  paid  or  whether 
insurance  carrier  paid. 
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32, 


In  re  Ames  Department  Stores  Inc.  Debenture  and  Note  Litio. . 
Civil  Action  No.  H-90-362-PCD  (D.  Conn.) 


TOTAL: 


(a) 
(b) 

(c) 
(d) 

* 


directors  and  officers 

(D&O  insurance  carrier  paid  some) 

company 


underwriters 
accountants 


$46. 7M  plus 
200,000  SRS  B 
warrants 

$  * 


$  *  plus 
200,000  SRS  B 
warrants 


$5.7M 
$-0- 


Stipulation  of  Settlement  does  not  disclose  the 
breakdown  of  how  much  the  D&O  insurance  carrier  paid 
and  how  much  the  company  paid  of  $41M  cash. 

33.   United  Apple  Sales  Inc.  Profit  Sharing  Trust  U/A  DTD  8/1/71, 
v.  Marriott  Corp. .  CA  No.  HM-92-2858  (D.  Md.) 

TOTAL:  Company  restructuring 
valued  between  $200M- 
$300M 


(a)  directors  and  officers 

(b)  company 


$  * 
$  * 


MUBSL\Q5-ex4 
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EXHIBIT  5 


In  r< 

Master  File  No.  90-87  (DRD)  (D.N.J.) 


In  re  Prime  Motor  Inns  Shareholders  Litig.. 


In  re  Symbol  Technologies  Sec.  Litia. . 

Master  File  No.  89-3735  (LDW)  (E.D.N.Y.) 

In  re  First  Executive  Corporation  Sec.  Litig. . 

Master  File  No.  CV-89-7135-DT(Kx)  (CD.  Cal.) 

Ward  v.  Wellman,  Inc. , 

Civil  Action  No.  90-376  (JCL)  (D.N.J.) 

Shields  v.  Smith. 

Civ.  No.  C-90-0349-FMS  (N.D.  Cal.) 

In  re  Rvkof f-Sexton  Sec.  Litig.. 

Master  File  No.  CV-90-0689-DT(Tx)  (CD.  Cal.) 

Becker  v.  Berardi. 

Civ.  No.  90-0267-B(M)  (S.D.  Cal.) 

In  re  Jan  Bell  Marketing  Sec.  Litig. . 
CA  No.  90-6183  (S.D.  Fla.) 

In  re  C.R.  Bard.  Inc.  Sec.  Litig.. 

Master  File  No.  90-948  (AMW)  (D.N.J.) 

In  re  General  Development  Corp.  Sec.  Litig. . 
Case  No.  90-069l-CIV-Marcus  (S.D.  Fla.) 

Steiner  v.  Shawmut  National  Corp. . 

Civil  Action  No.  H-90-253  (AHN)  (D.  Conn.) 

In  re  Oracle  Systems  Corp.  Sec.  Litig. , 

Master  File  No.  C-90-0931-VRW  (N.D.  Cal.) 

In  re  Network  Eguipment  Technologies  Sec.  Litig. . 
No.  C-90-1138-DLJ  (N.D.  Cal.) 

Sachs  v.  Tandem  Computers.  Inc.. 

No.  C-90-20187-WAI  (N.D.  Cal.) 

In  re  Digital  Microwave  Corp.  Sec.  Litig.. 

Master  File  No.  C-90-20241-RMW  (N.D.  Cal.) 

In  re  Adobe  Systems.  Inc.  Sec.  Litig.. 
No.  C-90-2453-SBA  (N.D.  Cal.) 

In  re  L.A.  Gear  Inc.  Sec.  Litig. . 

Master  File  No.  90-2832-KN(Bx)  (CD.  Cal.) 


-  1  - 


539 


In  re  Tonka  II  Sec.  Litiq. , 

Master  File  No.  Cv.  3-90-318  (D.  Minn.) 

In  re  HomeFed  Sec.  Litiq., 

Master  File  No.  90-799-T(M)  (S.D.  Cal.) 

Kassover  v.  Huta, 

Civ.  NO.  90-00848-IEG(M)  (S.D.  Cal.) 

Cooperman  v.  Crane, 

Civ.  No.  90-3  310-RJK(JRx)  (CD.  Cal.) 

Cooperman  v.  Fairfield  Communities.  Inc.. 
No.  IR-C-90-464  (E.D.  Ark.) 
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RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  DOMENICI 

FROM  MARC  E.  LACKRITZ 

Q.l.  Ninety-seven  percent  of  the  10(b)(5)  securities  class-action 
cases  are  settled  compared  to  sixty  percent  of  other  types  of  litiga- 
tion. If  many  of  the  10(b)(5)  class-action  cases  are  not  meritorious, 
why  do  securities  industry  members  settle  them? 

A.1.  The  United  States  Supreme  Court  in  the  case  of  Blue  Chip 
Stamps  v.  Manor  Drug  Stores  (1975)  421  U.S.  723  addressed  this 
problem  as  follows:  "[there]  has  been  widespread  recognition  that 
litigation  under  Rule  10(b)(5)  presents  a  danger  of  vexatiousness 
different  in  degree  and  in  kind  from  that  which  accompanies  litiga- 
tion in  general."  (This  appears  on  page  739.)  The  Court  went  on  to 
say  on  page  740  "[the]  very  pendency  of  the  lawsuit  may  frustrate 
or  delay  normal  business  activities  of  the  defendant  which  is  totally 
unrelated  to  the  lawsuit."  It  went  on  further  to  say,  "[even]  a  com- 
plaint which  by  objective  standards  may  have  very  little  chance  of 
success  at  trial  has  a  settlement  value  to  the  plaintiff  out  of  any 
proportion  to  its  prospect  for  success  at  trial  so  long  as  he  may  pre- 
vent the  suit  from  being  resolved  against  him  by  dismissal  or  sum- 
mary judgment." 

This  eloquently  points  out  why  meritless  10(b)(5)  claims  are  set- 
tled. In  addition  to  the  above,  because  of  the  complexity  of  a  case 
and  the  possibility  of  a  jury  completely  misunderstanding  even  a 
case  totally  lacking  in  merit,  there  is  always  the  possibility  of  a  dis- 
abling verdict  if  the  case  goes  to  trial.  The  legal  cost  of  a  prolonged, 
complex  case,  the  potential  disruption  to  normal  business  and  the 
possibility  of  a  crippling  verdict  all  are  incentives  for  settlement  of 
meritless  claims. 

Q.2a.  I  have  been  told  that  80  percent  of  the  cost  of  defending  a 
10(b)(5)  case  to  a  verdict  is  discovery  costs.  Do  you  agree  with  that 
statement?  If  so,  why  are  discovery  costs  so  expensive? 

A.2a.  We  do  not  agree  with  this  statement.  Discovery  costs  are  so 
expensive  because  the  time  to  find  and  produce  required  documents 
and  the  necessity  to  produce  officers  and  key  employees  for  deposi- 
tions and  the  attendant  legal  fees  for  defense  attorneys  to  do  all 
this,  add  up  to  a  very  expensive  cost  to  a  defendant. 

Q.2b.  If  you  do  not  agree,  what  is  the  experience  of  members  of 
your  organization  regarding  discovery  costs? 

A.2b.  The  experience  of  our  members  is  that  the  proportion  of  the 
discovery  cost  to  the  total  cost  of  litigation  depends  upon  whether 
or  not  the  case  is  settled.  If  a  case  is  settled,  discovery  costs  will 
be  the  greater  portion  of  the  total  cost.  If  a  case  goes  to  trial,  the 
cost  of  tne  trial  and  the  legal  fees  attendant  to  prolonged  litigation 
will  make  discovery  costs  a  lesser  percentage  of  the  total  cost. 

Q.3.  Testimony  was  given  at  the  June  17,  1993  hearing  that  exist- 
ing Rules  of  Civil  Procedure,  particularly  Rule  11  and  Rule  9(b) 
provide  enough  protection  against  meritless  lawsuits.  Please  com- 
ment on  that  assertion. 

A.3.  SIA  does  not  agree  that  Rule  11  provides  adequate  protection 
against  meritless  lawsuits.  Even  though  Rule  11  was  originally 
promulgated  to  provide  a  basis  for  striking  pleadings  and  imposing 
sanctions  to  prevent  the  filing  of  meritless  lawsuits,  we  believe  that 
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the  Rule  has  not  been  particularly  effective  in  deterring  abuses. 
Rule  11  requires  that  the  pleading,  motion  or  other  paper  be  signed 
by  the  attorney  of  record  certifying,  among  other  things,  that  to  the 
best  of  the  signer's  knowledge,  [the  pleading,  motion  or  paper]  "is 
well  grounded  in  fact  and  is  warranted  by  existing  law,  .  .  .  and 
is  not  interposed  for  any  improper  purpose,  such  as  to  harass  or 
cause  unnecessary  delay  or  needless  increases  in  the  cost  of  the 
litigation."  Such  certification  has  not  in  fact  deterred  filing  of  un- 
warranted lawsuits,  apparently  in  part  due  to  the  unwillingness  of 
thejudiciary  to  impose  the  sanctions  under  the  rule. 

The  rule  was  last  amended  in  1983  in  an  effort  to  clarify  the  cir- 
cumstances that  should  trigger  striking  a  pleading  and  to  outline 
the  range  of  available  and  appropriate  sanctions.  The  1983  amend- 
ment made  Rule  11  tougher  and  was  designed  to  reduce  the  reluc- 
tance of  courts  to  impose  sanctions.  Unfortunately,  Rule  11,  in  its 
current  form,  also  has  the  consequence  of  prolonging  litigation  and 
forcing  the  judiciary  to  hear  additional  motions  after  the  disposal 
of  the  underlying  case.  This  feature  does  not  endear  itself  to  judges 
who  are  usually  trying  to  clear  overburdened  court  calendars. 

Due  to  the  criticism  of  the  current  rule,  a  substantial  and  con- 
troversial amendment  has  been  proposed.  The  proposed  amend- 
ment "weakens"  the  rule  by  providing  a  safe  harbor  for  those  ac- 
cused of  filing  frivolous  suits  and  eliminating  mandatory  sanctions 
for  violations.  As  acknowledged  by  the  Committee  on  Rules  and 
Practice  and  Procedure  of  the  Judicial  Conference  of  the  United 
States,  the  proposed  amendment  to  Rule  11  will  reduce  the  number 
of  Rule  11  motions  and  the  severity  of  the  sanctions.  On  the  basis 
of  the  foregoing  and  on  our  response  to  question  four  below,  we  re- 
main convinced  that  Rule  11,  in  its  current  or  proposed  form,  fails 
to  provide  adequate  protection  against  meritless  suits. 

Rule  9(b)  that  requires  that  pleadings  that  allege  "fraud  or  mis- 
take shall  be  stated  with  particularity,  can  be  effective  if  adminis- 
tered firmly  and  uniformly.  Unfortunately,  it  is  not.  Please  see  our 
responses  to  questions  five  and  six  below. 

Q.4.  The  Supreme  Court  has  recommended  extensive  changes  to 
the  Federal  Rules  of  Civil  Procedure  especially  changes  to  Rule  11. 
What  impact  would  the  proposed  changes  to  Rule  11  have  on  tools 
available  to  discourage  frivolous  or  meritless  litigation  in  the 
10(b)(5)  area? 

A.4.  The  proposed  changes  to  Rule  11  will  substantially  reduce  the 
number  of  motions  made  under  this  Rule  and  will  have  a  desired 
effect  of  reducing  litigation  caused  by  this  rule.  However,  as  Justice 
Scalia  said  in  his  dissent  dated  April  22,  1993  to  the  adoption  by 
the  Supreme  Court  of  the  amendments  to  the  Federal  Rules  of 
Civil  Procedure,  "The  proposed  revision  would  render  the  Rule 
toothless  by  allowing  judges  to  dispense  with  sanctions,  by 
disfavoring  compensation  for  litigation  expenses,  and  by  providing 
a  21-day  'safe  harbor'  within  which  if  the  party  accused  of  a  frivo- 
lous filing  withdraws  the  filing,  he  is  entitlea  to  escape  with  no 
sanction  at  all."  It  is  difficult  to  see  how  this  amendment  will  act 
as  a  greater  deterrent  than  the  current  rule. 

Q.5.  Opponents  to  securities  litigation  reform  contend  that  because 
Rule  9  of  the  Federal  Rules  of  Civil  Procedure  requires  fraud  to  be 
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plead  in  particularity  there  is  sufficient  investigation  done  prior  to 
riling  a  complaint.  Is  Rule  9  uniformly  interpreted  throughout  the 
circuits?  If  not,  how  do  the  circuits  differ? 

A.5.  SIA  members  inform  me  that  Rule  9  is  not  uniformly  inter- 
preted throughout  the  circuits.  They  advise  that  some  circuits  are 
extremely  liberal  in  their  interpretation  and  permit  cases  to  go  for- 
ward where  there  exists  serious  questions  as  to  the  presence  of  the 
requisite  particularity  in  the  complaint.  Other  circuits  clearly  place 
the  burden  on  the  plaintiff  when  pleading  fraud  to  meet  all  of  the 
requirements  of  this  Rule. 

Q.6.  Could  you  provide  examples  or  excerpts  or  particularity  in 
complaints  filed  against  some  of  your  members? 
A.6.  Each  year  in  conjunction  with  the  SIA  Legal  and  Compliance 
Seminar,  the  Broker-Dealer  Subcommittee,  Securities  Litigation 
Committee,  and  Litigation  Section  of  the  American  Bar  Associa- 
tion, prepare  an  annual  survey  of  securities  litigation.  Attached 
please  find  a  copy  of  the  Survey  for  the  year  1992  on  cases  involv- 
ing Rule  9(b).  A  review  of  the  forty-six  (46)  cases  involving  Rule 
9(b)  reflects  that  among  the  various  circuits,  twenty-nine  (29)  were 
dismissed  for  failure  to  meet  the  requirements  of  Rule  9(b)  and  sev- 
enteen (17)  cases  were  found  to  have  satisfied  the  particularity  re- 
quirements of  the  Rule.  Because  the  rule  is  interpreted  by  individ- 
ual courts  using  a  subjective  standard,  an  empirical  analysis  of  the 
dismissals  and  proper  filings  is  difficult. 

An  example  of  a  liberal  interpretation  of  the  rule  can  be  found 
in  Shapiro  v.  UJB  Financial  Corp.,  964  F.2d  272  (3d  Cir.  1992). 
Where  allegations  by  shareholders  against  a  bank  holding  company 
failed  to  meet  the  requirements  of  Rule  9(b),  plaintiffs  were  given 
an  opportunity  to  meet  the  requirements  of  the  Rule.  The  court 
held  that  in  cases  of  corporate  fraud  plaintiffs  cannot  be  expected 
to  have  personal  knowledge  of  the  details  of  corporate  internal  af- 
fairs. However,  plaintiffs  must  at  least  allege  that  the  necessary  in- 
formation lies  within  the  defendant's  control  before  filing  the  com- 
plaint. The  D.C.  Circuit  reached  a  different  result  with  similar 
facts.  In  Shields  v.  Washington  BanCorporation,  No.  90-1101 
(D.D.C.  Apr.  7,  1992),  plaintiffs,  shareholders  in  the  holding  com- 
pany of  a  failed  bank,  had  their  complaint  dismissed  for  failure  to 
comply  with  Rule  9(b).  The  court  held  that  plaintiffs  allegations 
that  the  holding  company's  SEC  filings,  annual  reports  "and  all 
other  publicly  disseminated  documents"  were  misleading  and  did 
not  particularize  the  actual  statements  that  were  allegedly  fraudu- 
lent in  the  manner  required  by  Rule  9(b).  Even  though  the  com- 
plaint set  forth  a  series  of  examples  from  the  public  documents 
that  it  claimed  were  misleading,  the  court  found  that  the  examples 
did  not  meet  the  requirements  of  the  rule. 

Q.7.  Opponents  of  securities  litigation  reform  often  point  to  the 
record  number  and  size  of  IPOs  issued  in  the  last  year  as  evidence 
that  10(b)(5)  litigation  is  impeding  capital  formation  and  is  there- 
fore not  a  problem  for  our  capital  markets.  Would  you  comment  on 
that  assertion  and  tell  the  committee  why  it  is  either  true,  untrue 
or  unrelated  to  the  issue  of  how  well  our  private  enforcement  sys- 
tem is  working? 
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A.7.  It  is  difficult  to  quantify  how  well  the  U.S.  private  securities 
litigation  system  is  working  based  on  the  number  of  initial  public 
offerings  (IPOs")  issued  in  the  past  year.  Preliminary  1993  esti- 
mates reflect  that  corporate  equity  and  debt  underwritings  will,  for 
the  first  time  exceed,  one  trillion  dollars.  This  represents  an  in- 
crease of  $154  billion  from  $846  billion  in  1992. 

Unfortunately,  not  all  of  the  one  trillion  dollars  raised  in  1993 
from  the  investing  public  will  be  used  to  fuel  the  economy  or  to  cre- 
ate and  maintain  jobs.  A  portion  of  the  investment  dollar  is  spent 
on  defense  lawyers,  litigation  expenses,  and  settlements  rather 
than  on  financing  the  country's  growth. 

The  more  important  question  is  the  cost  of  meritless  litigation  on 
the  cost  of  raising  capital.  In  1990  and  1991,  614  securities  class- 
action  suits  were  filed — approximately  one  suit  for  every  six 
underwritings  done  in  the  two  year  period.  We  can  infer  from  these 
statistics  that,  but  for  the  cost  of  meritless  litigation,  there  may 
have  been  even  more  IPOs  or  productive  capital  raised.  At  a  mini- 
mum, we  suggest  that  the  cost  of  raising  capital  would  be  less.  In 
1991  it  was  estimated  that  business  and  governments  spent  more 
than  $80  billion  a  year  on  direct  litigation  costs  and  higher  insur- 
ance premiums,  and  a  total  of  up  to  $300  billion  indirectly,  includ- 
ing the  cost  of  efforts  to  avoid  liability.  Even  when  a  company  is 
successful  in  dismissing  an  action,  capital  is  wasted  in  the  process. 
An  article  in  Business  Week  set  forth  the  problem  aptly  when  it 
cited  one  business'  average  litigation  cost  just  to  get  to  trial  as 
$250,000  and  quoted  its  in-house  attorney  as  saying;  "[e]ven  when 
we  win,  we  don't  win." 

As  indicated  in  our  written  testimony,  SIA  believes  that  the 
present  system  amounts  to  a  "litigation  tax"  on  capital  formation. 
SIA  encourages  Congress  to  enact  legislation  that  would  enable 
American  issuers  to  use  investment  dollars  for  the  creation  of  new 
iobs  and  the  production  of  new  products  rather  than  on  meritless 
litigation  and  strike  suit  settlements. 

Q.8.  What  suggestions  do  you  have  for  specific  legislative  reform  to 
improve  the  10(b)(5)  civil  justice  system? 

A.8.  In  our  July  21,  1993  testimony,  SIA  indicated  that  several 
changes  to  the  current  civil  litigation  system  warrant  congressional 
consideration.  Our  primary  concern  is  the  codification  of  the  one  I 
three  year  statute  of  limitations  for  private  rights  of  action  under 
Rule  10(b)(5)  articulated  in  Lampf,  Pleva,  Lipkind  Prupis  & 
Petigrow  v.  Gilbertson,  501  U.S.—,  Ill  S.Ct  2773  (1991).  In  Lampf 
the  Supreme  Court  held  the  statute  of  limitation  for  the  implied 
private  right  of  action  under  Section  10(b)  of  the  Securities  Ex- 
change Act  of  1934  ("Exchange  Act")  and  Rule  10(b)(5)  thereunder 
should  be  the  shorter  of  one  year  from  the  date  of  discovery  or 
within  three  years  after  the  violation  occurred.  SIA  believes  that 
the  one /three  year  rule  constitutes  a  reasonable  balance  of  the  eq- 
uities between  investors  and  other  market  participants. 

In  addition,  SIA  would  support  legislation  that  would  include  a 
"know  or  should  have  known  standard  for  discovery  of  the  fraud. 
SIA  contends  that  an  actual  knowledge  test  would  be  difficult  to 
challenge  for  veracity  and  would  serve  only  to  foster  litigation.  In 
the  absence  of  an  admission  or  physical  evidence,   a  defendant 
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would  have  great  difficulty  proving  that  a  plaintiff  had  actual 
knowledge  of  an  event.  SIA  believes  that  the  "know  or  should  have 
known"  standard  is  consistent  with  the  general  theme  throughout 
the  securities  laws  of  expecting  individuals  to  act  reasonably  based 
upon  the  information  that  is  available  to  them.  We  support  the  no- 
tion that  the  same  standard  of  behavior  should  be  expected  of  pri- 
vate plaintiffs  in  Rule  10(b)(5)  cases. 

In  addition  to  codifying  the  statute  of  limitations,  our  testimony 
suggested  revisions  to  the  Securities  Act  of  1933  and  the  Exchange 
Act  regarding  the  allocation  of  responsibility  for  wrongdoing  in  liti- 
gation involving  multiple  defendants.  Our  testimony  outlined  sev- 
eral approaches  including:  1)  proportionate  liability]  2)  rights  of 
contribution;  and  3)  the  right  of  indemnity.  The  following  discussion 
will  expand  on  these  three  suggestions  successively. 

Congress  may  wish  to  establish  a  system  of  proportionate  liabil- 
ity in  private  actions  alleging  violations  of  Sections  11,  12  and  15 
of  the  Securities  Act,  and  Section  10(b)  and  Rule  10(b)(5)  there- 
under. SIA  believes  that  such  a  system  might  be  fairer  and  would 
not  punish  parties  for  minor  wrongdoings  to  the  same  extent  as  the 
more  culpable  parties.  This  approach  should  be  applied  in  situa- 
tions where  the  trier  of  fact  finds  that  the  defendants  did  not  en- 
gage in  fraudulent  misrepresentation.  However,  in  situations  where 
the  trier  of  fact  finds  that  the  defendant  engaged  in  fraudulent 
misrepresentations  or  intentional  wrongdoing,  joint  and  several  li- 
ability would  be  appropriate. 

Among  classes  of  defendants  who  have  committed  intentional 
wrongdoing  under  the  Exchange  Act,  Congress  may  consider  clari- 
fying current  law  with  respect  to  rights  of  contribution.  Defendants 
whom  the  trier  of  fact  has  found  to  have  engaged  in  fraudulent 
misrepresentations  could  seek  contribution  from  the  other  defend- 
ants in  the  action.  SIA  believes  that  rights  of  contribution  would 
equalize  payments  in  accordance  with  the  liability  determination  of 
the  trier  of  fact. 

Finally,  Congress  should  consider  greater  flexibility  in  permitting 
parties  to  agree  to  indemnification  arrangements.  SIA  believes  that 
in  private  actions,  issuers,  underwriters,  accountants,  attorneys, 
and  others  should  be  able  to  agree  to  indemnity  arrangements.  We 
believe  that  such  arrangements  would  allocate  costs  fairly  and 
would  not  diminish  incentives  to  provide  full  disclosure  to  inves- 
tors. 
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securities  laws.  The  firm  filed  an  action  in  state  court  seeking 
a  declaratory  judgment  and  permanent  injunction  prohibiting  the 
customer  Irum  proceeding  with  his  claim  in  arbitration.   The  firm 
alleged  that  the  claims  were  barred  by  the  applicable  star.a 
statute  of  limitations  and  that  it  was  the  responsibility  of  the 
court  not  the  arbitrators  to  decide  whether  a  claim  is  time- 
barred.   The  lower  court  granted  their  motion  Cor  temporary 
injunction  staying  the  arbitration  proceeding.   The  customer 
appealed  and  Florida  appellate  court  held  that  the  arbitrator 
should  decide  the  statute  of  limitations  issue  and  reversed  the 
trial  court's  order  granting  a  temporary  injunction.  The  court 
noted  that  the  question  of  whether  an  action  is  time-barred  due 
to  a  state  statute  of  limitation  is  a  question  for  the 
arbitrator,  not  the  courts. 


I.    SECURITIES  LITIGATION 

N.   Practice  and  Procedure. 

1.   Rule  9(b)  of  the  FRCP. 

SEssaataae  sl  ra™w  rm?n  975  p. 2d  22  (ist  cir.  1992) 

Plaintiff  shareholder  claimed  that  the  company's 
financials  failed  to  disclose  a  potential  lawsuit.   However,  a 
mere  allegation  that  the  company's  officers  "knew"  chat  a  later 
lawsuit  was  likely,  without  setting  forth  specific  facts  to 
support  that  allegation,  was  insufficient.  The  quick  settlement 
of  the  lawsuit  once  it  was  filed  was  not  strong  enough  to  create 
an  inference  of  pre -suit  knowledge. 

Shaniro  v.  UJB  Financial  crnrp.  .  yt>4  f.2d  272  (3d  Cir.  1992). 

While  allegations  by  shareholders  against  a  bank 
holding  company  failed  to  meet  the  requirements  of  Rule  9(b), 
plaintiffs  would  be  given  an  opportunity  to  meet  the  Rule.   In 
cases  of  corporate  fraud,  plaintiffs  can  not  be  expected  to  have 
personal  knowledge  of  the  details  of  corporate  internal  affairs. 
However,  plaintiffs  must  at  least  allege  that  the  necessary 
information  lies  within  defendant's  control  and  provide  the 
nature  and  scope  of  plaintiffs'  effort  to  obtain  that  information 
b^fo-re  filing  the  compliinc. 
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Whalgn  v.  Carter.  954  P. 2d  1087  (5th  Cir.  1992) . 

Plaintiffs-'  complaint,  which  contained  nothing  mora 
than  conclusory  allegations  of  securities  fraud,  was  properly 
dismissed. 

Hoover  v.  Lanaston  Eaulpmenc  Assoc. .  inc..   95S  7. 2d  742  (6th 
Cir.  1992). 

Fraud  allegations  against  a  limited  partnership  and 
other  entities  and  persons  were  insufficient  because  the 
complaint  did  not  identify  who  made  the  fraudulent 
misrepresentations.  The  complaint  did  not  allow  a  particular 
defendant  to  determine  with  what  it  was  charged. 

Kuynar  v.    Pjvrkg .    974  P. 2d  1342    (9th  Cir.    1992). 

Courts  affirmed  the  dismissal  of  limited  partnership 
investors'  RICO  claims  under  Rule  9(b)  because  specific  factB 
underlying  the  claims,  including  the  time,  place  and  manner  of 
each  fraud  plus  the  role  of  each  defendant  in  each  scheme,  were 
not  pleaded. 

Parlow  v.  Peat.  Marwick.  Mitchell  &Co..  956  P. 2d  982  (10th  Cir. 
1992). 

Investors  in  a  limited  partnership  brought  an  'aiding 

and  abetting'  claim  agalnae  Peat,  Marwielc.   Tac  claim  wio 

premised  on  Peat,  Marwick's  connection  to  a  general  partner  that 
was  selling  interests  in  allegedly  worthless  linrir.Ari 
partnerships.   The  Investors  alleged  that  Peat,  Marwick  had 
certified  financial  statements  which  grossly  inflated  the  assets 
and  net  worth  of  the  general  partner,  and  thus  induced 
investments  in  the  limited  partnerships.  The  investors  failed, 
however,  to  specify  any  specific  misrepresentations  made  Dy  Peat, 
Marwick.   The  court  affirmed  the  dismissal  of  plaintiffs'  claims 
pursuant  lo  Rule  9 (b) ,  agreeing  that  plaintiff  failed  to  plead 
the  aiding  and  abetting  claim  with  particularity.   The  court 
found  that  no  facts  were  alleged  that  would  indicate  P«*r., 
Marwick  acted  "in  connection  with"  the  sale  of  securities  by 
certifying  financial  statements  of  the  financial  partner.   The 
court  also  found  no  allegation  of  "knowledge",  on  the  part  of 
Peat,  Marwick.   Pinally,  the  court  noted  that  Peat,  Marwick  had 
no  duty  to  disclose  information  about  the  general  partner  to 
investors  in  the  limited  partnerships. 

Shields  v.  Washington  BanCorpnracion.  No.  90-1101  (D.D.C.  Apr.  7, 
1992)  (available  on  LEXIS  --  1992  U.S.  Dist .  LEXTS  4177). 

Plaintiffs,  shareholders  in  the  holding  company  of  a 
failed  bank,  had  their  complaint  dismissed  for  failure  to  comply 
with  Rule  9(b).   Plaintiff 'n  allegations  that  the  holding 
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company's  SBC  filings,  annual  reports  'and  all  ocher  publicly 
disseminated  documents"  were  misleading  did  not  particularize  the 
actual  statements  which  are  allegedly  fraudulent  in  the  manner 
required  by  Rule  9 (b) .   While  the  complaint  then  set  forth  a 
series  of  examples  from  the  public  documents  which  it  claims  ware 
misleading,  on  closer  examination,  the  examples  did  not  meet  the 
requirements  oC  the  Rule,  were  the  court  to  hold  that  the  Rule 
was  satisfied,  anyone  who  had  lost  money  on  an  investment  would 
be  able  to  sue  for  fraud. 

Driscoll  v.  Landmark  Bank  for  Savings.  No.  90-11593-C  (0.  Mass. 
Feb.  10,  1992)  (available  on  LBXZS  -•  1992  U.S.  Diet .  LS3CXS 
1718.). 

Plaintiff's  amended  complaint  failed  to  satisfy  the 
requirements  of  Rule  9 (b) .   Plaintiff  shareholder  alleged  that 
defendant  bank  and  several  officers  and  directors  misrepresented 
the  bank's  uu«  financial  condition  by  distorting  the  quality  or 
the  loan  portfolio  and  failing  to  fund  adequate  loan  loss 
reserves,   in  support  or  allegations  that  defendants  knew  of  and 
concealed  unfavorable  circumstances,  the  amended  complaint 
identified  a  series  ot  five  loans.  The  complaint  alleged  that 
Che  bank  knew  that  these  loans  were  risky  because  it  knew  or 
snould  have  known  that  in  the  past,  the  borrower  had  filed  for 
bankruptcy,  engaged  in  criminal  conduct  and  had  misrepresented 
information  on  loan  applications.   The  amended  complaint 
attempted  to  specify  other  ill-advised  practices  including  seven 
examples  in  which  the  bank  granted  extensions  of  credit  to 
troubled  debtors.  However,  many  of  the  new  facts  simply  alleged 
mismanagement.  The  complaint  did  not  allege  that  the  alleged 
acts  of  mismanagement  actually  resulted  in  adverse  consequences . 
The  additional  extensions  of  credit  to  borrowers  did  not  itself 
evidence  knowledge  by  defendant  of  adverse  circumstances.  None 
of  the  new  facts  supported  a  reasonable  inference  that  the  bank 
knew  of  and  disregarded  adverse  circumstances  at  the  time  of  the 
alleged  misrepresentations. 

Cannistraci  v.  Dean  Witter  Reynolds.  Inc..  796  P.  Supp.  619  (D. 
Mass.  1992) . 

A  customer  complaint  which  alleged  that  at  the  time 
plaintiffs  invested  their  money,  the  broker  misrepresented  the 
nature  of  Che  investments  by  calling  them  conservative  when  they 
were  in  fact  risky,  mat  the  requirements  of  Rule  9 (b) .   A  fair 
reading  of  the  complaint  confirmed  that  plaintiffs  referred  to 
the  allegedly  offending  investments. 

Ferber  v.  Travelers  Corp..  802  P.  Supp.  698  (D.  Conn.  1992). 

The  court  dismissed  shareholder's  complaint  with 
prajycHce  for  lack  of  specificity.  Allegations  conoerning 
mortgage  loan  deficiencies,  insufficient  appraisals,  real  estate 
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exposure  and  other  investments,  low-yielding  investment  real 
estate.  risKy  and  speculative  loans  and  other  claims,  were  all 
unspeciflc. 

Halbrecht  v.  Prudential -Bache  Properties.  Inc..  CTV.  No.  H-90-799 
(JAC)  (D.  Conn.  July  25,  1992)  (available  on  MBSTLAW-1992 
Hli33«757)  . 

Bach  of  the  predicate  acts  of  racketeering  activity  was 
alleged  with  suf  f icient  particularity  to  satisfy  Rule  9 (b) . 
Plaintiff  alleged  the  time,  place  and  the  content  of  the 
purported  misrepresentation*  fur  tlie  securities  fraud  claims. 
The  mail  fraud  claims  adequately  alleged  participation  in  a 
scheme  to  defraud  and  Knowing  use  of  the  interstate  mails  or 
interstate  wires  to  further  the  scheme . 

Ahmed  v.  Trunin.  781  P.  Supp.  1017  (S.D.N.Y.  1992). 

Plaintiff's  complaint  against  an  accounting  firm  which 
did  audits  and  forecasts  for  a  limited  partnership  were 
insufficient  because  the  complaint  failed  to  allege  facts  to 
support  an  inference  that  the  firm  Knew  or  should  have  known  chac 
the  assumptions  on  which  its  forecasts  were  based  were  false. 
The  complaint  failed  to  provide  any  hint  of  scienter  allegations. 
The  complaint  failed  to  allege  reckless  behavior  by  the 
accountant  that  would  overcome  express  disclaimers  in  tne 
offering  materials.  Plaintiff's  complaint  against  the  law  firm 
that  prepared  the  offering  memoranda  and  a  tax  opinion  letter  was 
also  insufficient.  The  complaint  failed  to  identify  the  IRS 
proceedings  of  which  the  attorney  should  have  been  aware  or 
regulations  Imposing  such  a  duty.  The  complaint  simply  contained 
the  kinds  of  blanket  allegations  that  Rule  9(b)  prohibits.  The 
complaint  also  failed  to  allege  that  the  firm  had  any  reason  to 
commit  the  alleged  fraud.  Aiding  and  abetting  claims  against 
hnth  the  accounting  and  law  firm  were  insufficient. 

M»n«la  v.  GotrHfrh.  784  F.  Supp.  84  (S.D.N.Y.  1992). 

section  12(7.)  claims  sounding  and  fraud  are  subiect  to 
Rule  9(b).  Plaintiff's  complaint  against  a  law  firm  representing 
another  corporation  involved  in  acquisition  failed  to  meet  the 
requirements  of  Rule  9 (b) .  Many  of  the  allegations  were  made 
upon  information  and  belief.   Those  which  were  not  did  not 
address  actions  taken  or  statements  made  by  the  firm.   Many  of 
the  allegations  were  made  against  multiple  defAndants  and  simply 
lumped  them  together. 

Robbing  v.  Moore  Medical  Corp..  788  F.  Supp.  179  (S.D.N.Y.  1992) . 

Plaintiff  shareholders'  complaint  adequately  alleged 
fraud  against  the  company  and  met  the  requirement c  nf  Rule  9(b) . 
The  complaint  provided  a  thorough  account  of  the  various 
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fraudulent  statements  made  by  the  defendant.   It  specified  Che 
haiiu  plaintiffs  suffered.  The  claims  concerned  the  acquisition, 
operation  and  resale  of  a  financially  weak  subsidiary.   Tha 
complaint  alleged  in  general  terms  than  throughout  the  class 
period,  the  subsidiary  suffered  ongoing  problems  regarding 
inventory,  productivity  and  the  effect  of  FDA  regulations. 
Plaintiffs  specified  all  elements  of  their  claim  which  chey  were 
expected  to  know  at  the  time  of  filing.  Scienter  allegations 
were  adequate. 

Adler  v.  Sara  Harmon  Assoeiataa.  790  P.  6upp.  1322  (S.D.N.Y. 
1992)  . 

Plaintiff  limited  partnership  investors'  complaint 
failed  to  meet  the  requirements  of  Kuie  9 (b) .   Allegedly 
fraudulent  representations  were  attributed  to  "sponsors  of  the 
partnerships"  without  any  indication  as  to  who  made  the  alleged 
representations,  when  it  was  made,  to  whom  it  was  made  and 
whether  it  was  written  or  oral.   While  a  reference  to  the 
offering  memorandum  is  sufficient  where  the  defendants  are 
insiders  or  affiliates,  this  case  involved  numerous  offering 
memoranda  and  many  defendants  who  were  not  insiders.   Allegations 
attributing  wrongdoing  to  "defendants"  or  "sponsors"  were 
insufficient. 

Katz  v.  Financial  Clearing  and  Services  Corporation,  794  F.Supp. 
88  (S.D.N.Y.  1992) . 

Five  investors  sued  a  clearing  broker,  alleging  it 
fraudulently  induced  the  plaintiffs  to  enter  into  account 
agreements  through  an  introducing  broker  that  was  not  registered. 
The  only  allegation  regarding  the  relationship  between  the  two 
brokers  was  that  the  clearing  broker  knew  or  recklessly  failed  to 
learn  that  the  introducing  broker  was  not  registered  and  had  been 
terminated  by  its  previous  clearing  broker.   The  court  dismissed 
this  claim  on  a  motion  to  dismiss.   The  court  held  that  a 
clearing  broker  performing  merely  its  processing  functions  cannot 
hft  1  labia  for  the  fraudulent  misrepresentation  of  the  introducing 
broker,  for  either  primary  or  aiding  and  abetting  liability.   The 
allegations  did  not  show  a  special  relationship  between  the 
brokers  that  would  take  the  case  out  of  this  general  rule. 
Further,  plaintiffs  conclusory  allegations  of  scienter  were 
insufficient  under  Rule  9  (b)  . 

Brown  v.  Hutton  Group.  795  F.  Supp.  1317  (S.D.N.Y.  1992). 

Plaintiff  investors  in  an  oil  and  ga6  limited 
partnership  failed  to  plead  fraud  with  particularity  because  the 
complaint  contained  generalized,  conclusory  statements  that 
failed  to  point  to  any  particular  property.   The  complaint  did 
not  identify  the  fraud  allegedly  committed  by  each  defendant. 
Generally  articulating  functions  performed  by  two  groups  of 
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defendants  and  then  making  conclusory  allegations  of  fraud  was 
not  sufficient.   The  complaint  constituted  classic  'fraud  by 
hindsight."   Defendants  would  have  to  hav«  been  clairvoyant  to 
discern  the  flaws  upon  which  plaintiffs  rely. 

Walsh  v.  Chittenden  Corp. .  796  7.  Supp.  1043  (D.  Vt.  1992). 

The  class  compla-int  on  behalf  of  purchasers  of 
defendant's  common  stock  satisfied  Rule  9(b).   It  detailed  and 
documented  numerous  public  statements  issued  by  the  defendant 
during  the  class  period  that  allegedly  misrepresented  material 
facts  and  provided  a  solid  basis  for  inferring  scienter. 

0  &  G  Carriers.  Inc.  v.  Smith.  799  F.  Supp.  1528  (S.D.N.Y.  1992). 

The  court  dismissed  claims  by  investors  in  oil  and  gas 
limited  partnerships.   Allegations  that  the  offering  memorandum 
misrepresented  the  return  to  investors  from  a  prior  partnership 
were  insufficient.  The  prior  partnership  was  not  specified  and 
the  allegations  were  impermissibly  vague.  Allegations  lumping 
various  defendants  together  without  particular  rieinq  what  each 
of  them  did  in  misrepresenting  closing  requirements  were  also 
insufficient.   Other  allegations  regarding  potential  requirements 
for  additional  funds,  income  statements  and  engineering  report  in 
projections  and  evaluations  were  not  specifically  pleaded. 

Schick  v.  Ernst  &  Young.  141  F.R.D.  23  (S.D.N.Y.  1992). 

Plaintiff  limited  partnership  investors'  cnmplaint 
against  a  partnership's  accounting  firm  failed  to  meet  the 
requirements  of  Rule  9(b).   The  complaint  failed  to  adequately 
particularize  the  alleged  misrepresentations  or  oroiseiona.  The 
complaint's  allegations  regarding  overstated  accounts  receivable 
were  not  specific.   The  complaint  Called  to  particularize  the 
firm's  allegedly  fraudulent  omission  to  disclose  the  routine 
nature  of  affiliated  transactions  and  the  inflated  prices  at 
which  they  took  place.   The  complaint  did  not  oufficiently  allege 
a  basis  to  find  scienter  regarding  the  firm's  omission  to  include 
qualifications  in  a  balance  sheet  which  it  prepared. 

Beber  v.  Kanarick.  [1991-1992  Transfer  Binder]  Fed.  Sec.  L.  Rep. 

(CCH)  196,467  (S.D.N.Y.  Jan.  13,  1993!). 

Fraud  allegations  against  the  partner  of  an  investment 
advisory  firm  lacked  sufficient,  particularity  because  the 
complaint  did  not  specify  the  partner's  direct  involvement  with 
either  the  other  partner  accused  of  fraud  or  the  plaintiff.   The 
complaint  did  not  give  sufficient  information  regarding  his 
alleged  participation  in  the  fraud. 
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ftuchman  v.  Primarica  Corp..  [1991-1992  Transfer  Binder]  Fed.  Sec. 
L.  Rep.  (CCH)  196,586  (S.D.N.Y.  Feb.  3,  1992). 

Plaintiff's  complaint  regarding  an  allegedly  false  and 
misleading  annual  report  was  insufficient  because  the  complaint 
failed  to  plead  particular  facts  giving  rise  to  a  strong 
inference  of  fraudulent  and  intent.   The  complaint  was  utterly 
devoid  of  any  facts  to  suggest  who  at  the  company  (other  then  one 
person  not  alleged  to  be  an  insider  or  in  any  way  involved  with 
the  formulation  of  the  statements  in  the  annual  report)  knew  that 
the  statements  In  the  report  were  false,  when  and  now  they 
obtained  such  knowledge  or  why  they  should  have  known  at  the  time 
that  the  statements  were  false. 

Hahprleanro  v.  Steele.  [1991-1992  Transfer  Binder]  Fed.  Sec.  L. 
Rep.  (CCH)  196,606  (S.D.N.Y.  Apr.  15,  1992). 

Plaintiffs'  claims  against  a  number  of  persons  involved 
in  the  sale  of  allegedly  fraudulent  limited  partnership  interests 
met  the  requirements  of  Rule  9 (b) .  The  complaint  adequately 
alleged  misrepresentations  in  the  offering  materials  and  that 
these  defendants  were  insiders  intimately  tied  to  these 
misrepresentations . 

Friedman  v.  Treasure  Island  N.V. .  No.  90  Civ.  2882  (S.D.N.Y. 
M»y  4,  1992)  (available  on  LEXIS  --  1992  U.S.  Diet.  LEXIS  6283). 

The  court  dismissed  plaintiff's  complaint  regarding  an 
ill -faded  investment  in  a  reaort  for  failure  to  plead  fraud  with 
particularity.  While  the  complaint  adequately  pleaded  the  roles 
of  the  separate  defendants,  the  complaint  did  not  plead  the  date 
of  the  filing  of  critical  litigation  which  was  the  subject  of  an 
alleged  misrepresentation,  requiring  dismissal  of  that  claim. 
The  fact  that  a  lease  was  terminated  after  a  document  was 
distributed  did  not  support  an  inference  that  minimization  of  the 
risk  of  that  termination  in  the  offering  documents  was  a  material 
misrepresentation.   Allegations  the  defendants  failed  to  disclose 
that  they  did  not  have  the  resources  or  expertise  to  manage  a 
hotel  and  resort,  while  a  critique  of  defendants'  management 
capabilities,  did  not  address  the  skills  and  resources  that  were 
needed  or  how  those  skills  and  resources  were  lacking.  The  other 
allegation*  in  the  complaint  also  lacked  detail. 

Victor  v.  Riklis.   [1992  Transfer  Binder]  Fed.  Sec.  L.  Rep.  (CCH) 
•96,806  (S.D.N.Y.  May  lb,  1992). 

Plaintiff  noteholder' e  £rnud  claims  agaia&L  the 
company's  former  chairman  and  CEO  were  dismissed.   The  complaint 
either  did  not  provide  sufficient  details  to  support  a  claim  that 
fche  qutsciomd  traneactlons  were  fraudulent,  or  made  Oread 
allegations  of  fraud  without  factual  support. 
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Energy  Factors  Tne.  v.  Nuevo  Energy  Co. .   [1992  Transfer  Binder] 
Fed.  Sec.  L.  Rep.  (CCH)  ^96,883  (S.D.N.Y.  July  7,  1992). 

i 

A  shareholder' c  complaint  alleging  chat  defendant 
corporation  tipped  material  .  non-public  information  to  a  broker 
satisfied  Rule  9(b).   In  an  insider  trading  case,  some  or  all  of 
the  facts  will  normally  be  in  the  control  of  defendants.   In  such 
a  case,  the  facts  pleaded  in  the  complaint  must  only  support  a 
strong  inference  of  fraud  on  the  part  of  the  tipper. 

Schwartz  v.  Michaels.   [1992  Transfer  Binder]  Fed.  Sec.  L.  Rep. 
(CCH)  196,920  (S.D.N.Y.  July  22,  1992). 

Plaintiff  limited  partnership  investor's  complaint 
satisfied  Rule  9(b)  regarding  undisclosed  commissions  to 
"investment  advisers".  The  complaint  alleged  what  the  seller  of 
the  units  told  the  advisers  and  what  the  advisers  told  the 
investors.   The  compla-lnr.  adequately  alleged  that  an  accountant 
failed  to  disclose  that  projections  for  other,  earlier 
partnerships  had  not  been  met  and  identified  the  partnerships. 
Scienter  was  adequately  alleged.   The  complaint  also  adequately 
alleged  scienter  against  the  developer  of  the  underlying 
apartment  buildings.  However,  the  complaint  did  not  adequately 
allege  fraud  against  the  sales  and  other  agents  and  tne 
construction  manager  of  the  partnerships.  They  were  not  alleged 
to  have  been  involved  in  preparation  of  the  PPM  or  aware  Of  what 
was  disclosed  or  not  disclosed.  The  complaint  also  failed  to 
allege  an  aiding  and  abetting  claim  against  the  accounting  firm 
that  prepared  the  forecasts  ot  projected  financial  benefits  used 
to  solicit  the  investors.  The  complaint  did  not  allege  that  the 
firm  had  a  conscious  and  specific  motivation  for  not  acting  with 
respect  to  the  alleged  failure  to  disclose  that  earlier 
projections  had  not  been  met.   The  complaint  sufficiently  alleged 
aiding  and  abetLing  liability  by  the  law  firm  that  prepared  the 
PPM. 

In  Re  AnnTaylor  Stores  Secur.  Liticr..   11992  Transfer  Binder) 
Fed.  Sec.  L.  Rep.  (CCH)  196,940  (S.D.N.Y.  July  27,  1992). 

In  a  Section  11  claim,  investors  who  did  not  rely  on 
allegations  of  fraud  and  mismanagement  did  not  need  to  comply 
with  Rule  9(b).   Claims  regarding  two  seta  of  allegedly  false  and 
misleading  statements  were  sufficient  because  the  investors 
alleged  when  the  statements  were  made,  their  content,  the  manner 
in  which  they  misled  the  public  and  what  defendants  ootained  as  a 
consequence  of  the  fraud.   The  investors  were  not  obligated  to 
identify  the  spokesperson  who  mads  ch«  alleged  misstatements. 
Allegations  against  officers  and  directors  regarding  the 
fraudulent  statements  were  sufficiently  specific.   The  complaint 
sufficiently  alleged  that  these  statements  were  group- published 
information. 
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'  Davton  Monetary  Assocs.  v.  Donaldson  Lufkin  &  Jenrette.  [1992] 
Fed.  Sec.  L.  Rep.  ICCH)  197,026  (S.D.N.Y.  Aug.  10,  1992). 

Limited  partners  failed  to  plead  RICO  claims  with  the 
factual  particularity  required  by  Rule  9 (b) .  The  complaint  did 
not  plead  with  specificity  which  defendants  were  involved  with 
which  alleged  schemes,  which  defendants  prepared  or  disseminated 
the  offering  materials,  facts  giving  rise  to  an  inference  of 
scienter,  and  facts  showing  that  defendants  had  a  duty  to 
disclose,  or  acted  with  actual  intent  to  aid  and  abet  the  sale  of 
limited  partnership  interests  through  fraudulent  statements. 

Bruce  v.  Martin.   [1992  Transfer  Binder]  Fed-  Sec.  L.  Rep.  (CCH) 
196,964  (S.D.N.Y.  Aug.  13,  1992). 

Plaintiff  limited  partnership  invesLore'  complaint 
against  an  outside  director  was  insufficient.  The  complaint  did 
not  particularize  the  director's  participation  in  the  alleged 
fraud.  Reliance  on  "group  pleading"  is  appropriate  only  where 
the  defendant  is  an  insider.   The  outside  director's  membership 
on  the  general  partner's  finance  committee  did  not  provide  a 
basis  for  inferring  that  the  director  possessed  scienter. 

Lanaer  v.  Barclays  Bank  of  New  York.  N.A. .  No.  91  CIV.  3515 
(S.D.N.Y.  Oct.  2,  1992)  (available  on  WESTLAW-1992  WL296410) . 

Plaintiffs'  complaint  failed  to  set  forth  mail  and  wire 
fraud  with  particularity  as  required  by  Rule  9 (b) .   Further,  the 
defendants'  alleged  fraudulent  conduct  over,  at  moot,  several 
months  failed  to  meet  either  the  open-ended  or  closed-ended 
continuity  requirement  of  RICO. 

Discon.  Inc.  v.  Nvnex  Corp^.  No.  90-CV-546A  (W.D.N.Y.  June  23, 
1092)  (available  on  WESTLAW-1992  WL193683) . 

As  part  of  plaintiff's  RICO  claims,  plaintiff  failed  to 
plead  the  predicate  acts  ot  mail  fraud,  wire  fraud  and  fraud  iu 
the  sale  of  securities  with  the  particularity  required  under 
T?\>1.«  9(h).   The  allegations  in  the  complaint  regarding  mail 
fraud,  wire  fraud  and  securities  fraud  consisted  of  conclusory 
statements  lacking  any  particular  details  of  the  content  of  the 
alleged  acts,  the  manner  in  which  those  acts  were  fal3G  or 
misleading,  their  connection  or  relation  to  the  particular 
defendants  or  the  purpose  of  the  acts  in  defendants'  fraudulent 
scheme. 

Powell  v.  H.g.P.  Partnership.  793  F.  Supp .  91  <JV  Vr. .  1992). 

Plaintiff  failed  to  allege  with  sufficient 
particularity  the  specific  acts  by  Lhe  lender-,  beyond  its 
participation  in  alleged  securities  fraud  scheme,  which 
constitute  predicate  RICO  acts.   The  plaintiff  merely  made 
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general  allegations  that  the  lender  was  a  member  of  a  RICO 
"enterprise"  that  included  other  defendants,  and  that  the  members 
of  the  enterprise  engaged  in  acts  of  securities  fraud  as  well  as 
mail  and  wire  fraud.   The  court  was  unable  to  analyse  whether 
such  act9  demonstrated  the  relatadness  aad  continuity 
requirements  of  a  RICO  pattern. 

Bocrart  v.  Nat'l  community  Banks.   [lays  Transfer  Binder]  *ed. 
Sec.  L.  Rep.  (CCH)  196.850  (D.N.J.  Apr.  25,  1992). 

Allegations  that  a  bank  holding  company's  officer  and 
directors  overstated  earnings  and  assets  by  setting  inadequate 
loan  reserves  and  misrepresenting  material  facta  regarding  loans 
and  internal  controls,  adequately  pleaded  fraud.   The  complaint 
quoted  particular  misrepresentations  and  explained  their  context. 
Aiding  and  abetting  and  controlling  person  claims  were  also 
adequately  pleaded. 

Lerch  v.  Citizens  First  Bank  Corp..  No.  90-3538  (D.N.J.  Aug  11, 
1992)  (available  on  LEXIS  1902  --  U.S.  Diet.  LEXIS  15891). 

Plaintiff's  allegations  against  a  corporation  regarding 
its  financial  condition,  including  loan  loss  reserves,  satistied 
Rule  9(b)  as  it  pertained  to  the  bank.   Plaintiff  quoted 
extensively  from  alleged  misrepresentations  made  by  the  bank, 
including  annual  reports,  press  rclcaoca  and  PCC  filings.   The 
complaint  explained  the  context  in  which  the  representations  were 
made  and  described  the  various  defendant's  actions  and  roles  in 
the  alleged  scheme,  considering  that  the  oanx.  nad  probable 
exclusive  control  over  the  necessary  material,  the  complaint  was 
RUf  f  1ri.«nt .   Th«  mmplainr.  also  sufficiently  pi  «arted  fraud  by  the 
bank's  outside  auditor.   The  complaint  quoted  the  auditor's  own 
language  in  the  annual  report,  explained  the  context  and 
described  die  auditor's  role  in  the  audic  and  scheme. 

In  re  Laidlaw  Secur.  Litier.  ,  No.  91-CV-1029  (E.D.  Fa.  Mar.  31. 
1992)  (available  on  LEXIS  --  1992  U.S.  Dist.  LEXIS  4977). 

Plaintiff  stock  purchasers'  complaint  met  the 
requirements  of  Rule  9(b).  The  complaint  alleged  that  the 
defendants  made  and  disseminated  statements  regarding  the 
company's  financial  prospects  in  order  to  induce  plaintiffs  to 
purchase  the  stock  at  an  inflated  price.   The  complaint  listed 
the  specifically  the  statements  which  formed  the  core  of  the 
violation,  the  method  and  manner  in  which  the  statements  were 
communicated  and  the  date  and  location  of  the  making  of  the 
statements. 
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Tlschler  v.  Baltimore  Baneom.  801  F.  Supp.  1493  (D.  Md.  ,  1992). 

In  a  class  action  by  purchasers  of  defendant  bank's 
stock  ovar  the  rejection  of  a  inquiror's  offer  by  the  board, 
allegations  against  inside  directors  sufficiently  alleged 
personal  involvement  in  the  alleged  fraudulent  activities.  The 
complaint  sufficiently  alleged  culpable  conduct  against  the 
outside  directors  who  were  members  of  the  audit  committee  which , 
given  their  level  of  knowledge  as  to  the  banks  financial  status, 
had  the  role  of  questioning  the  information  being  presented  to 
them.  The  court  could  not  state  that  allegations  against  outside 
"expert"  directors,  with  allegedly  epecial  knowledge  of 
investment,  banking,  real  estate  and  insurance,  alleged  culpable 
conduct,  although  the  court  stated  its  intention  to  carefully 
examine  those  defendants'  furthcoming  summary  judgment  motion. 
Claims  against  the  other  outside  directors,  vhich  fit  into 
neither  category,  were  dismissed.  The  complaint  adequately 
alleged  a  motive  of  entrenchment  and  circumstances  sufficiently 
supporting  an  inference  of  scienter. 

Tiochlcr  v.  Baltimore  Bancorp.   [1992  Transfer  Binder]  Ped.  Sec. 
L.  Rep.  (CCH)  196,888  (D.  Md.  May  15.  1992). 

A  shareholder's  claim  that  a  bank  and  outside  directors 
had  disseminated  misleading  tender  offer  materials  adequately 
alleged  scienter.   The  complaint  alleged  facts  from  which  a 
motive  for  the  claim  fraud  by  the  directors  could  be  inferred. 
The  complaint  also  alleged  circumstances  surrounding  the  board's 
rejection  of  Lke  tender  offer,  supporting  an  inference  LhaL  the 
directors  had  rejected  the  offer  for  improper  purposes. 

In  re  Taxable,  Municipal  Bond  Secur.  Litic.   [1992  Transfer 
Binder]  Fed.  Sec.  L.  Rep.  (CCH)  196,835  (B.D.  La.  Jun.  17,  1992). 

A  complaint  by  bond  purchasers  met  the  requirements  of 
Rule  9(b).   The  complaint  referred  to  an  official  statement  and 
namea  affiliates  ana  insiders  who  publishea  and  disseminated  the 
information.  Because  defendants  were  insiders  and  affiliates, 
the  complaint  needed  only  r.o  inrnm  *ach  defendant,  of  its 
participation  in  the  fraud.  The  complaint  also  alleged  that 
defendants  knew  or  recklessly  disregarded  the  alleged  fraud. 

Lappin  v.  Mesirow  Investment  Servs..  Inc..  No.  91-C-4374  (N.D. 
111.  May  11,  1992)  (available  on  WESTLAW-1992  WL106776) . 

Plaintiffs  who  alleged  that  defendants  made 

uiuuchorizad  investments  in  chair  accounts  failed  to  im»wc  Lho 

specificity  requirement  of  Rule  9(b).   Plaintiffs  omitted 
essential  elements  from  their  mail  fraud  claim  such  as  who  caused 
the  mailings,  the  concent  of  the  mailings  and  how  the  mailings 
furthered  a  racketeering  scheme-. 
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C.V.  Investment a  v.  Buach.  No.  J92-C-20113  (N.D.  111.  Aug.  5, 
1992)  (available  on  WE3TLAW- 1992  WL199236)  . 

RICO  counts  were  dismissed  (with  leave  to  file  an 
amended  complaint)  because  plaintiff  did  not  allege  when  lc 
discovered  scheme  to  defraud  it  and  did  not  plead  any  CacLa 
showing  why  the  statute  of  limitations  should  be  tolled. 

Grove  Holding  Corp.  v.  First  Wisconsin  War..  Bank  of  Sheboygan. 
603  ?.  Supp.  14S6  (E.O.  Wis.  1992). 

Plaintiffs  failed  to  properly  allege  the  intent  of  the 
defendant  accounting  firm.   Assertions  that  the  accounting  firm 
knew  that  certain  representations  were  false  and  investors  would 
rely  on  those  represents t ions  wore  too  conclusory  to  meet  the 
requirements  of  Rulo  9  (b) . 

Colaarove  v.  Price  Wacerhouse.  No.  C-91-0542-SBA  (M.D.  Cal.  Mar. 
17,  1992)  (available  on  LEXIS  --  1992  U.S.  Dist.  LEXIS  3622). 

The  court  dismissed  claims  under  Rule  9 (0)  by  tax 
shelter  program  investors  against  an  accounting  firm  and  two  of 
its  partners,  tha  sponsoring  entity  and  its  president.   While  the 
complaint  identified  the  alleged  misrepresentations,  they  failed 
to  specify  the  time  and  place  of  each  misrepresentation  as  well 
as  each  defendant's  role  in  the  alleged  misrepresentations. 

In  re  Xvtronvx  Secur.  Litio. .  [Current  Binder]  Fed.  Sec.  L.  Rep. 
(CCH)  197,240  (S.D.  Cal.  Oct.  14,  1992). 

A  class  action  complaint  which  sufficiently  described 
the  alleged  misrepresentations  so  as  to  allow  defendants  to  file 
an  adequate  answer  satisfied  the  requirements  of  Rule  9 (b) . 

Marcensen  v.  Summit  Resources,  inc..  [1992  Transfer  Binder]  Fed. 
Sec.  L.  Rep.  (CCH)  197,048  (W.D.  Olcla.  Oct.  19,  1992). 

A  complaint  that  identified  with  whom  the  plaintiffs 
dealt  directly,  from  whom  they  purchased  their  joint  venture 
interest,  what  misrepresentations  were  made  and  how  they  made 
complied  with  Rule  9 (b) . 

Tapken  v.  Brown.   [1992  Transfer  Binder]  Fed.  Sec.  L.  Rep.  (CCH) 
196,805  (S.D.  Fla.  Mar.  13,  1992). 

Plaintiff  stock  purchasers'  claima  against  the  defunct 
issuers'  directors  and  iudirnr  satisfied  particularity 
requirements.   Alleged  misstatements  in  group-published 
information  were  presumed  to  be  the  collective  actions  of  the 

defendant  directors,  even  chough  theH^  Individual  roles  were  not 
detailed.   Scienter  was  adequately  pleaded.   Allegations 
regarding  exchange  listings,  weekly  trading  volume  and  analysts' 
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reports  adequately  alleged  an  efficient  market  for  purposes  of 
the  fraud- on- the -market  presumption.  Allegations  of  aiding  and 
abetting  against  outside  directors  and  the  auditing  firm  were 
sufficient.   Controlling  person  liability  was  adequately  pleaded 
against  the  directors  of  the  issuer  and  against  a  holding  company 
with  common  directors. 


SECURITIES  LITIGATION 

N.   Practice  and  Procedure. 

2.   Rule  11  of  the  FRCP. 


Hoxworth  v.  Blinder.  Robinson  fc  Co. .  [Current  Transfer  Binder] 
Fed.  Sec.  L.  Rep.  (CCH)  197,216  (3d  Cir.  Dec.  2,  1992). 

The  court  affirmed  the  entry  of  default  dud  a  default 
judgment  against  defendants  who  violated  a  court  order  to  obtain 
substitute  counsel  after  their  existing  counsel  withdrew  after  a 
fee  dispute  and  wno  failed  to  file  a  required  pre-trial 
memorandum  and  respond  to  plaintiffs'  discovery  request,  while, 
the  court  acknowledged  rhat  default  is  a  severe  sanction,  the 
defendants  had  personal  responsibility  for  the  conduct  of  the 
litigation  after  their  attorney  withdrew.   They  were  aware  of  the 
court' 3  orders  and  the  need  to  comply  with  the  discovery  and  file 
the  memorandum.  Plaintiffs  were  prejudiced  by  defendants 
conduct.   Defendants  had  been  dilatory  regarding  discovery 
requests  even  prior  to  the  withdrawal  of  counsel.   Defendants' 
manipulation  of  the  situation  evidenced  wilfulness  and  bad  faith. 
Tn  light  of  this  history,  the  lower  court's  finding  that  no  other 
sanction  would  be  effective  waa  not  an  abuse  of  discretion. 

Axin  v.  O-L  investments.  Inc..  959  F.2d  521  (5th  Cir.  1992). 

The  court  vacar.ed  Rule  11  sanctions  because  the  lower 
court  did  not  enter  specific  factual  findings,  or  state  the 
alternative  sanctions  considered  or  why  the  sanction  is  Imposed 
waa  the  least  severe  sanction  adequate  to  serve  the  purposes  of 
Rule  11.   The  issue  was  remanded  to  the  lower  court  for  specific 
findings. 

Orlette  v.  Cincinnati  Microwave.  Inc . ,  954  F.2d  414  (6th  Cir. 
1992) . 

The  court  reversed  sanctions  against  counsel  for  a 
plaintiff  who  had  sued  defendant  ana  its  directors  over  a  self- 
tender  offer  of  shares.  After  a  jury  verdict  for  defendant,  the 
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RESPONSE  TO  WRITTEN  QUESTIONS  OF  SENATOR  DOMENICI 
FROM  MARYELLEN  F.  ANDERSEN 

Q.l.  What  kind  of  information  is  available  to  shareholders  when 
they  are  asked  to  approve  a  settlement? 

A.1.  It  varies.  Not  infrequently  it  is  limited,  confusing  or  unhelpful, 
and  made  available  only  a  few  days  before  a  decision  is  required. 

Q.2.  William  McLucas,  Director  of  Enforcement  at  the  SEC  testi- 
fied that  "class-action  counsel  tend  to  operate  in  an  entrepreneurial 
capacity  rather  than  as  a  fiduciary  operating  at  the  direction  of  a 
client."  Do  you  agree  with  this  statement?  Does  it  create  a  problem 
from  the  standpoint  of  institutional  investors?  If  so,  why?  If  not, 
why  not? 

Q.3.  Mark  Griffin,  representing  the  National  Association  of  State 
Securities  Administrators  testified  at  the  June  17  hearing,  that 
"there  may  be  an  inherent  conflict  in  the  attorney-client  relation- 
ship in  class-action  suits  which  goes  somewhat  unchecked  by  ethi- 
cal concerns,  because  of  money  involved."  Do  you  agree  with  that 
statement?  If  so,  why?  If  not,  why  not?  If  so,  does  it  create  a  prob- 
lem from  the  standpoint  of  investors?  If  not,  why  not? 

Q.4.  What  steps  should  Congress  take  to  make  sure  the  plaintiffs' 
lawyers  do  more  to  represent  the  investor  victims  and  less  to  rep- 
resent their  own  interests? 

A.2-4.  Questions  two,  three,  and  four  raise  the  same  issues. 

It  is  not  at  all  clear  that  the  current  system  encourages  lawyers 
to  take  actions  adverse  to  the  interests  of  specific  clients  they  rep- 
resent in  specific  pieces  of  securities  litigation.  Those  who  criticize 
the  current  system  do  not  suggest  that  it  discourages  lawyers  from 
actively  and  effectively  representing  clients.  Rather,  they  suggest 
that  the  current  system  encourages  lawyers  to  represent  clients — 
and  even  generate  clients — whether  or  not  the  clients  have  meri- 
torious cases.  And  they  suggest  that  the  current  system  costs  too 
much  for  what  it  produces  for  genuine  victims. 

This  system  does  not  appear  to  cause  harm  to  individual  share- 
holder plaintiffs  in  individual  cases.  Presumably  this  system  maxi- 
mizes the  chance  that  a  shareholder  with  a  meritorious  claim  can 
find  a  lawyer  who  will  pursue  it,  even  when  the  shareholder  is  an 
individual  of  limited  means. 

In  addition,  it  is  not  clear  how  a  plaintiff  with  a  marginal  or 
nonmeritorious  case  is  harmed,  since  the  svstem  maximizes  the 
chances  that  they,  too,  can  find  a  lawyer  willing  to  represent  them. 
If  the  lawyer  fails  to  win  a  verdict  or  settlement,  it  is  the  lawyer 
who  comes  up  short.  The  plaintiff  merely  fails  to  win  money.  So  the 
lawyer  has  a  greater  incentive  than  the  plaintiff  not  to  take  on  los- 
ing cases. 

Further,  it  seems  hardly  fair  to  fault  lawyers  for  pursuing  prof- 
its. Lawyers  do  not  run  charities.  They  cannot  be  expected  to  do 
the  pro  bono  work  they  do  if  they  do  not  also  make  money.  If  we 
have  created  a  system  under  which  we  now  feel  that  it  is  too  easy 
for  some  people,  or  the  wrong  people,  to  make  too  much  money,  we 
must  try  to  change  the  objectionable  features  of  the  system,  not 
human  nature. 

The  current  system  seems,  then,  to  be  less  than  perfect  in  a  cou- 
ple of  ways.  First,  it  appears  to  encourage  nonmeritorious  cases  as 
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well  as  meritorious  cases.  And  second,  it  appears  to  be  too  expen- 
sive, since  significant  percentages  of  awards  in  meritorious  and 
nonmeritorious  cases  go  to  third  parties — especially  lawyers — and 
not  victims,  and  since  defense  and  administrative  costs  are  huge. 
These  flaws  may  not  harm  the  shareholder  who  rightly  or 
wrongly  wins  in  court.  But,  to  the  extent  that  it  encourages 
nonmeritorious  cases  or  unproductive  expenses,  it  hurts  all  the  rest 
of  us.  We,  as  consumers,  employees,  and  pensioners,  pay  the  settle- 
ments, verdicts,  and  lawyers  tees  from  out  of  our  pocket  money, 
pension  funds,  salaries,  and  savings.  And  we  shareholders  who  win 
in  one  case  are  the  same  shareholders  who  pay  out  in  others. 

Q.5.  What  suggestions  do  you  have  for  specific  legislative  reforms 
to  improve  the  10(b)(5)  civil  justice  system? 

A.5.  If  one  accepts  the  idea  that  the  main  disappointments  in  the 
current  system  are  its  expense  and  its  encouragement  of 
nonmeritorious  cases,  then  the  question  is,  what  changes  can  be 
made  that  reduce  expenses  and  nonmeritorious  cases  while  not  in- 
hibiting meritorious  cases,  disadvantaging  individual  investors  of 
limited  means,  or  interfering  with  the  policing  effect  that  meritori- 
ous cases  have  on  our  markets? 

The  most  financially,  politically,  and  administratively  achievable 
answer  would  seem  to  be  arbitration. 

Arbitration  is  available  to  everyone.  It  does  not  require  that  a 
plaintiff  have  money.  Indeed  to  the  extent  arbitration  reduces 
costs,  it  should  make  justice  more  available,  not  less  available,  to 
individuals  of  limited  means,  and  make  it  possible  for  a  higher  per- 
centage of  awards  to  go  to  actual  victims,  not  to  lawyers  percent- 
ages, defense  costs,  or  administrative  fees. 

Arbitration  does  not  discourage  meritorious  cases.  Part  of  the 
problem  with  many  of  the  changes  suggested  to  reduce 
nonmeritorious  cases  is  that  they  can  also  discourage  some  or  most 
meritorious  cases  too.  Arbitration  does  not  do  that.  It  does  not  pre- 
judge any  case.  It  does  not  alter  any  burden  of  proof.  It  imposes 
no  penalties  on  losers.  It  adds  no  expenses.  It  creates  no  new  body 
of  law.  It  does  not  require  the  creation  of  any  new  bureaucracy.  A 
large  award  for  a  meritorious  case  is  just  as  possible  under  arbitra- 
tion as  it  is  under  the  current  system. 

Arbitration  does  discourage  nonmeritorious  cases.  Because  de- 
fense expenses  may  be  reduced,  and,  more  importantly,  because  the 
uncertainties  inherent  in  our  jury  system  are  removed,  defendants 
will  be  encouraged  to  defend  cases  they  believe  to  be 
nonmeritorious,  rather  than  agreeing  to  settle  regardless  of  merits. 
It  is  hard  to  imagine  a  better  way  to  discourage  nonmeritorious 
cases  than  to  run  a  system  that  encourages  those  who  believe  they 
are  wrongly  charged  to  defend  against  the  charges. 

Incentives  for  plaintiffs  to  press  meritorious  cases  would  remain 
under  arbitration,  as  would  the  incentives  for  defendants  to  settle 
them.  From  a  public  policy  point  of  view,  this  would  seem  to  be  the 
right  balance. 
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PREPARED  TESTIMONY  OF  PATRICIA  REILLY 

Dear  Senator  Dodd: 

Thank  you  for  the  honor  to  speak  before  the  Securities  Subcommittee  to  relate 
my  personal  experiences  as  a  shareholder  in  securities  class  action  lawsuits.  I  came 
away  with  a  greater  belief  in  our  system  of  government.  I  felt  you,  Senator  Domen- 
ici,  Senator  D'Amato  and  Senator  Bennett  tried  to  get  to  the  truth  of  exactly  what 
is  happening  with  these  security  class  action  lawsuits. 

My  apologies  in  taking  so  long  to  get  this  letter  to  you;  but  I  also  wanted  to  ad- 
dress in  this  letter  the  remarks  that  Mr.  Lerach  made  about  me  in  a  letter  he  sent 
to  the  members  of  the  Subcommittee,  and  the  "evidence"  that  Mr.  Lerach  presented 
at  the  hearing.  As  you  will  be  able  to  tell,  I  have  put  a  lot  of  time  into  addressing 
these  issues.  I  only  had  my  off-work  hours  to  work  on  these  matters  and  that  is 
the  reason  for  the  delay.  Perhaps  the  Subcommittee  members  would  want  to  do 
some  additional  work  on  the  issues  I  raise. 

Before  I  testified,  I  was  a  bit  apprehensive  about  whether  the  hearing  would  be 
fair  in  light  of  the  fact  that  Mr.  Lerach,  the  shareholders'  attorney,  wouldbe  testify- 
ing. I  had  previously  read  in  the  local  San  Diego  newspaper,  the  San  Diego  Tran- 
script, that  Mr.  Lerach  is  a  major  financial  contributor  to  politicians  and  political 
parties,  and  that  he  had  been  found  in  violation  of  election  campaign  financing  laws 
which  are,  as  the  newspaper  said,  "designed  to  curb  the  political  influence  of  the 
well-to-do."  (I  have  attached  a  copy  of  the  newspaper  articles.) 

I  felt  that  my  appearance  was  a  privilege  that  any  American  would  be  fortunate 
to  have,  and  that  you  were  truly  on  a  fact-finding  mission.  I  believe  that  you  con- 
ducted a  fair  and  open  hearing,  which  is  what  I  had  hoped  for. 

My  Response  To  Mr.  Lerach's  Remarks  About  Me  In  His  Letter  To  The 

Subcommittee  Members 

(A.)  Mr.  Lerach  made  a  deliberate  and  knowingly  false  misrepresentation 
which  implied  that  I  am  representing  the  interests  of  the  securities  indus- 
tries. 

Mr.  Lerach  is  basically  stating  that  1)  I  did  not  disclose  that  I  worked  for  A.G. 
Edwards  and  Kidder,  Peabody,  and  2)  that  I  am  really  not  upset  about  the  abuse 
that  is  happening  to  shareholders  by  their  attorneys,  but  rather  that  I  am  actually 
a  "front"  for  the  investment  firms.  Mr.  Lerach's  implication  is  clear.  He  is  basically 
saying  that  I  am  part  of  a  conspiracy  for  the  brokerage  industry.  He  is  saying  that 
I  testified  not  because  I,  and  with  rare  exception,  all  of  his  other  shareholder  clients, 
get  virtually  nothing  out  of  these  settlements  while  the  shareholders'  attorneys  walk 
away  with  millions;  but  rather  he  is  saying  that  I  am  a  shill  for  the  securities  indus- 
try, and  that  I  am  trying  to  protect  them  from  being  held  accountable. 

After  all  of  my  personal  time  and  money  that  I  nave  expended  on  trying  to  bring 
out  the  truth  of  what  is  happening  to  the  shareholders  by  their  attorneys  in  these 
class  action  lawsuits,  I  now  have  to  defend  my  name  and  reputation  against  these 
false  innuendoes  and  insinuations. 

Mr.  Lerach  is  trying  to  mislead  and  deceive  the  Subcommittee  into  thinking  that 
I  am  a  front  for  the  investment  bankers.  Mr.  Lerach  knows,  or  should  know,  that 
his  statements  about  me  are  patently  false. 

I  do  not  represent  any  company,  accountant,  or  investment  banker.  I  am  here  as 
a  shareholder  who  has  been  sold  down  the  river  by  her  attorneys  in  these  ridiculous 
settlements,  just  so  that  the  attorneys  can  make  millions.  /  am  doing  this  because 
what  the  shareholders'  attorneys  are  doing  to  the  stockholders  is  wrong.  When  I  saw 
my  situation  happening  in  case,  after  case,  after  case,  I  believed  that  if  the  Congress 
and  the  press  could  see  how  the  shareholders  were  being  used  by  their  attorneys, 
sold  out  for  these  tiny  settlements  so  that  their  attorneys  could  enrich  themselves, 
that  something  would  be  done. 

From  the  first  case,  Pace  Membership  Warehouse,  I  have  said  that  I  am  a 
stockbroker.  In  my  initial  letter  to  the  District  Court  Judge  in  Pace,  I  said,  that  in 
addition  to  being  a  stockholder  of  Pace,  I  was  also  a  stockbroker  who  had  clients 
with  42  accounts  that  owned  Pace  Membership  Warehouse.  Further,  in  my  written 
testimony  that  was  put  into  the  Congressional  Record  for  this  Subcommittee  hear- 
ing, I  specifically  stated  on  page  3  that  I  am  a  stockbroker  and  have  been  one  for 
12  years. 

Of  the  two  cases  I  was  involved  in,  Pace  Membership  and  Tucson  Electric,  Tucson 
Electric  did  not  have  any  defendants  that  were  securities  firms  or  investment  bank- 
ers. In  Pace  Membership  Warehouse,  two  of  the  defendants  were  securities  firms/ 
investment  bankers,  and  one  of  those  firms  was  my  employer  Kidder,  Peabody.  Kid- 
der, Peabody  was  the  investment  banker  for  the  stock  offering  and  was  alleged  to 
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be  a  co -conspirator  in  the  fraud.  However,  my  interests  as  a  stockbroker  at  Kidder, 
Peabody  were  in  conflict  with  my  employer,  Kidder,  Peabody,  the  investment  bank- 
er. As  a  stockholder  and  stockbroker,  I  was  opposed  to  the  settlement  and  legal  fees. 
My  employer  Kidder,  Peabody  did  not  want  me  to  object  to  the  settlement  offer  and 
legal  fees  in  Pace,  and  actually  tried  to  stop  me  from  going  to  the  hearing.  Further- 
more, Mr.  Lerach  knows,  or  should  know,  that  my  employer  was  against  the  actions 
I  was  taking  in  opposing  a  class  action  settlement. 

As  I  have  said  previously,  I  was  a  stockholder  of  Pace.  I  invested  $3,167.51  for 
200  shares.  I  took  a  loss  of  $1,517.51.  As  a  stockbroker,  I  had  clients  with  42  ac- 
counts that  owned  Pace  stock  during  the  class  period.  The  ownership  of  Pace  stock, 
as  both  a  stockholder  and  a  stockbroker  with  clients  who  had  the  stock,  was  a  pain- 
ful experience.  Many  analysts  on  Wall  Street  kept  issuing  research  reports  saying 
what  a  great  growth  company  Pace  was,  but  the  earnings  never  came.  The  stock 
kept  dropping  in  price.  My  clients  and  I  were  losing  money.  I  wondered  if  the  stock 
analysts  knew  what  they  were  doing. 

A  few  years  later,  as  a  stockholder,  I  received  the  notice  of  the  class  action  law- 
suit. It  said  the  officers,  directors,  investment  bankers,  accountants,  etc.  had  com- 
mitted fraud,  and  it  was  because  of  this  fraud  that  the  stockholders  had  lost  money. 
The  notice  said  there  was  a  settlement  offer  for  $9,125,000.  The  shareholders'  law- 
yers recommended  we  accept  the  settlement  offer  rather  than  go  to  trial;  however, 
the  notice  did  not  state  how  much  we  could  expect  to  recover  of  our  losses.  Further, 
the  notice  stated  that  if  the  settlement  was  approved,  we  would  be  forever  barred 
from  pursing  these  claims  again  against  the  defendants.  The  notice  also  said  that 
the  lawyers  were  asking  for  40  percent  of  the  settlement  fund  plus  an  additional 
amount  for  litigation  expenses. 

In  addition,  the  notice  also  contained  a  claim  form  on  which  a  shareholder  was 
to  put  his  purchase  price  and  sale  price  of  Pace.  This  market  loss  was  to  be  the  basis 
of  the  settlement  distribution.  Nowhere  did  the  notice  tell  a  stockholder  to  list  his 
losses  which  were  caused  by  the  fraud.  No  where  did  the  notice  tell  a  stockholder 
that  he  would  only  be  recovering  an  amount  from  the  settlement  fund  that  was 
based  on  his  losses  caused  by  fraud.  In  fact,  by  using  the  market  losses  as  the  basis 
of  distribution,  the  implication  was  that  the  market  losses  were  the  losses  caused  by 
fraud.  Enclosed  is  a  copy  of  the  Pace  Notice. 

I  wrote  a  letter  to  Judge  Nottingham,  the  U.S.  District  Court  Judge  before  whom 
the  settlement  would  be  heard.  I  told  the  Judge  I  was  opposed  to  the  attorney's  re- 
quest for  40  percent  in  legal  fees,  plus  costs,  out  of  the  $9,125,000  settlement.  I  also 
told  the  Judge  that  I  was  planning  on  attending  the  settlement  hearing  to  oppose 
the  request  for  fees.  I  sent  copies  of  my  letter  of  opposition  to  the  attorneys.  Shortly 
thereafter  I  received  a  telephone  call  from  Kidder,  Peabody's  attorney.  The  Kidder, 
Peabody  attorney  told  me  that  Kidder,  Peabody  did  not  want  one  of  its  brokers 
going  to  the  hearing  and  opposing  the  settlement  and  legal  fees.  Kidder,  Peabody 
said  this  was  because  if  the  settlement  went  through,  Kidder,  Peabody  would  not 
have  to  pay  anything  at  all,  as  all  the  money  was  coming  from  insurance.  Further, 
if  the  settlement  went  through,  the  case  would  be  permanently  dismissed  against 
Kidder,  Peabody.  I  asked  the  Kidder,  Peabody  attorney  if  that  meant  that  Kidder, 
Peabody  would  be  reimbursing  me  and  my  clients  for  the  amount  of  money  we  were 
paying  for  the  excessive  legal  fees.  The  attorney,  of  course,  said  no.  We  did  not  have 
much  more  to  discuss  so  I  said  goodbye. 

On  July  17,  1990,  I  flew  from  San  Diego  to  Denver  for  the  hearing  to  be  held  on 
7/18/90.  The  Kidder,  Peabody  lawyers  called  my  office  on  July  17,  1990,  to  try  to 
talk  me  out  of  going  to  the  hearing.  When  they  discovered  I  was  not  there,  the  Kid- 
der, Peabody  lawyers  tracked  me  down  to  where  I  was  staying  in  Denver.  They  left 
an  "urgent"  message  for  me  to  call  them  before  the  hearing,  which  I  did  not  do. 

On  July  18,  1990,  I  went  to  the  hearing.  At  the  hearing,  Judge  Nottingham  asked 
everyone  to  identify  himself  or  herself.  I  told  the  Judge  who  I  was,  that  I  was  a 
stock/io/dcr  of  Pace,  and  a  stockbroker  at  Kidder,  Peabody  who  had  42  accounts  who 
had  Pace  Membership  Warehouse  stock.  The  Judge  asked  me  if  I  was  representing 
Kidder,  Peabody.  I  told  the  Judge  no.  The  Judge  turned  to  Kidder,  Peabody's  attor- 
neys and  asked  if  that  was  correct,  that  I  did  not  represent  Kidder,  Peabody.  The 
Kidder,  Peabody  attorneys  said  that  I  did  not  represent  Kidder,  Peabody,  and  that 
Kidder,  Peabody  did  not  want  me  to  come  to  the  hearing.  Judge  Nottingham  at  that 

Soint  told  the  attorneys  for  Kidder,  Peabody  to  tell  Kidder,  Peabody,  under  Court 
•rder,  that  Kidder,  Peabody  was  not  to  take  any  retaliatory  action  against  me  for 
appearing  at  the  hearing  and  opposing  the  legal  fees.  Present  at  all  times  during 
this  Court  dialogue  were  a  number  of  attorneys  from  the  San  Diego  office  of  Milberg, 
Weiss,  Bershad,  Specthrie  and  Lerach,  including  Keith  Park,  a  partner  of  the  firm. 
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Mr.  Lerach  has  deliberately  attempted  to  mislead  the  Subcommittee  members  into 
thinking  that  I  was  working  on  behalf  of  my  employer,  when  he  knows,  or  should 
know,  that  the  opposite  is  the  truth. 

When  I  first  started  on  Pace,  I  did  not  realize  the  extent  of  the  deception  and 
abuse  that  the  shareholders'  attorneys  are  causing  to  shareholders.  I  just  thought 
that  after  me  and  my  clients  had  been  victims  of  fraud,  that  it  was  outrageous  to 
give  the  lawyers  40  percent,  plus  additional  out-of-pocket  expenses.  Then  I  got  a 
copy  of  the  legal  fees  that  our  lawyers  had  to  submit  to  the  Court  to  justify  their 
request  for  40  percent,  plus  costs.  I  have  included  a  copy. 

The  legal  fees  were  based  on  billable  hours  that  amounted  to  $2,090,438.00.  This 
included  Mr.  Lerach  charging  $450  an  hour.  The  out-of-pocket  expenses  were  an- 
other $598,902.07.  These  out-of-pocket  expenses  for  the  shareholders'  attorneys  in- 
cluded xeroxing  costs  of  over  $95,000. 

A  strange  event  happened  at  the  settlement  hearing  on  Pace.  It  contradicts  Mr. 
Lerach's  statement  that  the  system  is  currently  designed  to  protect  the  sharehold- 
ers' interests.  Judge  Nottingham,  who  had  a  copy  of  the  legal  fees,  felt  that  the  legal 
fees  appeared  to  be  excessive.  The  Judge  authorized  me  to  find  out  what  the  "going 
rate"  was  for  this  type  of  work.  He  told  me  I  should  talk  to  lawyers  in  San  Diego 
and  find  out  what  the  normal  hourly  rates  were.  He  also  told  me  that  I  could  go 
over  to  the  shareholders  attorneys'  office  and  review  their  billings  that  supported 
their  fee  requests.  The  Court  is  basically  saying  that  it  does  not  have  the  capability 
to  protect  and  monitor  the  legal  fees  for  the  benefit  of  the  shareholders.  Certainly  the 
Court  was  not  going  to  go  to  San  Diego  where  two  of  the  law  firms  were  located, 
nor  New  York  where  the  other  major  firm  was  located.  Nor  do  I  think  it  is  reason- 
able for  Congress  or  the  Courts  to  expect  the  small  investor  of  200  shares  to  be  out 
there  doing  an  accounting  of  the  lawyers'  legal  fees.  So  what  we  have  here  is  an 
excellent  opportunity  for  abuse  by  the  lawyers  to  charge  excessive  fees  without  any- 
one being  able  to  verify  their  accuracy. 

Many  courts  to  avoid  the  above  problem  have  resorted  to  treating  the  legal  fees 
like  a  contingency  case,  and  just  give  a  flat  percentage  of  the  settlement.  This  per- 
cent of  fees  is  without  any  consideration  to  the  percent  that  the  shareholders  will 
recover  of  their  losses.  Mr.  Lerach  would  like  to  say  that  the  stockholders'  attorneys 
recover  in  fees  on  average  15.2  percent  of  the  recoveries.  In  Pace,  the  lawyers  had 
their  fees  reduced  from  40  percent  to  30  percent,  or  $2,737,800  out  of  a  $9,125,000 
settlement,  plus  $598,902.07  in  expenses.  See  the  attached  copy  of  the  docket  entry 
for  the  Judge's  award  of  the  fees  and  expenses.  In  Tucson,  the  lawyers  were  asking 
for  $9,000,000  out  of  $30,000,000,  or  30  percent.  The  Court  awarded  the  lawyers  25 
percent  of  the  settlement,  or  $7,500,000,  because  the  Court  said  this  was  the  going 
rate  and  cited  supporting  cases.  A  far  cry  from  Mr.  Lerach's  15  percent.  In  any 
event,  none  of  the  legal  lees  paid  out  of  the  settlement  funds  are  awarded  in  rela- 
tion to  what  the  shareholders  will  recover. 

After  the  Pace  hearings,  I  spoke  with  accountants  from  Heffler  and  Co.  The  ac- 
countants told  me  that  I  and  my  clients  should  expect  to  recover  $.17  on  the  dollar 
of  our  losses.  The  accountants  told  me  that  I  should  be  happy  with  these  results 
as  in  the  vast  majority  of  the  cases  the  stockholders  get  less  than  $.10  on  the  dollar 
of  their  losses.  This  seems  to  conflict  with  Mr.  Radetich's  presentation.  Upon  closer 
study  of  Mr.  Radetich's  report,  there  appears  to  be  a  bit  of  misleading  analyses,  but 
more  on  that  later. 

Next  I  read  in  the  Wall  Street  Journal  about  the  Stanford  law  professor,  Janet 
Alexander,  who  did  a  study  and  her  conclusion  was  that  these  suits  were  not 
brought  on  their  merits.  Her  article  was  fascinating  as  it  explained  the  motives  for 
why  these  suits  were  brought  and  why  they  always  settled.  Then  I  saw  Mr. 
O'Brien's  study  that  showed  that  the  cases  almost  always  settle,  and  that  the  aver- 
age shareholder  recovers  only  6  percent  of  his  losses. 

The  picture  was  starting  to  become  clearer.  The  stockholders  lose  money  on  their 
stock,  the  lawyers  sue  alleging  fraud,  the  cases  settle  for  insurance  proceeds  so  the 
individual  defendants  are  off  the  hook,  the  lawyers  settle  the  cases  for  pennies  on 
the  dollar  of  their  clients'  losses,  while  they  make  millions  in  legal  fees.  This  is  legal 
extortion  for  the  millions  in  legal  fees  and  the  shareholders'  lawyers  are  using  their 
unwitting  shareholders  clients  as  the  pawns  to  extract  the  money. 

Along  came  the  Tucson  Electric  Power  securities  class  action  lawsuit.  Sure 
enough,  same  pattern,  or  as  they  say  in  criminal  cases,  same  M.O.  The  case  settled 
for  insurance  proceeds.  The  people  who  are  alleged  to  have  committed  the  fraud 
have  not  been  held  accountable.  The  stockholders  can  expect  to  recover  $.05  on  the 
dollar  of  their  losses.  The  35  law  firms,  177  lawyers,  and  77  paralegal  legal  were 
awarded  $7,500,000  in  legal  fees.  This  was  a  $4,500,000  bonus  above  their 
$3,000,000  in  billable  fees,  with  some  billing  at  a  rate  of  $500  an  hour.  That  was 
it! 
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The  Tucson  Electric  settlement  hearing  was  on  February  20,  1992.  In  April,  1992, 
I  sent  a  letter  to  you  and  250  other  people  who  I  thought  might  be  able  to  correct 
this  abuse.  The  letter  outlined  my  experiences  in  Pace  and  Tucson  Electric. 

Mr.  Lerach  has  made  millions  of  dollars  in  legal  fees  for  suing  people  who  have 
made  misleading  and  misrepresentative  statements.  If  anyone  knows  the  impor- 
tance of  truth,  it  must  be  him.  As  such,  I  am  entitled  to  have  him  give  me  the  hard 
facts  and  the  hard  evidence  that  support  his  innuendo  that  I  am  "not  as  disin- 
terested" in  these  matters  as  I  made  it  appear.  Let's  have  some  hard  proof,  and  not 
just  some  innuendo,  that  I  am  working  for  the  benefit  of  the  securities  firms.  Surely, 
Mr.  Lerach  must  have  some  evidence  if  he  made  that  statement.  I  would  also  like 
the  names  of  these  people  I  am  supposedly  working  for  so  that  1  can  send  them 
a  bill  for  the  money  I  have  personally  spent  in  pursuing  this  abuse. 

If  Mr.  Lerach  can  not  provide  this  evidence,  I  and  the  Subcommittee  are  entitled 
to  an  apology  for  his  misrepresentations.  I  will  be  waiting  for  his  hard  evidence  or 
for  his  apology. 

(B.)  Mr.  Lerach's  states  that  the  shareholders  are  legally  only  entitled  to 
damages  caused  by  fraud,  yet  the  shareholders  are  paid  out  of  the  settle- 
ment funds  pro  rata  based  on  their  market  losses. 

As  Mr.  Lerach  stated,  the  Federal  law  only  protects  losses  due  to  fraud  of  the  de- 
fendant. He  then  said  that  by  my  comparing  my  recovery  in  the  case  to  my  stock 
market  losses,  that  I  was  comparing  "apples  to  oranges." 

In  class  action  lawsuits,  the  settlement  distributions  are  always  made  based  on 
an  investor's  market  losses.  The  claim  forms  in  these  cases  do  not  ask  the  sharehold- 
ers to  state  what  the  damages  are  that  were  caused  by  fraud.  The  claim  forms  do 
tell  the  shareholders  to  fill  in  the  claim  forms  showing  their  market  losses.  When 
an  investor  fills  out  the  claim  form,  he  is  told  to  list  the  purchase  price  of  the  stock 
and  the  sale  price  of  the  stock.  The  difference,  or  market  loss,  is  the  amount  on 
which  the  distribution  is  made  to  the  shareholder  from  the  settlement  fund.  A 
shareholders'  recovery  out  of  the  settlement  fund  is  not  based  on  his  damages 
caused  by  fraud,  although  this  might  be  the  legal  way  to  do  it;  but  rather  on  his 
market  losses. 

In  addition  to  that,  all  shareholders  share  in  the  settlement  fund  in  an  equal,  pro 
rata  percentage  of  their  market  losses.  In  the  case  of  Pace,  the  claim  period,  or  fraud 
period,  was  from  June  20,  1985  through  July  11,  1986.  Anyone  who  bought  stock 
during  this  period  was  part  of  the  class.  EVERYONE  RECEIVED  THE  SAME  PER- 
CENT OF  THEIR  CLAIM  REGARDLESS  OF  WHEN  IT  WAS  PURCHASED  OR 
SOLD.  EVERYONE  RECEIVED  17  PERCENT  OF  THEDl  CLAIMED  MARKET 
LOSSES.  If  shareholders  are  only  to  be  paid  for  damages  caused  by  fraud,  to  pay 
the  shareholders  on  a  pro  rata  basis,  the  fraud  and  the  "non-fraud"  would  have  to 
have  stayed  constant  for  every  single  day  from  June  20,  1985  through  July  11,  1986. 

Here  is  a  hypothetical.  Let's  assume  a  company  commits  fraud.  There  is  a  class 
action  lawsuit  filed  for  the  fraud.  The  fraud  occurred  from  March  23,  1987  through 
and  including  July  18,  1989.  Anyone  who  bought  and  sold  stock  during  this  class 
period  was  part  of  the  class.  As  is  the  norm,  the  case  settles.  The  shareholders  re- 
ceive a  notice  of  the  settlement  and  a  claim  form  to  complete  if  they  want  to  be  part 
of  the  class  and  be  part  of  the  settlement.  In  the  claim  form,  the  shareholder  is  to 
put  his  purchase  price  and  his  sale  price.  The  difference  is  his  market  loss  and  this 
is  the  basis  of  his  distribution  from  the  settlement  fund.  Plus,  all  shareholders  will 
receive  from  the  settlement  fund  the  same  percentage  of  their  market  losses. 

In  this  hypothetical,  we  have  2  shareholders,  A  and  B.  They  each  purchased  1,000 
shares. 

On  June  1,  1987,  shareholder  A  purchased  1,000  shares  at  $57.75  a  share,  for  an 
investment  of  $57,750.  Shareholder  A  sold  his  1,000  shares  on  October  15,  1987  at 
$57,125  a  share,  or  $57,125.  Shareholder  A  realized  a  loss  of  $525. 

While  shareholder  A  was  selling,  shareholder  B  was  buying.  On  October  15,  1987, 
shareholder  B  bought  1,000  shares  at  $57,125,  or  $57,125.  Then  on  October  19, 
1987,  at  the  close  of  the  market,  shareholder  B  sold  his  1,000  shares  at  $51  a  share, 
or  a  total  of  $51,000.  Shareholder  B  realized  a  loss  of  $6,125. 

On  October  19,  1987,  the  stock  market  crashed.  The  Dow  Jones  Industrial  lost 
508  points,  moving  from  2246.74  down  to  1738.74.  From  the  close  of  Friday,  October 
16,  1987,  to  the  close  of  Monday,  October  19,  1987,  these  blue  chip  companies  had 
the  following  stock  price  losses: 
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Oct.  16,  1987    Oct.  19,  1987    Change 


Philip  Morris  $102.75  $88,125  -$14,625 

Coca  Cola  $  40.50  $30.50  -$10.00 

J. P.  Morgan  $  41.625  $27.75  -$13,875 

Bristol  Myers  $  42.25  $32.50  -$  9.75 


The  hypothetical  is  actually  Tucson  Electric.  The  claim  period  on  Tucson  Electric 
went  from  March  23,  1987  to  July  18,  1989.  The  prices  in  the  hypothetical  were 
Tucson  Electric's  closing  prices  for  June  1,  1987,  October  15,  1987  and  October  19, 
1987.  Shareholder  A  losses  $525  and  this  is  the  basis  of  his  claim  for  money  out 
of  the  settlement  fund.  Shareholder  B  losses  $6,125,  and  this  is  his  basis  of  his 
claim  out  of  the  settlement  funds.  Can  anyone  doubt  that  B's  losses  were  mostly 
caused  by  the  stock  market  crash?  But  under  this  settlement,  and  as  is  the  norm 
in  class  action  settlements,  everyone  receives  as  a  distribution,  the  same  percentage 
of  their  market  losses.  Everyone  will  recover  5  percent  of  their  claimed  losses.  Is 
this  a  settlement  distribution  based  on  the  damages  caused  by  fraud? 

I  guess  what  I  want  to  know  is  if  market  losses  are  not  relevant,  why  are  they 
used  as  the  formula  to  determine  what  someone  will  recover  out  of  a  settlement 
fund?  In  addition  to  that,  why  is  every  shareholder  claimant  paid  in  the  same  per- 
centage, or  pro  rata,  out  of  the  settlement?  If  the  shareholder  is  only  entitled  to  re- 
cover his  losses  caused  by  fraud,  and  the  settlement  fund  is  paid  based  on  market 
losses  and  on  a  pro  rata  basis  to  all  shareholders,  the  only  way  these  settlements 
could  be  legally  correct  and  equitable  to  all  of  the  shareholders,  would  be  if  the  losses 
caused  by  the  fraud  were  the  same  as  the  market  losses,  and  that  the  fraud  and  the 
"non  fraud"  stayed  constant  every  day  of  the  claim  period.  In  other  words,  unless  the 
pro  rata  market  losses  are  the  losses  caused  by  fraud,  these  settlements  have  nothing 
to  do  with  paying  the  shareholders  for  their  losses  caused  by  fraud.  In  which  case 
all  these  settlements  are  wrong. 

As  had  been  stated  above,  the  shareholders  are  only  entitled  to  recover  damages 
caused  by  fraud,  and,  of  course,  the  shareholders'  attorneys  know  this.  The  share- 
holders' attorneys  draft  the  settlement  formulas  and  the  formulas  always  pay  the 
shareholders  based  on  their  market  losses  and  the  settlement  funds  are  to  be  market 
losses.  Since  the  lawyers  obviously  know  the  law,  this  can  only  lead  to  1  of  2  conclu- 
sions. 1)  The  damages  caused  by  fraud  are  the  market  losses.  2)  The  damages 
caused  by  fraud  are  not  the  market  losses,  which  means  that  the  distributions  are 
incorrectly  made  to  the  shareholders.  Some  shareholders  then  would  receive  more 
than  they  are  entitled  to,  and  some  shareholders  would  receive  less  than  they  are 
entitled  to,  out  of  the  settlement  funds.  If  the  market  losses  are  not  the  damages 
caused  by  fraud,  but  are  the  basis  of  recovery,  does  this  not  enrich  some  sharehold- 
ers at  the  expense  of  the  other  shareholders?  Is  this  the  purpose  of  the  law? 

I.  If  The  Damages  Caused  By  Fraud  Are  The  Market  Losses 

If  the  damages  caused  by  fraud  are  the  market  losses,  then  all  the  testimony  at 
the  Subcommittee  hearing  shows  that  the  stockholders  recover  minuscule  amounts 
of  their  losses  caused  by  fraud. 

a.  Vincent  O'Brien  testified  that  he  studied  533  securities  class  action  cases 
from  April,  1988  to  March,  1993. 

— 93  percent  of  the  cases  settled. 

— the  cash  amount  of  the  settlement  was  6  percent  of  the  investors'  total  trad- 
ing losses.  This  was  before  attorneys'  fees  were  deducted. 

To  discredit  Mr.  O'Brien's  study,  Mr.  Lerach  offers  a  Statement  of  Beverly  C. 
Moore,  Jr.,  Editor  of  Class  Action  Reports.  Beverly  Moore  states  that  ^Ir. 
O'Brien's  testimony  is  virtually  a  complete  fabrication."  Mr.  Lerach  states  that 
"the  most  comprehensive  survey  of  fee  awards  in  securities  class  actions  ever 
made  .  .  .  was  conducted  by  the  authoritative  journal  Class  Action  Reports."  Are 
you  aware,  Senator,  that  Mr.  Lerach  is  on  the  Editorial  Board  of  Class  Action  Re- 
ports." Does  not  an  Editorial  Board  decide  what  does  and  does  not  get  printed  in 
its  publication?  It  is  a  little  hard  to  believe  that  Beverly  Moore  has  an  objective 
and  unbiased  opinion,  and  that  this  is  the  kind  of  reporting  someone  would  want 
to  rely  on  for  impartiality  and  accuracy. 

b.  Another  study  was  done  by  the  economist,  Frederick  C.  Dunbar.  Mr.  Dunbar 
found  that  the  settlements  amounted  to  only  3  percent  of  shareholder  losses. 
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c.  The  summary  results  of  the  69  cases  that  Heffler  &  Company  studied  which 
appear  in  the  June  16,  1993,  letter  to  George  Kramer. 

Market  or  Allowed  Loss   $2,851,621,985 


Total  Dollar  Value  of 
l    Settlement  Fund 


$   386,267,078   This  is  13.5% 

of  market  losses 


Dollar  Distribution  to   $   308,438,656   This  is  11% 
Claimants  of  market  losses 


There  is  an  approximately  $78,000,000  difference  between  the  total  dollar  value 
of  the  settlement  funds  ana  the  monies  distributed  to  the  claimants.  I  believe  Mr. 
Radetich  was  going  to  provide  the  Subcommittee  with  a  breakdown  of  this 
$78,000,000  difference.  If  Pace  is  any  indication,  I  am  sure  that  you  will  find  that 
over  99  percent  of  the  $78,000,000  was  attorneys'  fees. 

The  mention  of  Pace  brings  up  another  point,  and  a  disturbing  one  at  that.  The 
information  on  the  letter  to  George  Kramer  is  a  summary  of  the  69  cases  that 
Heffler  &  Co.  discussed  in  greater  detail  in  the  booklet. 

There  is  soma  troubling  information  contained  in  the  Heffler  study  which  makes 
one  question  whether  this  study  was  written  in  a  way  to  mislead  the  members  of 
the  Subcommittee  into  thinking  that  the  shareholders  were  actually  recovering  a 
larger  percentage  of  their  market  losses  and  the  settlement  funds  than  is  actually 
the  case. 


The  following  is  a  summary  of  the  report's  information  as  it 
relates  to  Pace: 


Case  Name 


Total   S 
Value   of 
Settlement 
Fund 


Claims 
Filed 


Market 
or 

Allow 
Loss 


Percent 
Recov ' d 


Dollar  Percent 
Dist'd  Recover 
to  to 

Claimts   Claimts 


Pace 
Membership 
Warehouse    ( 4 ) 


39,125,000    4,935      $35,093,870      26%        $6,383,598      70% 


Of  the  $6,383,598  distributed  to  the  shareholders,  $5,788,598  was  the  principal 
that  was  to  be  distributed  to  the  shareholders  as  ordered  by  the  court  at  the  settle- 
ment hearing  on  8/2/90.  The  additional  amount  of  $595,000  is  interest  that  the  set- 
tlement funds  have  earned.  In  other  words,  over  9  percent  of  the  dollars  distributed 
was  interest  earned  on  the  settlement  funds,  or  the  time  value  of  money.  Surely 
under  good  accounting  procedures,  one  would  not  include  the  interest  that  the  funds 
earned  during  the  claims  administration  period  as  part  of  the  percent  of  recovery. 
If  that  were  the  case,  one  need  only  hold  the  settlement  funds  long  enough  and  the 
entire  losses  would  be  recovered  just  by  the  earning  of  interest. 

The  settlement  hearing  was  held  on  August  2,  1990.  The  principal  of  the  settle- 
ment funds  was  distributed  on  July  7,  1992.  The  interest  still  has  not  been  distrib- 
uted because  there  needs  to  be  a  clarification  of  Section  468(b)  of  the  Internal  Reve- 
nue Code.  The  only  reason  the  distribution  is  $6,383,598  is  because  the  principal, 
and  now  the  interest,  is  earning  interest.  If  the  settlement  funds  had  been  paid  out 
sooner,  then  the  stockholders  would  have  been  earning  that  interest  in  their  per- 
sonal accounts. 

I  have  attached  the  copy  of  the  shareholders'  lawyers  Declaration  to  the  U.S.  Dis- 
trict Court  requesting  the  Court  to  approve  the  Distribution  of  the  Settlement  Fund 
in  which  the  shareholders'  lawyer  states  on  page  6  that  the  principal  of  the  settle- 
ment was  $5,788,597.93.  I  have  also  previously  mentioned  that  I  attached  a  copy 
of  the  Court  Order  dated  8/2/90  awarding  attorneys'  fees  of  $2,737,800  and  expenses 
of  $598,902.07.  Add  these  3  items  up  and  you  have  $9,125,300,  the  settlement 
amount  plus  a  $300  accounting  goof.  In  this  light  of  these  facts,  the  legal  fees  and 
expenses  were  36.6  percent  of  the  $9,125,000  settlement  fund.  Without  the  interest, 
which  the  shareholders  would  have  gotten  whether  the  monies  were  in  the  settle- 
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ment  fund  or  in  their  own  accounts,  the  shareholders  got  63.4  percent.  There  is  a 
pretty  good  differential  between  the  63.4  percent  of  the  settlement  order  and  the 
70  percent  given  in  the  Heffler  report. 

Face  is  not  the  only  case  in  the  Heffler  study  that  has  added  the  interest  into 
the  Dollar  Distribution  to  the  Claimants.  There  were  10  cases  in  total  that  have  a 
"(4)"  after  the  case  name.  This  (4)  means  that  there  is  undistributed  interest  in- 
cluded in  the  Dollar  Distribution  to  Claimants.  Any  case  that  has  interest  that  was 
earned  that  will  be  effected  by  Section  468  of  the  Internal  Revenue  Code  was 
marked  with  a  "(4)".  Now  to  add  this  interest,  the  time  value  of  money,  into  the 
Dollar  Distribution  increases  the  percentage  recovery  to  the  claimants,  and  that  is 
either  intentionally  misleading  or  bad  accounting.  These  seem  to  be  the  type  of  facts 
that  the  shareholders'  attorneys  would  use  to  sue  for  fraud  or  misrepresentation. 
Further,  what  about  the  cases  that  had  Dollar  Distributions  to  Claimants  that  in- 
cluded interest  that  were  not  effected  by  Section  468.  We  can  only  assume  that  this 
interest,  the  time  value  of  money,  was  also  added  into  the  Dollar  Distributions  to 
claimants. 

The  Dollar  Distribution  to  Claimants  on  the  one  page  summary  sent  to  George 
Kramer  was  $308,438,656.  This  was  the  total  for  all  the  69  cases  broken  out  in  the 
report.  This  amount  represented  11  percent  of  the  market  loss.  But  as  we  have  al- 
ready seen,  in  at  least  10  of  the  cases,  the  Dollar  Distribution  included  interest 
earned  on  settlement  funds  while  the  claims  were  being  administered.  This  is  not 
something  the  shareholders'  attorneys  can  take  credit  for.  This  is  merely  the  time 
value  of  money.  Perhaps  if  this  interest  was  backed  out  of  the  Dollars  Distributed 
and  we  dealt  with  only  the  principal  of  the  settlements,  which  would  be  the  settle- 
ments minus  the  legal  fees  and  expenses,  we  would  have  what  3  accountants  at 
Heffler  had  told  me — in  the  vast  majority  of  the  cases,  the  stockholders  get  less  than 
$.10  on  the  dollar  of  their  market  losses.  /  would  ask  the  Subcommittee  to  have 
Heffler  &  Co.  redo  their  study,  removing  the  interest  out  of  the  dollars  distributed 
to  the  shareholders,  and  have  only  the  principal  of  the  settlements  be  used  in  the  dol- 
lars distributed. 

Why  would  Heffler  &  Co.  design  their  study  in  a  way  to  make  it  appear  that  the 
claimants  recovered  higher  percentages?  In  Pace,  Heffler  and  Company  was  award- 
ed $17,974.22  in  accounting  fees  and  services.  $11,250  was  for  fees  from  billable 
hours,  and  $6,724.22  for  out-of-pocket  fees.  See  page  7  and  Exhibit  B  of  the  share- 
holders attorney's  Declaration  in  Support  of  Motion  for  Approval  of  Distribution  of 
Settlement  Fund.  In  his  report,  Mr.  Radetich  listed  153  securities  class  action  cases 
(not  including  the  anti-trust  cases)  that  his  firm  has  handled  or  is  presently  working 
on.  If  $11,250  is  a  normal  amount  of  fees,  not  including  out-of-pocket  expenses,  for 
a  claims  administration,  that  is  $1,721,250  in  fees  from  these  securities  class  action 
cases.  That  could  be  a  reason. 

But  even  using  Mr.  Radetich's  inflated  numbers  of  dollars  distributed,  the  share- 
holders still  only  recover  11  percent  of  their  market  losses  after  attorneys  fees. 

II.  If  The  Damages  Caused  By  Fraud  Are  Not  The  Market  Losses 

Mr.  Lerach  stated  on  page  9  of  his  testimony  that  "only  that  portion  of  a  victim's 
market  loss  attributable  to  fraud  can  be  collected  as  damages  under  the  securities 
laws.  One  prominent  damage  expert  has  concluded,  based  on  a  survey  of  20  recent 
cases,  that,  on  average,  27.7  percent  of  market  losses  are  due  to  fraud  and  are  le- 
gally recoverable.  See  Exhibit  1." 

I  went  to  Exhibit  1.  First  to  see  who  the  "prominent  damage  expert"  was.  There 
I  found  a  report  by  John  Torkelsen,  CFA  from  PVR  (Princeton  Venture  Research). 
Who  is  John  Torkelsen,  CFA?  Other  than  the  fact  that  Mr.  Torkelsen  was  paid 
money  by  Mr.  Lerach  to  do  his  "analyses,"  what  else  do  we  know  of  him?  What  is 
his  background?  How  long  has  he  been  in  the  business?  Where  did  he  go  to  school? 
Did  he  ever  testify  in  court?  If  so,  has  he  testified  for  both  the  defense  and  the 
plaintiffs? 

But  overlooking  the  facts  that  his  report  lacks  any  information  about  his  creden- 
tials and  that  his  conclusions  were  based  on  only  20  cases,  what  I  was  really  inter- 
ested in  determining  is  how  did  he  come  to  the  conclusion  that  in  securities  litiga- 
tion, recoverable  damages  are  27.7  percent  of  the  market  losses.  This  is  what  Mr. 
Torkelsen,  CFA,  had  to  say: 

"For  each  litigation  we  reintroduced  the  fdes  onto  our  computer  system  and,  using 
the  same  methodology  for  each  litigation,  we  calculated  Total  Market  Losses  for  all 
buyers  and  sellers  of  the  stock  during  the  Class  Period.  These  Market  Losses  were 
then  compared  to  Total  Damages  which  had  been  prepared  earlier  to  be  used  in  testi- 
mony in  these  litigations  ..." 

"/  believe  that  this  analysis  is  based  on  a  reasonable  sample  of  securities  law  class 
action  litigations  and  I  am  quite  confident  that  the  Damage  analysis  upon  which 
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these  comparisons  to  Market  Losses  were  based  are  sound — as  they  were  prepared  for 
expert  testimony  in  the  actual  litigations." 

Does  that  tell  you  anything  about  how  Mr.  Torkelsen,  CFA,  arrived  at  his  conclu- 
sion that  recoverable  damages  are  27.7  percent  of  the  market  losses?  It  does  not  to 
me.  Although  Mr.  Torkelsen,  CFA  is  "quite  confident  that  the  Damage  analyses 
upon  which  these  comparisons  to  Market  Losses  were  based  are  sound,  I  wish  he 
would  tell  us  his  "methodology"  as  to  how  he  came  to  these  conclusions,  so  that  we 
could  be  confident  that  his  analyses  are  sound.  I  wish  Mr.  Torkelsen  had  given  us 
the  facts  upon  which  he  based  his  conclusions.  It  is  very  important  how  Mr. 
Torkelsen,  CFA,  arrived  at  his  conclusions,  because  plaintiffs'  attorney  is  trying  to 
say  that  even  though  it  might  appear  that  the  stockholders  recover  only  6  percent 
of  their  losses,  they  really  get  much  more  because  the  recoverable  damages  are  so 
low. 

I  would  like  to  know  what  Mr.  Torkelsen's  "methodology"  is  when  he  does  a  secu- 
rity analysis,  before  I  put  a  lot  of  credence  in  the  supposed  results.  How  did  he  come 
up  with  the  damages?  If  his  methodology  is  wrong,  then  the  damages  are  wrong, 
and  the  average  figure  is  wrong.  Since  Mr.  Torkelsen  is  saying  that  on  average  27.7 

ftercent  of  the  market  losses  are  fraud,  then  72.3  percent  of  the  market  losses  are 
or  non-fraud  reasons.  I  would  like  to  know  in  the  case  where  there  is  a  specific 
fraudulent  act,  how  he  determines  what  effect  the  fraud  has  on  the  stock  price  ver- 
sus the  effect  of  non-fraud  factors.  For  instance,  if  during  the  period  of  the  fraud, 
what  does  he  do  for  non-fraud  items  like  the  Dow  Jones  rallying  80  points  one  day 
and  then  dropping  50  points  the  next  day;  or  where  the  Dow  Jones  drops  over  500 
points  like  it  did  during  the  Tucson  Electric  claim  period.  And  isn't  the  fraud  really 
more  like  20  percent  one  day,  and  80  percent  another  day,  and  60  percent  another 
day.  To  give  just  one  example  of  the  problem  with  his  blanket  analyses  of  listing 
total  fraud  damages  as  a  percentage  of  market  losses,  4  of  the  companies  were  al- 
leged to  have  committed  fraud  during  the  class  period  which  included  the  market 
crash.  Wouldn't  this  be  similar  to  Tucson,  the  damages  caused  by  fraud  as  a  per- 
centage of  market  losses  would  be  different  if  the  losses  occurred  before  the  market 
crash  than  if  the  losses  occurred  after  the  market  crash.  I  would  like  to  have  Mr. 
Torkelsen  explain  how  the  shareholders  can  all  be  paid  out  in  equal  percentages  of 
the  settlement  funds,  since  the  effect  of  the  non-fraud  items  must  vary  from  day 
to  day,  and  the  effect  of  the  fraud  itself  must  vary  from  day  to  day. 

Just  how  did  Mr.  Torkelsen,  CFA,  come  to  his  conclusion  that  only  27.7  percent 
of  the  stockholders'  losses  are  recoverable  losses? 

Also,  under  true  statistical  analysis,  I  think  it  would  be  hard  to  give  any  meaning 
to  an  average  which  was  bases  on  only  20  cases  in  which  the  damages  as  a  percent 
of  market  losses  varied  from  a  low  of  8  percent  to  a  high  of  100  percent.  The  sample 
of  cases  is  too  small  and  the  variance  from  8  percent  to  100  percent  is  too  extreme 
for  the  "average"  to  have  any  meaning. 

Basically  Mr.  Torkelsen's  letter  is  an  empty  statement,  without  any  supporting  se- 
curity analyses,  that  stockholders  recoverable  damages — are  27.7  percent  of  the 
market  losses.  How  can  anyone  rely  on  this?  Mr.  Lerach  does.  This  is  the  linchpin 
to  his  conclusion  that  his  clients  really  recover  60  percent,  not  6  percent,  of  their 
damages.  What  a  house  of  cards. 

Additional  Comments  On  Mr.  Lerach's  Evidence  And  His  Statement 

(A.)  The  Legal  System  and  the  Courts 

Mr.  Lerach's  written  testimony  talks  about  how  the  class  members  are  scru- 
pulously protected  in  securities  class  action  litigation. 

"Indeed,  in  no  area  of  our  legal  system  are  the  interests  of  the  client  more  scru- 
pulously protected  than  in  class  action  litigation.  Under  Rule  23(c),  no  case  may  pro- 
ceed as  a  class  action  unless  the  class  is  approved  by  the  court  after  notice  to  class 
members.  Also,  any  class  member  has  the  right  to  opt  out  of  the  class  and  file  an 
individual  action  against  the  defendants  if  he  or  she  is  dissatisfied  with  how  the  case 
is  handled.  This  rarely  happens. 

"Furthermore,  the  court  can  approve  a  settlement  or  award  attorneys'  fees  only 
after  written  notice  to  the  class  and  a  public  hearing  at  which  class  members  must 
be  afforded  a  full  opportunity  to  voice  any  objections.  Any  class  member  can  appeal 
if  they  want  to." 

The  first  and  final  notice  the  shareholders  get  is  the  settlement  notice  and  the 
claim  form.  I  have  attached  two — Pace  Membership  and  Tucson  Electric.  If  you  get 
a  chance,  read  them  over.  If  it  is  any  consolation,  it  is  just  as  painful  and  difficult 
for  the  stockholders  to  read  them.  Nowhere  in  the  claim  form  will  you  find  a  discus- 
sion of  the  actual  basis  of  the  fraud;  or  the  expected  amount  of  recovery  of  a  share- 
holder's losses;  or  a  breakdown  of  the  attorneys  fees,  i.e.  the  hourly  billing  rate;  or 
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what  the  shareholders'  total  damages  are,  which  would  help  them  to  decide  if  they 
should  reject  the  settlement  and  go  to  trial;  or  any  mention  of  the  conflict  of  interest 
the  attorneys  have  in  recommending  the  settlement  rather  than  pursuing  a  trial. 
In  fact,  the  notice  for  Tucson  Electric  specifically  states  that  the  settlement  will  con- 
fer a  "substantial  benefit"  to  the  shareholders  if  they  accept  the  settlement.  The  sub- 
stantial benefit  to  the  shareholders  in  this  case  will  be  that  they  will  get  back  about 
5  percent  of  their  losses.  The  notices  are  written  by  the  shareholders'  attorneys  in 
a  light  to  encourage  the  shareholders  to  accept  the  settlement. 

An  you  say,  but  the  courts  are  there  to  protect  the  shareholders.  I  have  attached 
a  copy  of  the  transcript  of  the  settlement  hearing  before  Judge  Copple  in  the  Tucson 
Electric  case.  The  hearing  started  at  10:00  am  and  was  over  by  10:15  am.  During 
that  15  minute  period,  the  Court  listened  to  all  the  complaints  from  the  sharehold- 
ers, then  the  responses  from  the  shareholders'  attorneys,  and  the  Judge  still  had 
time  to  discuss  both  his  decision  on  the  settlement  ana  awarding  of  $7,500,000  in 
attorneys'  fees.  Before  you  knew  it,  the  hearing  was  over.  In  fact,  although  this  set- 
tlement hearing  was  on  February  20,  1992;  the  Judge  had  filed  with  the  Clerk  of 
the  Court  his  order  approving  his  settlement  on  February  19,  1992,  the  day  before 
the  hearing.  Attached  is  a  copy  of  the  Judge's  Final  Judgment  and  Order  of  Dismis- 
sal. Note  the  stamp  from  the  Clerk  of  the  Court  dated  February  19,  1992,  in  the 
right  hand  corner. 

Oh  but  Mr.  Lerach  says  any  shareholder  can  appeal  the  Court's  Order.  I  have 
Tucson  Electric  on  appeal  at  the  U.S.  Court  of  Appeals  for  the  9th  Circuit.  Guess 
who  ended  up  writing  the  appeal?  I  did.  Why  do  you  think  I  would  write  the  appeal 
when  I  know  that  an  Appellate  Court  will  look  down  at  a  Pro  Per  appeal? 

I  wrote  the  appeal  because  I  asked  a  lawyer  what  it  would  cost  for  his  firm  to 
handle  the  appeal.  The  appeal  would  be  on  the  limited  issue  that  the  shareholders 
were  denied  due  process  because  the  settlement  notice  did  not  adequately  inform 
the  shareholders  of  what  they  could  expect  to  recover  of  their  losses,  and  that  this 
was  a  crucial  fact  in  their  decision  to  elect  to  opt  out  of  the  settlement,  or  to  dis- 
approve or  approve  the  settlement  and/or  legal  fees.  He  said  it  would  cost  between 
$5,000  and  $10,000  in  legal  fees. 

So  there  I,  as  a  shareholder  whose  interests  are  scrupulously  protected  in  these 
class  action  lawsuits,  sat  in  the  law  library  putting  together  a  brief  which  I  hope 
will  not  be  summarily  dismissed  by  the  U.S.  Court  of  Appeals. 

My  total  investment  in  Tucson  Electric  was  $10,677.46.  My  loss  was  $5,596.56. 
I  have  already  spent  $400  in  costs  for  this  appeal  in  filing  fees,  having  the  briefs 
printed,  xeroxing,  etc.  For  the  Appellate  hearing,  I  will  have  to  take  a  day  off  of 
work,  fly  up  to  San  Francisco,  stay  overnight  at  a  hotel,  etc.  My  recovery  out  of  the 
settlement  is  expected  to  be  about  $280.  f  do  not  see  how  Mr.  Lerach  can  say  with 
a  straight  face,  and  maybe  he  doesn't,  "(a)nd  class  members  can  appeal  if  they  want 
to." 

(B.)  Mr.  Le rack's  Shareholder  Witnesses 

Mr.  Lerach  offered  the  testimony  of  Mr.  Ramser  and  Mr.  and  Mrs.  Billipp  to  say 
that  the  system  worked.  For  them,  the  system  did  work. 

Mr.  Ramser  went  to  trial;  and  as  a  result  of  the  trial,  the  investors  got  50  percent 
of  their  market  losses  back.  In  addition  to  that,  the  fraudulent  Mr.  Sutliffe  plead 
guilty  to  securities  fraud. 

For  Mr.  and  Mrs.  Billipp,  they  got  more  than  60  percent  of  their  market  losses 
back.  Their  testimony  also  said  that  "(a)lthough  we  did  not  recover  all  of  our  invest- 
ment, we  were  also  partly  vindicated  by  the  criminal  convictions  of  Mr.  Stone,  Mr. 
Buchanan  and  two  others  involved  in  the  project." 

Unfortunately,  Mr.  Ramser  and  the  Billipp's  are  the  rare  exception,  not  the  rule. 
If  I  had  gotten  50  percent-60  percent  of  my  money  back,  I  would  not  be  writing 
this  letter.  As  to  holding  the  individual  defendants  accountable,  some  of  the  share- 
holders in  Tucson  Electric  had  written  to  the  Judge  about  that  verv  matter.  (I,  by 
the  way  was  not  one  of  those  who  had  written,  although  I  did  think  it  was  a  good 
idea.)  One  of  the  defendants,  before  he  left  the  company  was  under  an  SEC  inves- 
tigation on  allegations  of  insider  trading,  was  making  over  $1,000,000  a  year.  Judge 
Copple  would  have  none  of  the  idea  that  the  individual  defendants  would  be  held 
personally  accountable.  It  would  cause  the  settlement  not  to  go  through. 

Unlike  the  good  fortune  of  Mr.  Ramser,  I  only  wish  these  cases  went  to  trial. 

Why  did  not  Mr.  Lerach  have  one  of  the  average  shareholders  who  recover  6  per- 
cent of  their  market  losses  in  these  settlements  come  and  testify  to  what  a  great 
job  the  shareholders'  attorneys  are  doing  for  the  shareholders?  I  can  understand 
why  he  would  not  want  me  as  a  witness,  but  he  has  hundreds  of  thousands  of  cli- 
ents who  fit  this  norm  to  choose  from  who  could  say  how  happy  they  are  recovering 
6  percent  of  their  market  losses,  while  they  pay  the  shareholders'  attorneys  millions. 
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(C.)  Solutions  I  Am  Offering  As  a  Shareholder  to  Reform  the  Abuses  in  Secu- 
rities Class  Action  Lawsuits 

The  Federal  securities  laws  were  designed  to  protect  investors  from  the  fraud 
caused  by  officers,  directors  and  their  advisers.  As  such,  the  laws  made  the  officers 
and  directors  personally  liable  to  compensate  the  investors  for  losses  caused  by  their 
fraud.  This  is  a  good  idea,  and  it  serves  a  public  interest  to  have  this  law.  As  a 
shareholder,  I  do  not  find  fault  with  the  law  in  its  basic  form,  nor  do  I  wish  to  do 
away  with  the  law. 

To  me  as  a  shareholder,  the  problem  is  not  with  the  law.  Because  rarely  do  these 
cases  go  to  trial,  the  problem  is  with  the  settlement  process.  This  is  where  the  re- 
forms need  to  be  made.  My  suggestions  are  as  follows: 

1.  The  settlement  process  should  give  the  shareholders  full  and  adequate  disclo- 
sure of  the  terms  of  the  settlement,  specifically: 

a.  The  Claim  Form  should  tell  the  shareholders  that  they  can  only  recover  their 
damages  caused  by  fraud.  Therefore,  the  Claim  Form  should  provide  the  formula 
for  each  individual  shareholder  to  determine  what  percent  of  his  market  losses 
were  caused  by  fraud.  I  would  like  to  have  the  law  require  that  the  investors  are 
only  paid  out  money  from  the  settlement  funds  based  on  their  damages  caused 
by  fraud. 

b.  The  NOTICE  should  inform  the  shareholders  of  the  percentage  of  their  dam- 
ages caused  by  fraud  that  they  can  expect  to  recover  in  the  settlement.  It  should 
state  what  percent  of  the  market  losses  are  damages  caused  by  fraud,  and  then 
what  percent  of  their  damages  caused  by  fraud  they  can  expect  to  recover.  Exam- 
ple: if  damages  caused  by  fraud  are  20  percent  of  the  market  losses,  and  the 
shareholders  will  recover  25  percent  of  their  damages  caused  by  fraud,  then  the 
shareholder  will  recover  5  percent  of  their  market  losses.  This  is  a  crucial  fact  in 
their  determination  to  opt  out  of  the  settlement,  approve  or  disapprove  the  settle- 
ment. 

c.  The  Notice  should  inform  the  shareholders  of  the  inherent  conflict  of  interest 
of  their  attorneys  in  recommending  a  settlement,  and  advise  the  shareholders  of 
the  benefits  of  going  to  trial,  i.e.  a  larger  recovery. 

d.  The  Notice  should  give  a  greater  breakdown  of  the  legal  fees,  i.e.  hourly 
rate,  total  hours,  number  of  attorneys  working  on  the  case,  etc. 

2.  If  the  settlement  offer  uses  market  losses  as  the  basis  of  the  shareholders'  dis- 
tribution, then  the  legal  fees  paid  to  the  lawyers  are  the  same  percentage  as  the 
shareholders  recover  of  their  market  losses,  i.e.  if  the  shareholders  recover  5  percent 
of  their  losses,  then  the  lawyers  get  5  percent  of  the  settlement  fund  as  their  legal 
fees.  This  would  be  a  truer  contingency  fee  arrangement  than  what  we  currently 
have. 

3.  The  lawyers  would  be  paid  their  legal  fees  at  the  same  time  as  the  shareholders 
receive  their  distributions. 

(D.)  Areas  On  Which  I  Do  Agree  with  Mr.  Lerach 

I  do  agree  with  Mr.  Lerach  on  seeing  larger  recoveries.  If  the  cases  went  to  trial 
and  the  shareholders  won  their  cases,  you  would  see  recoveries  larger  than  the  6 

fiercent  of  the  losses  that  the  stockholders  currently  get  out  of  these  settlements, 
n  order  to  get  more  cases  going  to  trial,  you  have  to  take  away  the  incentive  for 
the  shareholders'  lawyers  to  settle.  You  know  my  position.  Give  the  lawyers  the 
same  percent  of  the  settlement  that  we  recover  of  our  losses. 

I  also  agree  with  the  following  statement  by  Mr.  Lerach  on  page  24  of  his  written 
testimony: 

"/  had  hoped  that  the  Senate  would  be  looking  for  ways  to  better  protect  the  wrong- 
doers' victims — the  individual  investors  and  the  integrity  of  our  nation's  financial 
markets. 

".  .  .  (T)he  problem  has  not  been  too  much  professional  accountability,  but  not 
enough.  .  .  .  The  problem  has  not  been  too  much  protection  for  innocent  victims,  but 
not  enough. 

"If  Congress  wants  to  act  on  behalf  of  the  public,  it  should  do  so  by  strengthening 
protections  for  victims  of  fraud." 

Congress  could  start  by  reforming  the  laws  so  that  it  is  not  in  the  shareholders 
attorneys  best  interest  to  throw  away  our  cases  in  worthless  settlements,  just  so 
that  they  can  collect  million  dollar  fees.  I  would  like  to  see  some  professional  ac- 
countability starting  with  the  shareholders'  attorneys. 

Perhaps  the  words  of  Timothy  Ryan,  which  Mr.  Lerach  quotes  on  page  23  of  his 
testimony,  applies  to  the  shareholders'  attorneys: 

"They  have  abandoned  their  ethics  for  expediency,  and  sold  their  good  name  to  sat- 
isfy their  greed." 
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Although  Congress  has  passed  a  law  to  protect  the  shareholders  from  the  fraudu- 
lent acts  of  officers  and  directors,  what  are  you  doing  to  protect  the  shareholders 
from  the  predatory  practices  of  their  attorneys? 

Thank  you  for  your  time. 


PREPARED  STATEMENT  OF  F.  THOMAS  DUNLAP,  JR. 
Vice  President  &  General  Counsel,  Intel  Corporation 

Dear  Senator  Dodd: 

Thank  you  for  the  opportunity  to  testify  at  the  June  17th  hearing  of  the  Sub- 
committee on  Securities.  I  thought  that  the  witnesses  presented  the  issues  very 
well,  with  one  exception.  In  reviewing  the  testimony  given  by  Mr.  William  S. 
Lerach,  I  was  dismayed  to  find  a  serious  misstatement  of  facts  that  demands  correc- 
tion. 

Mr.  Lerach  asserts  that  a  District  Court  Judge  found  that  "Intel  had  obtained  a 
verdict  through  fraud  and  misrepresentation,  by  concealing  from  the  court  material 
evidence  in  support  of  AMD's  position."  This  is  not  true,  and  a  simple  reading  of 
the  Judge's  opinion  (i.e.  a  minimum  diligent  review  of  the  facts)  would  have  re- 
vealed this  to  Mr.  Lerach  before  he  filed  the  lawsuit  against  Intel  and  before  he  tes- 
tified before  the  Subcommittee. 

The  truth  is  that  a  new  trial  was  granted  by  the  District  Court  Judge  because 
he  found  that  Intel  had  not  delivered  certain  documents  to  AMD  during  the  pretrial 
proceedings.  The  Judge  did  not  find  that  Intel  had  committed  any  fraud  or  inten- 
tional misrepresentation.  He  found  that  a  retrial  could  be  granted  on  the  basis  of 
an  "avoidable  accidental  omission". 

As  is  too  often  the  case,  Mr.  Lerach  has  the  facts  wrong.  Given  the  quickness  at 
which  Mr.  Lerach  and  similar  plaintiffs  attorneys  file  their  lawsuits,  it  is  not  sur- 

E rising  that  truth  is  the  first  victim.  Fortunately,  in  the  lawsuit  filed  by  Mr. 
erach's  firm  against  Intel,  truth  has  prevailed.  Mr.  Lerach's  firm  dismissed  the 
case  after  the  threat  of  Rule  11  sanctions  forced  him  to  reexamine  the  factual 
underpinnings  of  his  allegations. 

In  his  testimony,  Mr.  Lerach  made  much  of  the  fact  that  Intel's  stock  price 
dropped  significantly  following  the  announcement  of  the  District  Court's  decision. 
What  he  did  not  mention  is  the  fact  that  Intel's  stock  price  recovered  dramatically 
after  the  market  had  an  opportunity  to  digest  the  news.  In  fact,  Intel  is  trading  at 
around  the  level  it  reached  prior  to  the  announcement  of  the  Court  ordered  retrial. 

Although  Intel  has  successfully  defended  itself  from  meritless  securities  litigation 
through  use  of  Rule  11,  our  success  has  not  come  easy.  Intel  spent  over  $580,000 
to  defend  completely  meritless  cases.  More  significantly,  an  enormous  amount  of 
management  time  was  expended  in  defending  these  cases.  Our  time  and  money 
would  have  been  much  better  spent  on  developing  new  products  and  employing 
more  people.  For  a  small  company  that  lacks  the  resources  of  an  Intel,  several  hun- 
dred thousand  dollars  to  defend  a  meritless  securities  suit  can  be  devastating. 

Intel  would  welcome  legislation  on  meritless  securities  suits.  We  would  like  Con- 
gress to  consider  proportionate  liability,  fee-shifting,  pleading  reform  and  changing 
the  standard  of  proof  for  fraud  to  "'clear  and  convincing"  proof.  We  are  also  particu- 
larly interested  in  seeing  a  summary  procedure  implemented  to  resolve  these  cases, 
where  possible,  before  significant  time  and  money  are  spent. 

Once  again,  thank  you  for  your  thoughtful  consideration  in  this  matter  of  great 
concern  to  Intel,  its  shareholders  and  employees. 


PREPARED  TESTIMONY  OF  LOUIS  R.  TOMASETTA 
President  &  CEO,  Vitesse  Semiconductor  Corporation 

Dear  Senator  Dodd: 

I  am  submitting  the  enclosed  testimony  for  the  Record  of  the  Hearing  to  be  held 
on  Thursday,  June  17,  1993,  regarding  securities  fraud  class  action  suits.  I  com- 
mend you  for  your  attention  to  this  serious  matter  and  encourage  you  to  address 
these  strike  suits  for  the  abuses  of  the  legal  system  and  impediments  to  capital -rais- 
ing that  they  are. 

As  a  member  of  the  Association  of  Publicly  Traded  Companies,  I  wholeheartedly 
support  the  efforts  of  my  fellow  members  and  our  president,  Brian  Borders,  to  per- 
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suade  you  and  your  colleagues  of  the  necessity  to  reform  the  securities  class  action 
suit. 

The  American  System  of  Legalized  Extortion:  A  Solution  to  the  Epidemic 

of  Security  Suits 

Did  you  know  that  the  American  Securities  market  is  the  most  corrupt  in  the 
world?  You  could  easily  come  to  that  conclusion  based  on  the  number  of  class  action 
securities  suits  being  filed.  In  1990  and  1991,  614  securities  class  action  lawsuits 
were  filed  more  than  in  the  previous  five  years  combined. 

A  great  percentage  of  these  were  filed  against  young  high  tech  companies,  like 
Vitesse,  that  have  the  potential  to  become  dominant  companies  in  rapidly  changing 
markets.  As  president  of  Vitesse,  a  high  tech  company  that  has  pioneered  the  devel- 
opment of  ultra  high  speed  integrated  circuits  for  next  generation  supercomputers 
and  optical  communication,  and  as  a  target  of  one  of  these  suits,  I  would  like  to 
offer  my  views  on  the  causes  of  this  litigation  epidemic  and  some  of  the  potential 
cures.  I  would  also  like  to  add  that  the  scenario  I  am  outlining  has  afflicted  many 
other  members  of  the  Association  of  Publicly  Traded  Companies  which  endorses  my 
remarks. 

Typically,  these  suits  are  triggered  after  a  company  announces  some  disappoint- 
ing news  and  the  stock  price  changes  significantly.  Quite  frankly,  for  small  high 
tech  companies  stock  price  volatility  is  a  common  attribute.  The  suit  is  received 
within  48  hours  with  generally  no  basis  in  fact  other  than  the  price  drop  caused 
losses  and  therefore  the  company,  its  directors,  and  its  officers  must  be  responsible. 
The  very  fact  the  price  change  is  dramatic  indicates  that  all  investors  were  given 
the  information  simultaneously  as  required  by  the  SEC.  Of  course,  the  basic  tenet 
of  the  suit  is  that  the  investors  are  entitled  to  a  zero  risk  investment  with  tremen- 
dous upside  potential.  In  most  cases,  investors  have  received  a  prospectus  which 
clearly  delineates  most  conceivable  business  risks.  If  you  have  not  really  read  one 
of  these  I  have  enclosed  a  few  pages  of  risks  associated  with  the  purchase  of  Vitesse. 
(After  reading  the  prospectus  my  mother  doubted  anyone  would  ever  buy  the  stock.) 
Vitesse  completed  its  offering  in  December  1991. 

Since  the  basis  of  the  suit  is  that  since  the  price  changed,  somebody  must  have 
done  something  wrong  the  lawyers  now  begin  an  unlimited  archaeological  dig  called 
"discovery"  to  find  "something".  Unlike  most  lawsuits,  there  does  not  appear  to  be 
any  need  to  specify  what  they  are  looking  for.  Every  record  is  subpoenaed  and  the 
lawyers  are  off  on  their  merry  way  examining  every  piece  of  paper  the  company  has 
generated.  This,  of  course,  takes  time  and  costs  money.  Then  there  are  depositions 
etc,  etc. 

Historically,  most  of  these  cases  are  settled  after  the  lawyers  on  both  sides  have 
run  up  substantial  bills  performing  "discovery."  Why  do  most  companies  settle?  The 
answer  is  very  simple.  Even  if  discovery  has  yielded  little,  the  cost  of  the  trial,  even 
if  the  company  prevails,  is  greater  than  the  settlement.  The  result  is  wealth  transfer 
from  the  companies  to  the  lawyers.  Most  of  these  "strike  suits"  are  filed  by  a  few 
law  firms  who  have  made  this  a  new  industry. 

Let  me  ask  you  how  you  would  feel  if  one  day  your  public  approval  rating  dropped 
10  percentage  points  and,  as  a  result,  your  adversaries  could  now  file  suit  and  ex- 
amine every  record,  every  letter,  every  phone  call,  every  check  in  the  guise  of  "your 
poll  numbers  dropped  therefore  you  must  have  done  something  wrong  and  even  if 
we  have  no  idea  what  to  look  for,  if  we  look  hard  enough  we  will  find  something." 
Then  they  will  ask  you  for  a  settlement  in  the  name  of  the  public  (of  course,  they 
will  keep  80  percent)  or  threaten  you  with  a  trial  that  even  if  you  win  will  cost  you 
more  than  settlement.  No  politician  would  stand  for  this!!  Yet  this  is  exactly  what 
is  going  on  in  these  suits  which  are  triggered  by  nothing  more  than  a  sharp  change 
in  the  inherently  volatile  price  of  a  defendant  company's  stocks.  A  few  law  firms 
have  abused  the  legal  process  and  made  an  industry  of  legalized  extortion. 

How  can  you  as  lawmakers  curtail  these  frivolous  and  expensive  lawsuits  while 
still  effectively  preventing  or  punishing  real  fraud?  The  answer  is  very  simple  and 
self-regulating. 

In  the  event  of  trial,  the  losing  party  pays  all  legal  and  court  costs.  In  the  cases 
of  plaintiffs,  their  lawyers  should  pay  all  the  costs,  since  they  initiate  the  suit  and 
typically  receive  MORE  than  50  percent  of  any  settlement. 

This  single  change  will  dramatically  reduce  the  number  of  suits  because  it  will 
change  the  present  win-win-no  lose  situation  (where  the  plaintiff  wins  if  the  suit 
has  merit,  wins  merit-less  suits  that  are  settled  and  losing  nothing  even  if  the  plain- 
tiff loses  at  trial — in  the  rare  case  where  there  is  a  trial).  Causing  the  loser  to  pay 
merely  changes  these  suits  to  a  win-lose  scenario,  which  should  be  the  basis  of  any 
lawsuit.  Companies  will  now  fight  to  a  judicial  verdict  with  the  huge  cost  of  a  vie- 
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tory  removed.  Plaintiff  lawyers  will  only  file  a  suit  after  a  determination  that  more 
than  a  shred  of  evidence  of  wrongdoing  exists  besides  the  fact  that  the  price  of  your 
stock  declined.  The  benefits  to  companies  will  be  more  resources  for  more  products 
and  more  jobs,  the  benefit  to  the  judicial  system  will  be  a  reduction  in  filed  cases 
that  never  go  to  trial  anyway. 

Lawyers  are  not  going  to  change  this  system  of  their  own  accord.  It  is  much  too 
profitable  for  BOTH  SIDES.  Other  witnesses,  I  am  sure,  will  describe  the  cost  in 
management  time  and  cost  in  new  products  and  jobs.  I  am  asking  you  to  consider 
amending  current  law  on  the  basis  that  existing  law  creates  unconstrained  legalized 
extortion  that  benefits  no  one  other  than  lawyers.  It  is,  as  I  have  proposed,  quite 
straightforward,  to  eliminate  these  abuses  without  eliminating  any  legal  opinion  for 
real  fraud. 

Please  help  the  hundreds  of  public  companies  that  must  pay  this  extortion.  Let 
us  use  our  resources  to  create  new  products  and  productive  new  jobs,  not  new  law- 
yers. 

Thank  you  for  your  consideration. 

Attachment— RISK  FACTORS 

In  evaluating  the  Company's  business,  prospective  investors  should  consider  care- 
fully the  following  factors  in  addition  to  the  other  information  presented  in  this  Pro- 
spectus. 

Variability  of  Manufacturing  Yields.  The  Company's  manufacturing  yields 
vary  significantly  among  products,  depending  on  the  particular  IC's  complexity  and 
the  Company's  experience  in  manufacturing  it.  Historically,  the  Company  has  expe- 
rienced difficulties  achieving  acceptable  yields  on  certain  new  ICs,  which  has  re- 
sulted in  shipment  delays.  The  Company's  overall  yields  have  been  low  to  date  be- 
cause of  the  large  number  of  different  products  manufactured  in  limited  volume  and 
the  relative  immaturity  of  the  Company's  H-GaAs  process  technology.  Historically, 
the  Company  has  focused  primarily  on  process  development  and  the  production  of 
limited  quantities  of  ASICs  for  specific  customers  under  development  contracts.  The 
Company  expects  that  many  of  its  current  and  future  products  may  never  be  pro- 
duced in  volume.  While  the  Company's  process  technology  utilizes  standard  silicon 
semiconductor  manufacturing  technology,  aggregate  production  quantities  have  been 
relatively  low  and  the  process  technology  is  significantly  less  mature  than  silicon 
process  technologies  used  by  competitors.  No  other  company  has  successfully  manu- 
factured complex  digital  gallium  arsenide  ICs. 

Regardless  of  the  process  technology  used,  the  fabrication  of  semiconductors  is  a 
highly  complex  and  precise  process.  Defects  in  masks,  impurities  in  the  materials 
used,  contamination  of  the  manufacturing  environment,  equipment  failure,  and 
other  difficulties  in  the  fabrication  process  can  cause  a  substantial  percentage  of  wa- 
fers to  be  rejected  or  numerous  die  on  each  wafer  to  be  nonfunctional. 

Because  the  majority  of  the  Company's  costs  of  manufacturing  are  relatively  fixed, 
improvements  in  the  number  of  shippable  die  per  wafer  are  critical  to  the  Compa- 
nys  results  of  operations.  Yield  decreases  can  result  in  substantially  higher  unit 
costs  and  may  require  significant  adjustments  to  work-in-process  inventory.  See  "In- 
ventory Valuation."  Substantial  improvements  in  yields  are  necessary  for  the  Com- 
pany to  be  successful.  There  can  be  no  assurance  that  the  Company  will  be  able 
to  improve  its  yields  in  the  future,  or  that  the  Company  will  not  suffer  periodic  yield 
problems  in  connection  with  new  or  existing  products.  In  either  case,  the  Company's 
results  of  operations  could  be  materially  adversely  affected.  See  "Management  s  Dis- 
cussion ana  Analysis  of  Financial  Condition  and  Results  of  Operations"  and  "Busi- 
ness^— Manufacturing." 

Adoption  of  H-GaAs  by  Systems  Manufacturers.  ECL  and  BiCMOS  are  cur- 
rently the  dominant  process  technologies  for  high  performance  ICs.  Vitesse's  pro- 
spective customers  are  typically  systems  designers  and  manufacturers  who  are  uti- 
lizing ECL  or  BiCMOS  ICs  in  their  existing  systems  and  are  evaluating  Vitesse  H- 
GaAs  ICs  for  use  in  their  next  high  performance  systems.  These  customers  may  be 
reluctant  to  adopt  Vitesse's  products  because  of  perceived  risks  relating  to  GaAs 
technology  generally,  questions  about  the  relative  speed,  complexity,  power  dissipa- 
tion and  cost  effectiveness  of  the  Company's  products  compared  to  ECL  and 
BiCMOS  ICs,  or  risks  associated  with  relying  on  a  smaller,  less  well  capitalized 
company,  such  as  Vitesse,  for  a  critical  sole-sourced  component.  There  can  be  no  as- 
surance that  additional  systems  manufacturers  will  adopt  the  Company's  H-GaAs 
technology  or  that  the  companies  that  have  utilized  the  Company's  H-GaAs  products 
will  continue  to  do  so  in  the  future.  See  "Business — Strategjr  and  "Competition." 

Dependence  on  High  Performance  ASIC  Market.  The  Company's  products  ad- 
dress the  market  for  high  performance  ASICs,  most  of  which  are  currently  manufac- 
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tured  using  ECL  process  technology.  The  Company's  business  is  characterized  by 
the  custom  design  of  complex  products,  low  volume  production,  and  long  selling  cy- 
cles requiring  direct  sales  to  customers'  engineering  management  rather  than 
through  the  purchasing  department. 

Frequent  product  introductions  by  systems  manufacturers  make  the  Company's 
future  success  dependent  on  its  ability  to  select  ASIC  development  projects  and  de- 
sign standard  products  which  will  result  in  sufficient  volume  production  to  enable 
the  Company  to  achieve  manufacturing  efficiencies.  The  long  sales  cycles  can  result 
in  difficulties  in  reallocating  manufacturing  capacity  to  other  customers  when  cus- 
tomer orders  are  delayed  or  cancelled.  In  addition,  in  the  event  of  significant  delays 
in  completing  designs  or  the  Company's  failure  to  obtain  development  contracts 
from  customers  whose  systems  achieve  and  sustain  anticipated  market  demand,  the 
Company's  results  of  operations  could  be  adversely  affected. 

To  date,  the  Company  has  been  able  to  recover  its  investment  in  customers'  de- 
signs and  nonrecurring  engineering  costs  through  the  receipt  of  development  reve- 
nue. However,  increased  competition  could  make  it  difficult  to  recover  such  develop- 
ment costs  through  contract  payments.  In  such  event,  it  will  be  crucial  for  the  Com- 
pany to  accept  only  those  ASIC  development  projects  which  will  achieve  sufficient 
volume  production  to  cover  both  development  and  production  costs.  In  addition,  vol- 
ume production  pricing  for  high  performance  ASICs  is  typically  negotiated  for  an 
initial  period  in  connection  with  the  development  contract.  Accordingly,  decreases 
from  anticipated  yields  and  increases  in  product  costs  can  adversely  affect  operating 
results.  There  can  be  no  assurance  that  the  Company  will  not  experience  such  de- 
creases from  anticipated  yields  in  the  future.  In  such  event,  the  Company's  operat- 
ing results  could  be  materially  adversely  affected. 

Limited  Operating  History  and  Operating  Losses.  The  Company  shipped  its 
first  production  ASICs  in  1988.  The  Company  had  net  losses  of  $11,272,000  in  fiscal 
1989,  $7,004,000  in  fiscal  1990  and  $2,916,000  in  fiscal  1991.  As  of  September  30, 
1991,  the  Company  had  an  accumulated  deficit  of  $36,960,000.  Due  to  the  Compa- 
ny's limited  operating  history,  there  can  be  no  assurance  that  the  Company's  reve- 
nue growth  will  continue  or  that  the  Company  will  be  able  to  achieve  and  sustain 
profitability  in  the  future.  See  "Management's  Discussion  and  Analysis  of  Financial 
Condition  and  Results  of  Operations." 

High  Level  of  Indebtedness;  Future  Capital  Requirements.  The  Company's 
business  is  highly  capital  intensive.  Following  this  offering,  the  Company  will  have 
total  liabilities  of  approximately  $19,791,000.  The  Company  plans  substantial  cap- 
ital expenditures  through  fiscal  1992  which  are  intended  to  be  paid  for  with  a  por- 
tion of  the  proceeds  of  this  offering  and  cash  generated  from  operations.  If  operating 
results  in  fiscal  1992  do  not  generate  sufficient  cash  to  cover  interest  and  repayment 
obligations  on  present  debt  and  meet  future  capital  needs,  the  Company  will  be  re- 
quired to  finance  its  requirements  through  additional  equity  or  debt  financings  or 
credit  facilities.  In  any  event,  the  Company  anticipates  that  after  fiscal  1992,  the 
Company  will  need  to  raise  additional  capital  through  equity  or  debt  financings. 
There  can  be  no  assurance  that  such  additional  financing  or  credit  facilities  will  be 
available  on  satisfactory  terms  when  needed.  See  "Use  of  Proceeds,"  "Capitalization" 
and  "Management's  Discussion  and  Analysis  of  Financial  Condition  and  Results  of 
Operations — Liquidity  and  Capital  Resources."  A  portion  of  the  promissory  notes 
which  will  be  repaid  with  proceeds  of  this  offering,  are  held  by  affiliates  of  the  Com- 
pany. See  "Certain  Transactions." 

Management  of  Growth.  The  management  of  the  Company's  growth  requires 
qualified  personnel  and  systems.  The  Company  is  currently  transitioning  from  de- 
riving most  of  its  revenues  from  development  activities  to  deriving  most  of  its  reve- 
nues from  production  of  H-GaAs  ICs.  This  transition  requires  the  implementation 
of  additional  operational,  manufacturing  and  financial  controls,  improved  coordina- 
tion between  engineering,  manufacturing  and  finance  functions,  and  the  hiring  of 
additional  management.  The  Company  hired  a  new  Chief  Financial  Officer  in  June 
1991,  a  new  MIS  (Management  Information  Systems)  manager  in  July  1991  and  a 
new  Vice  President  of  Operations  in  October  1991. 

The  Company  also  must  install  additional  reporting  and  management  information 
systems  for  production  monitoring,  inventory  control  and  financial  reporting  pur- 
poses. While  the  Company  has  contracted  for  the  purchase  of  a  sophisticated  on-line, 
lot-based  tracking  system,  this  system  is  not  expected  to  be  fully  operational  until 
fiscal  1993.  There  can  be  no  assurance  that  the  Company  will  be  able  to  manage 
its  growth,  and  a  failure  to  do  so  could  have  a  material  adverse  effect  on  the  Compa- 
ny's operating  results. 

Difficulties  with  Inventory  Valuation.  In  the  past,  the  Company  has  experi- 
enced problems  counting  and  valuing  inventories.  The  Company's  current  policy  of 
excluding  from  inventory  new  products  which  have  not  been  accepted  by  customers 
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or  which  incorporate  unqualified  process  changes  is  intended  to  reduce  the  risk  of 
changes  in  inventory  valuation.  However,  there  can  be  no  assurance  that  adjust- 
ments to  inventory  will  not  occur  in  the  future,  in  which  event  the  Company's  oper- 
ating results  would  be  adversely  affected.  Inventory  is  valued  at  the  lower  of  cost 
or  market.  Because  allocable  manufacturing  costs  can  be  high  (especially  at  the 
commencement  of  manufacturing  of  any  particular  product),  new  product  inventory 
is  often  valued  at  market.  In  addition,  most  work-in-process  inventory  consists  of 
wafers  in  various  stages  of  fabrication.  Consequently,  the  Company  estimates  yields 
per  wafer  in  order  to  estimate  the  value  of  inventory.  If  yields  are  materially  dif- 
ferent than  projected,  work-in-process  inventory  must  be  revalued,  which  would 
have  an  adverse  affect  on  the  Company's  results  of  operations.  In  addition,  sales 
prices  in  development  contracts  may  r>e  subject  to  reduction  due  to  shipment  delays. 
Thus,  delays  in  shipment  can  result  in  decreased  inventory  valuations. 


PREPARED  STATEMENT  OF  ALAN  F.  SHUGART 
President  &  CEO,  Seagate  Technology 

Dear  Senator  Dodd: 

I  am  submitting  the  enclosed  testimony  for  the  Record  of  the  Hearing  to  be  held 
on  Thursday,  June  17,  1993  regarding  securities  fraud  class  action  lawsuits.  I  en- 
courage you  to  address  the  issues  presented  by  these  strike  suits  and  their  abuse 
of  the  legal  system.  These  suits  have  a  substantial  effect  on  the  competitiveness  of 
American  business  because  they  drain  cash  resources  from  our  companies  and  in- 
crease the  cost  of  raising  capital  in  the  public  securities  markets. 

I  wholeheartedly  support  the  efforts  of  the  Association  of  Publicly  Traded  Compa- 
nies, and  its  President,  Brian  Borders,  to  persuade  vou  and  vour  colleagues  of  the 
necessity  to  reform  the  laws  that  permit  the  abuse  of  the  legal  system  by  permitting 
these  lawsuits  to  continue. 

I  am  Al  Shugart  and  am  currently  CEO  of  Seagate  Technology,  Inc.  Seagate's 
story  is,  in  my  opinion,  what  is  right  with  America  and  what  is  wrong  with  our  legal 
system.  I  and  four  other  people  founded  Seagate  in  1979  with  an  idea  and  approxi- 
mately $500,000  in  loans  and  cash.  By  May  1980  we  had  developed  a  product,  the 
world  s  first  5W  disc  drive.  The  market  liked  our  product  and  Seagate's  revenues 
grew  to  $9,792,000  by  June  30,  1981.  By  September  1981,  we  were  so  successful  in 
building  and  selling  these  disc  drives  that  we  needed  capital  to  expand  our  business 
and  continue  to  grow  our  company.  We  decided  to  raise  equity  by  selling  shares  in 
Seagate  to  the  investing  public.  As  a  result  Seagate  "went  public"  with  its  initial 
public  offering  in  September  1981. 

As  the  personal  computer  industry  took  off— fueled  in  part  by  Seagate's  successful 
development  of  affordable  and  dependable  rigid  disc  drives — Seagate  again  needed 
to  raise  capital  to  expand  its  operations  and  increase  the  number  of  its  employees. 
To  meet  these  needs,  Seagate  sold  additional  shares  to  the  public  in  February  1983. 
Spectacular  growth  continued  in  the  personal  computer  industry  through  1983.  In 
the  succeeding  years  our  growth  rate  was  phenomenal  with  revenues  growing  to 
$110,411,000  by  June  30,  1983  and  then  to  $343,903,000  at  June  30,  1984.  However, 
in  early  1984  that  rate  of  growth  slackened  and  Seagate's  revenue  growth  also  flat- 
tened. When  we  realized  that  our  growth  rate  would  not  continue  as  before  and  we 
issued  a  press  release  and  told  the  investing  public  of  this  fact  in  August  1984.  Im- 
mediately upon  our  release  of  this  information,  our  stock  price  declined  precipi- 
tously. 

Seagate  was  no  different  than  the  rest  of  its  industry,  as  every  other  computer 
and  disc  drive  company  with  which  we  competed  experienced  these  same  revenue 
declines.  However,  within  the  next  few  months  we  were  sued  for  securities  fraud 
by  five  different  plaintiffs  represented  by  the  same  law  firms  with  identical  com- 
plaints. Each  of  these  complaints  alleged  that  we  should  have  known  back  in  Feb- 
ruary 1983  that  the  demand  for  disc  drives  would  drop  in  the  summer  of  1984. 

I  guess  I  should  not  feel  too  bad  about  these  lawsuits,  since  most  of  my  competi- 
tors and  customers  were  sued  for  securities  fraud  at  about  the  same  time.  The  im- 
portant thing  to  me  is  that  none  of  the  business  activity  that  led  up  to  these  law- 
suits was  deliberate,  deceitful  conduct  designed  to  steal  money  from  other  people. 
Instead,  it  was  simply  a  shift  in  the  personal  computer  market  and  the  reaction  of 
the  stock  market  to  its  perception  of  each  company's  ability  to  compete  in  the  new 
economic  climate.  Yet,  these  lawsuits  said  we  committed  fraud — of  course,  with  ben- 
efit of  20-20  hindsight. 

Unlike  many  disc  drive  companies,  Seagate  was  able  to  successfully  weather  the 
fall    off    in    demand    throughout    1984    and    early     1985,    posting    revenues    of 
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$214,645,000  for  its  June  30,  1985  fiscal  year.  Having  survived  the  industry-wide 
shakeout,  Seagate  rebounded  and  enjoyed  its  best  year  ever  in  1986,  with  revenues 
growing  to  $459,836,000.  Our  1987  and  1988  fiscal  years  exceeded  1986.  But  by  the 
fall  of  1988,  the  disc  drive  industry  took  a  downturn.  Seagate's  revenues  dropped 
and  as  a  result  our  stock  price  declined.  As  soon  as  the  stock  price  declined  we  were 
sued  once  again  for  securities  fraud,  by  7  different  plaintiffs  represented  by  the 
same  law  firms  as  sued  us  in  1984. 

Seagate  again  rebounded  and  reclaimed  its  leadership  position  in  the  disc  drive 
industry,  which  it  maintains  today.  However,  in  late  1991,  Seagate's  stock  price 
dropped  once  again  and  we  were  sued  for  the  third  time  for  securities  fraud.  Again 
these  lawsuits  were  brought  by  the  same  attorneys  who  sued  us  in  1984  and  1988 
using  form  complaints. 

Today,  Seagate  employs  over  40,000  people  worldwide  and  has  annual  revenues 
of  almost  $3  billion.  I  often  ask  myself  why  I  and  Seagate  have  been  the  target  of 
these  three  sets  of  securities  fraud  suits.  The  allegations  made  against  me  and  the 
other  defendants  in  each  of  these  cases  are  essentially  the  same — we  are  accused 
of  running  Seagate  so  as  to  "artificially  inflate  its  stock  price  so  that  we  could  sell 
our  stock  and  reap  enormous  profits  thereby."  Now,  I  do  not  believe  that  any  of 
Seagate's  other  40,000  employees  thinks  I  run  this  Company  just  so  that  I  and  a 
handful  of  others  can  manipulate  Seagate's  stock  price  and  earn  large  sums  of 
money  doing  so.  I  further  believe  that  the  vast  majority  of  Seagate's  shareholders 
do  not  believe  that  I  or  any  other  officer  of  Seagate  would  ever  seek  to  manipulate 
the  Company's  stock  price  for  personal  financial  gain.  I  assume  that  Seagate  s  em- 
ployees and  shareholders,  like  me,  are  struggling  to  anticipate  the  fast  changing 
market  we  compete  in  and  to  successfully  cope  with  the  incredible  pace  of  techno- 
logical change.  Sometimes  we  are  successful  and  Seagate  and  its  shareholders  earn 
large  sums  of  money.  Sometimes  we  misread  the  market  or  the  market  itself  just 
changes  and  forces  us  to  tighten  our  belts  for  a  while  until  we  are  able  to  success- 
fully compete  again. 

One  thmg  is  sure  though,  and  that  is  these  securities  class  action  lawsuits  benefit 
no  one  but  the  lawyers  who  bring  them.  Seagate  has  spent  more  than  $10,000,000 
defending  itself  from  these  lawsuits.  We  have  lost  considerably  more  dollars  in  wast- 
ed management  time  diverted  to  deal  with  things  that  occurred  three,  four  and 
sometimes  five  and  six  years  in  the  past.  My  senior  managers'  time  would  be  better 
spent  focusing  on  our  markets,  the  increasingly  rapid  pace  of  technological  develop- 
ment and  how  to  compete  in  today's  global  economy. 

Part  of  the  reason  these  lawsuits  only  benefit  the  lawyers  is  that  despite  the  huge 
sums  of  money  usually  involved,  the  shareholders  who  receive  any  Denefit  from 
these  cases,  generally  receive  only  a  few  cents  for  each  share  an  individual  owns. 
Further,  unless  paid  for  by  insurance,  the  payments  to  these  shareholders  by  the 
company  reduce  the  value  of  the  company  to  its  current  shareholders.  So,  in  effect, 
one  group  of  shareholders  pays  another  group.  Current  shareholders  also  lose  be- 
cause these  lawsuits  drive  up  the  cost  to  obtain  capital  in  today's  capital  markets. 
I  have  heard  that  the  cost  of  raising  capital  in  the  United  States  is  somewhere  be- 
tween 15  percent  to  20  percent  higher  than  in  Europe  or  Asia.  These  additional 
costs  are  reflected  in  the  increase  in  professional  advisers'  fees  and  risk  allocation 
which  accompanies  a  public  offering  of  securities.  In  contrast,  the  plaintiffs'  lawyers 
get  their  payment  ofi  the  top  and  take  up  to  30  percent  to  40  percent  of  the  total 
settlement  fund.  In  any  event,  the  one  sure  thing  is  that  the  lawyers  win  and  all 
the  shareholders  lose. 

Proponents  of  the  current  status  quo  will  point  to  the  fact  that  we  settled  the 
1984  lawsuits  for  a  substantial  amount  of  money.  That  was  one  of  the  hardest 
things  I  ever  had  to  do.  Left  to  my  own  and  concerned  solely  with  my  own  liability 
I  would  have  fought  the  lawsuit  out  through  trial.  However,  based  on  counsel's  ad- 
vice and  putting  the  interests  of  the  Seagate  shareholders  ahead  of  my  own,  I  was 
convinced  that  the  "prudent"  thing  to  do  was  to  settle  because  of  the  enormous  expo- 
sure the  Company  would  face  if  we  went  to  trial. 

I  feel  that  we  were  literally  blackmailed  into  settling  because  of  the  enormous 
damages  exposure  created  by  the  use  of  the  class  action  rule  coupled  with  the  specu- 
lative damage  calculations  permitted  by  the  "fraud  on  the  market"  theory.  This  "the- 
ory" permits  one  or  a  couple  of  shareholders  to  sue  on  behalf  of  all  shareholders  who 
bought  or  sold  a  company's  securities  in  a  certain  defined  time  period.  In  effect,  this 
theory  permits  these  shareholders,  or  more  correctly,  these  plaintiffs'  securities  law- 
yers, to  postulate  huge  speculative  damage  amounts  and  hold  companies  for  ransom 
to  their  huge  damage  exposure  created  by  the  trading  volume  and  stock  price  de- 
cline in  their  stocks.  In  Fact,  it  probably  is  prudent  for  a  company  to  settle  these 
cases  for  some  minor  percentage  (10  percent  or  less)  of  their  exposure  in  the  case, 
which  many,  many  times  exceeds  $100  million. 
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In  contrast,  the  plaintiffs'  lawyers  have  no  risk.  Their  only  potential  loss  is  their 
incurred  fees  and  out  of  pocket  costs.  If  plaintiffs'  counsel  has  only  a  10  percent 
chance  of  winning  it  is  worth  proceeding  with  the  case  to  trial  because  the  potential 
return  for  them  is  so  great.  In  short,  for  plaintiffs'  counsel  these  cases  are  a  great 
business  with  enormous  profit  margins  and  returns  on  investment.  For  me  and  all 
others  facing  these  cases,  the  best  a  company  can  do,  even  if  it  is  ultimately  vindi- 
cated in  the  case,  is  to  keep  their  legal  bills  under  a  couple  of  million  dollars. 

The  current  state  of  the  laws  gives  defendants  no  real  chance  to  defend  them- 
selves in  these  cases. 


PREPARED  STATEMENT  OF  NATIONAL  VENTURE  CAPITAL  ASSOCIATION 

Chairman  Dodd.  Senator  Gramm,  Members  of  the  Subcommittee:  It  is  a  pleasure 
to  present  the  views  of  the  National  Venture  Capital  Association  (NVCA)  regarding 
the  current  state  of  securities  fraud  litigation,  and  in  particular  how  these  suits  af- 
fect small,  emerging  growth  companies. 

The  NVCA  is  an  association  ot  over  200  professional  venture  capital  organizations 
located  throughout  the  United  States.  It  was  organized  in  1973  to  foster  a  broader 
understanding  of  the  importance  of  venture  capital  to  the  vitality  of  the  U.S.  econ- 
omy. NVCA's  affiliate,  the  American  Entrepreneurs  for  Economic  Growth,  rep- 
resents 6,600  CEOs  across  America  who  run  emerging  growth  companies  and  em- 
filoy  over  760,000  people.  Venture  capitalists  sit  on  the  Boards  of  Directors  of  a  very 
arge  portion  of  these  companies,  ana  thus  know  firsthand  the  problems  growing  en- 
terprises face  in  regard  to  the  increasing  number  of  groundless  securities  fraud 
suits. 

Emerging  Growth  Companies  in  the  Nation's  Economy 

America's  economy  is  undergoing  a  profound  transformation.  Our  giant  corpora- 
tions, longtime  leaders  of  the  world  economy,  have  lost  their  edge  while  emerging 
growth  companies  are  expanding  and  prospering.  The  Fortune  500  is  downsizing  its 
work  force  while  emerging  growth  companies  are  creating  jobs.  In  fact,  the  Fortune 
500's  share  of  non-farm  employment  declined  from  20.1  percent  in  1971  to  just  10.9 
percent  in  1991.  Small  and  emerging  businesses  have  simultaneously  increased 
their  share  of  employment  to  two-thirds  of  all  new  jobs  in  America. 

To  put  this  in  perspective,  NVCA  recently  completed  a  survey  documenting  the 
job  creation  power  of  venture-backed  emerging  growth  companies.  The  study  found 
that  the  720  young  companies  surveyed  which  average  just  seven  years  of  age  dem- 
onstrated 27  percent  employment  growth  in  1992  despite  the  recession.  74  percent 
of  these  companies  increased  their  headcount  during  1992.  On  average,  each  of 
these  530  companies  created  48  new  jobs  last  year.  During  1993,  all  respondents 
project  another  27  percent  increase  in  their  employment. 

Emerging  growth  companies  are  the  key  to  America's  economic  future  not  only  be- 
cause they  are  the  primary  source  of  U.S.  job  creation,  but  because  they  are  signifi- 
cant exporters,  innovators,  taxpayers  and  international  competitors.  These  compa- 
nies play  a  critical  role  in  discovering  and  opening  new  markets,  in  developing  and 
accelerating  technology  and  in  producing  goods  faster  and  more  efficiently  than  ever 
before. 

However,  these  entrepreneurial  businesses  are  shaped  significantly  by  the  policies 
and  practices  of  all  levels  of  government.  Since  emerging  growth  companies  are  es- 
sential to  economic  growth,  it  is  imperative  for  our  nation's  policymakers  to  take  the 
entrepreneurial  viewpoint  into  account  when  discussing  issues  of  national  concern 
such  as  this  and  before  enacting  legislation  which  NVCA  hopes  you  will  do  to  curb 
these  meritless  suits. 

Abusive  Securities  Suits  Hurt  the  Very  Companies  that  this  Country 
Needs  to  Prosper 

While  large  corporations  certainly  have  had  their  fill  of  abusive  securities  suits, 
typically  it  is  the  start-up  or  high  technology  company  which  is  subjected  to  these 
meritless  actions  simply  because  their  stock  price  volatility  is  often  much  more  pro- 
nounced than  larger  corporations.  A  recent  study  by  National  Economic  Research 
Associates,  Inc.  supports  this  claim,  as  they  found  that  "a  disproportionately  large 
number^  of  securities  class  action  settlements  involved  suits  against  high-technology 
firms. 

Since  high  technology  and  emerging  companies  often  employ  100-200  people,  fac- 
ing an  abusive  securities  fraud  suit  is  a  particularly  onerous  problem.  Outside  coun- 
sel, experts  and  financial  consultants  must  be  hired,  and  of  course  paid.  Discovery 
requests  must  be  answered.  The  Board  of  Directors  must  be  kept  apprised  of  the 
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situation.  And,  during  this  entire  protracted  process  an  emerging  company  still  has 
the  fiduciary  duty  to  maintain  its  operating  capability,  most  often  with  the  existing 
small  number  of  employees. 

Time,  the  most  precious  commodity  of  an  entrepreneur,  must  be  allocated  to 
lengthy  and  consuming  discovery,  legal  conferences  and  court  proceedings.  This  nec- 
essarily diminishes  the  amount  of  hours  the  entrepreneurial  CEO  can  provide  to 
his/her  company,  and  therefore  to  the  company's  investors.  The  emerging  growth 
company,  which  we  have  characterized  as  employment  generators,  exporters,  tax- 
payers and  technologists,  must  now  move  its  focus  away  from  "growing  the  com- 
pany^ and  toward  mitigation  of  losses  caused  by  a  suit  brought  very  often  Dy  a  small 
minority  of  investors.  Ironically,  the  vast  number  of  investors  lose  since  it  is  often 
the  case  that  during  the  period  an  emerging  growth  company  is  under  the  "10(bX5) 
litigation  cloud"  its  stock  becomes  moribund.  Investors,  large  and  small,  are  forced 
to  wait  the  process  out,  sell  off  at  a  price  that  does  not  accurately  reflect  the  compa- 
ny's true  status  and  potential  or  exert  pressure  on  company  officials  to  settle  the 
suit  regardless  of  the  litigation's  merits. 

Venture  capitalists  have  a  name  for  companies  which  grow  so  well  that  they  have 
the  ability  to  proceed  with  an  initial  public  offering  only  to  be  sued  soon  after  under 
10(bX5).  They  are  "dogs"  because  the  venture  capitalist  is  forced  to  do  one  of  several 
unpalatable  things:  the  venture  capitalist  can  put  more  money  into  the  stagnant 
company  with  the  hope  that  the  needed  cash  will  keep  the  company  afloat  during 
the  litigation  period;  the  v.c.  can  simply  hold  its  position  in  the  company  and  hope 
that  its  limited  partners  do  not  clamor  to  get  their  money  returned  to  them  with 
a  significant  return  of  investment  in  the  near  term;  or  it  can  basically  pull  the  plug- 
on  the  company  by  refusing  to  put  additional  money  into  the  company  and/or  selling 
its  position  in  the  company,  often  for  much  less  than  it  anticipated  prior  to  the  suit. 
Under  all  these  scenarios  what  is  missing  is  the  contribution  the  company  already 
provided  the  U.S.  and  local  economy  and  the  often  dramatic  potential  it  could  have 
attained  if  it  were  not  for  such  meritless  litigation  being  permitted  to  move  forward. 

While  entrepreneurial  companies  are  under  the  "10(bX5)  litigation  cloud"  funds 
that  would  have  been  allocated  to  research  and  development  and  plants,  property 
and  equipment  go  instead  to  pay  for  expenses  that  do  not  assist  in  the  growth  of 
the  company  such  as  legal  and  accounting  fees.  A  1992  study  by  Coopers  &  Ly brand 
of  428  venture-backed  companies  found  that  they  invest  more  than  twice  as  much 
of  their  equity  in  R&D  than  Fortune  500  companies.  They  also  spent  11  percent  of 
their  revenue  on  long-term  capital  investment  in  plant,  property  and  equipment  ver- 
sus only  7  percent  by  Fortune  500  companies.  In  a  study  comparing  large  corpora- 
tions to  entrepreneurial  companies,  the  National  Science  Foundation  found  that  en- 
trepreneurial companies  produce  twice  as  many  innovations  per  R&D  dollar  and  two 
innovations  for  every  one  at  large  corporations.  These  innovations  are  curtailed  se- 
verely when  a  company  faces  a  securities  fraud  suit,  as  they  are  told  to  conserve 
resources  during  this  period.  Is  this  what  we  want  as  our  foreign  competitors,  which 
typically  do  not  have  these  suits  to  contend  with,  work  on  better  product  design  and 
new  technologies  at  America's  expense? 

In  short,  the  burden  of  securities  litigation  is  hindering  the  ability  of  America's 
employment  generators:  small  emerging  growth  companies,  to  keep  pace  with  our 
foreign  competitors.  Venture-backed  companies  often  are  called  "international  start- 
ups" because  they  are  instantaneously  competitive  in  the  global  market.  However, 
unlike  our  Japanese  and  European  counterparts,  American  high  technology  compa- 
nies spend  a  disproportionate  amount  of  time  managing  litigation  instead  of  manag- 
ing business.  This  can  only  harm  America  in  the  long  run. 

Emerging  growth  companies  are  investment  equity  intensive  and  often  have  little 
access  to  traditional  financing  options  available  to  larger  corporations.  Thus,  when 
faced  with  a  meritless  suit,  an  entrepreneurial  company  has  few  financial  sources 
to  turn  to,  thereby  undercutting  its  potential  growth  and  present  stability.  While 
there  are  a  myriad  of  reasons  why  there  exists  currently  a  "capital  crunch"  for 
growth  companies  in  this  country,  one  reason  that  stands  out  is  the  frequent,  un- 
warranted deluge  of  sham  lawsuits  on  this  sector  of  the  economy. 

For  example,  these  "cookie  cutter"  lawsuits  erect  even  larger  obstacles  for  this 
country's  entrepreneurial  company  sector  in  its  attempt  to  secure  experienced  in- 
vestment bankers  and  accounting  firms  to  assist  in  accessing  capital  markets.  These 
entities  are  less  willing  to  work  with  growth  companies  because  of  the  higher  risk 
of  litigation  associated  with  them.  A  March  3,  1992  Wall  Street  Journal  article  re- 
ported that  56  percent  of  accounting  firms  polled  were  limiting  industries  that  they 
will  take  as  clients.  Also  it  was  stated  that  two  large  investment  firms  were  defend- 
ants in  60  and  73  lawsuits  respectively  as  a  result  of  public  offerings  they  had  un- 
derwritten. 
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A  diverse,  intelligent,  experienced,  far-sighted  and  interactive  Board  of  Directors 
is  what  emerging  growth  companies  need  if  they  are  to  reach  their  potential.  How- 
ever, getting  independent  directors  increasingly  is  becoming  hard  work  for  entre- 
preneurial companies.  The  cost  of  director  and  officer  insurance  continues  to  in- 
crease as  does  the  fear  of  independent  directors  that  they  will  be  named  as  a  party 
to  a  10(bX5)  action.  The  fact  that  many  qualified  individuals  decline  to  serve  as  out- 
side directors  is  hurting  emerging  entrepreneurial  companies  just  at  the  time  when 
they  require  additional  help  and  the  advice  of  experienced  managers.  Also,  outside 
directors  often  are  the  source  of  new  leads  for  additional  sources  of  financing,  and 
these  sources  dry  up  when  potential  directors  fed  they  cannot  serve.  Their  fear  is 
justified:  the  Wyatt  Co.  survey  of  1,342  companies  recently  showed  that  almost  24 
percent  of  respondents  had  at  least  one  claim  against  their  directors  or  officers  in 
the  last  nine  years  while  a  Harris  poll  of  outside  directors  from  Fortune  1000  com- 
panies found  that  half  of  them  have  been  sued  in  connection  with  their  Board  serv- 
ice. 

In  conclusion,  emerging  growth  companies  are  the  key  to  America's  economic  fu- 
ture. Our  new  economic  age  is  symbolized  by  technology,  innovation,  incentives,  en- 
trepreneurship,  education  and  information.  Policymakers  need  to  recognize  the  new 
economy  and  tailor  the  needs  of  the  country  around  it.  A  need  of  emerging  growth 
companies,  and  thus  the  nation,  is  to  be  free  of  abusive  securities  suits  while  pre- 
serving the  rights  of  investors  to  correct  actual  wrongs  through  the  judicial  process. 
The  current  securities  fraud  litigation  laws  are  simply  not  working.  Legislation  to 
address  this  issue  must  be  enacted  as  soon  as  possible  to  allow  new  high  technology 
and  growth  companies  to  use  their  assets  in  the  manner  best  for  America:  creating 
jobs,  producing  new  technologies,  exporting  products  and  growing  their  companies. 

The  National  Venture  Capital  Association  thanks  the  Securities  Subcommittee  for 
this  opportunity  to  present  its  views  on  this  matter. 


PREPARED  STATEMENT  OF  JOHN  G.  ADLER 
Chairman  &  CEO,  Adaptec 

Dear  Senator  Dodd: 

I  want  to  thank  you  for  the  opportunity  to  testify  on  securities  litigation  reform 
before  the  Securities  Subcommittee  of  the  Senate  Banking  Committee  on  Thursday, 
June  17,  1993. 

I  left  the  hearing  immediately  after  our  panel  concluded.  I  was  later  apprised  that 
Mr.  WilUam  S.  Lerach,  in  testimony  delivered  later  in  the  hearing,  made  some  erro- 
neous charges  directed  at  my  testimony  and  at  the  litigation  in  which  Adaptec  is 
currently  involved.  I  would  like  to  respond  to  all  five  points  reviewed  by  Mr.  Lerach 
by  providing  you  and  the  committee  with  the  correct  facts  and  the  proper  context 
within  which  to  view  each  point  raised. 

1.  Mr.  Lerach  made  reference  to  a  bullish  earnings  forecast  published  in  Barron's 
on  December  3,  1990. 

The  article  was  a  standard  Barron's  type  review  of  a  successful  growth  company 
for  which  I  was  interviewed  around  November  20.  All  quotes  by  me  in  the  article 
were  on  operational  and  marketing  issues.  For  example,  I  commented  on  Adaptec 
technology  called  SCSI,  explaining  its  history  and  future.  I  also  implied  that 
Adaptec  had  a  leadership  position,  a  fact  corroborated  in  our  current  70  percent 
market  share  in  the  PC  market  in  SCSI.  There  was  no  new  earnings  forecast  given 
by  the  company  or  by  me  personally  in  this  article.  The  article  merely  reiterated 
the  street's  estimate  for  the  1990  quarter. 

A  second,  much  shorter,  article  by  the  same  person  who  wrote  the  first  article, 
was  published  in  Barron's  after  our  release  of  earnings  information  on  December  10. 
The  author  was  understandably  upset  by  the  turn  of  events  and  was  critical  of  me. 
His  criticism,  in  my  judgment,  is  related  to  a  sequencing  of  events  totally  outside 
my  control  rather  than  my  personally  presenting  inaccurate  information  to  the  mar- 
ketplace as  is  alleged  by  Mr.  Lerach. 

2.  The  December  10,  1990  analyst  conference  was  held  with  Adaptec's  "favorite 
analyst"  according  to  Mr.  Lerach's  testimony. 

This  is  untrue;  all  the  financial  analysts  who  at  the  time  followed  the  company 
were  invited.  In  fact,  on  December  11,  1990,  several  had  the  essentials  from  the 
phone  conference  on  the  business  wires  prior  to  market  openings.  Conducting  phone 
conferences  with  financial  analysts  is  a  standard  industry  practice. 

3.  Mr.  Lerach,  during  his  testimony  before  the  Senate  Subcommittee,  stated  that 
I  had  sold  153,000  shares  of  my  stock  for  $3.2  million  in  the  low  20s,  just  before 
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the  stock  collapsed  to  below  $10  a  share  when  the  company  lowered  revenue  esti- 
mates. 

In  truth,  I  did  not  sell  stock  "just  before"  the  stock  price  fell  to  below  $10  a  share. 
During  the  period  between  March  12  to  March  14,  1990,  I  sold  153,313  shares  of 
Adaptec  stock.  This  was  a  full  nine  months  before  the  stock  price  decline  of  concern 
to  Mr.  Lerach.  For  your  information,  my  Form  4  for  this  transaction  was  filed  with 
the  SEC  on  April  9,  1990. 

I  might  add  parenthetically  that  I  acquired  through  the  exercise  of  options  42,500 
shares  of  Adaptec  stock  on  November  12,  1990  (my  Form  4  for  this  transaction  was 
filed  on  December  4,  1990).  This  was  a  month  prior  to  the  stock  price  decrease  and 
involved  the  acquisition,  not  the  sale,  of  Adaptec  stock. 

4.  Mr.  Lerach  commented  on  my  response  to  a  question  on  whether  Adaptec  has 
made  a  Motion  to  Dismiss. 

I  am  not  a  lawyer  and  as  the  company  CEO  I  obviously  cannot  be  aware  of  all 
actions  taken  by  Adaptec's  legal  department  I  want  you  to  be  clear  on  the  facts  as 
they  are. 

During  my  testimony,  one  of  the  Senators  asked  if  the  case  was  only  about  gen- 
eralizations as  I  had  claimed,  couldn't  the  case  just  be  dismissed.  I  replied  no;  and 
stated  that  Adaptec  has  not  made  a  Motion  to  Dismiss. 

What  the  Senator  and  I  were  discussing  was  a  Motion  to  Dismiss  the  entire  case. 
I  am  told  that  in  order  to  dismiss  the  entire  case,  the  defendant  essentially  must 
show  that  the  complaint  does  not  state  any  facts,  under  any  interpretation,  which 
could  support  a  claim.  Such  a  dismissal  is  rarely  granted.  On  advice  of  counsel, 
Adaptec  decided  instead  to  pursue  a  strategy  of  full  disclosure  of  the  actual  facts 
so  that  Adaptec  could  then  pursue  a  Motion  for  Summary  Judgment  on  the  merits. 
Mr.  Lerach's  statement  mischaracterizes  the  Motion  filed  by  Adaptec.  The  Motion 
that  Adaptec  filed  merely  sought  dismissal  of  certain  causes  of  action  for  technical 
noncompliance  with  statutes. 

5.  I  would  also  like  to  comment  on  Mr.  Lerach's  highly  misleading  statements  con- 
cerning the  Federal  magistrate  judge. 

The  dispute  is  a  commercial  one,  and  a  Federal  judge  is  assigned  to  arbitrate.  The 
judge's  job  is  to  bring  economic  reality  (cost  of  fighting  the  suit  vs.  settlement)  to 
the  case  and  encourage  and  otherwise  prod  the  parties  to  settle.  In  no  case  does 
a  recommendation  by  the  iudge  imply  guilt  of  the  defendants  and  culpability  is  not 
assigned.  Implications  to  the  contrary  by  Mr.  Lerach  are  false. 

If  you  have  any  other  questions  about  these  issues  in  general  or  the  specifics  as 
they  relate  to  Adaptec,  I  would  be  pleased  to  respond. 

Thank  you  for  helping  to  heighten  the  Nation's  awareness  and  understanding  of 
this  subject. 


PREPARED  STATEMENT  OF  RICHARD  J.  EGAN 
Chairman  of  the  Board,  EMC  Corporation 

Dear  Senator  Dodd: 

Thank  you  for  allowing  me  to  testify  before  the  Securities  Subcommittee  on  June 
17,  1993  and  for  the  courteous  and  professional  manner  in  which  this  hearing  was 
conducted. 

In  accordance  with  your  request,  I  have  prepared  the  following  list  of  suggested 
recommendations  which  I  hope  the  Committee  will  consider  if  and  when  legislation 
is  proposed  to  provide  some  balance  to  the  securities  related  Class  Action  lawsuit 
process.  Legislation  is  definitely  needed  to  reduce  the  rampant  frivolity  of  these 
suits,  while  preserving  the  rights  of  real  shareholders  that  may  have  in  fact  been 
defrauded.  Some  of  these  suggestions  were  submitted  on  the  17th. 

I.  To  Provide  Some  Reasonableness  of  the  Claim 

a.  There  should  be  a  standard  of  "clear  and  convincing"  proof  or  allegations  of 
fraud  against  companies.  This  would  discourage  lawsuits  based  upon  statements 
of  a  company  that  turned  out  to  be  inaccurate,  but  that  were  not  intended  to  mis- 
lead investors  or  the  public. 

b.  Establish  the  SEC's  role  to  review  all  10(bX5)  complaints  before  they  are  ac- 
tually filed.  I  believe  this  could  be  made  self-funded  from  fees  paid  by  the  partici- 
pants. 

c.  Implement  a  perpetual  "statutory  offer  of  judgment."  Once  a  class  action  suit 
has  begun,  it  goes  on  endlessly.  By  allowing  either  party  the  opportunity  to  settle 
the  matter  at  any  time  under  the  terms  of  Rule  68  should  promote  reasonable- 
ness. 
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d.  Require  that  all  10(bX5)  cases  be  submitted  to  Alternative  Dispute  Resolu- 
tion (ADR). 

e.  Perhaps  some  combination  of  (c)  and  (d). 

II.  Discourage  Professional  Plaintiffs 

a.  Plaintiffs  should  not  be  "invisible."  They  should  be  made  to  appear  imme- 
diately and  should  not  be  allowed  to  become  "professional,"  that  is  appear  as 
Plaintiffs  in  lawsuit  after  lawsuit. 

b.  Contracts  arrangements,  and  relationships  with  other  plaintiffs  and  their  re- 
spective law  firms  should  be  made  discoverable. 

III.  To  Discourage  the  Plaintiff's  Bar  for"Creating"  Unnecessary  Lawsuits 
a.  The  American  Bar  Association  should  be  urged  to  track  and  investigate  law 

firms  that  engage  in  repeated  Strike  Suits  and  to  establish  criteria  for  defining 
and  publicly  identifying  those  firms  that  repeatedly  file  frivolous  suits. 

I  would  be  remiss  if  I  did  not  comment  on  Attorney  Lerach's  recent  letter  to  Sen- 
ator Domenici  where  he  attempts  to  discredit  each  of  us  that  gave  testimony  before 
your  Committee  in  support  of  legislative  change.  It  is  probably  obvious  to  the  Com- 
mittee that  Mr.  Lerach's  attempt  to  disparage  us  with  the  same  methods  he  and 
other  members  of  the  Plaintiffs  Bar  use  frequently  in  their  Strike  Suits  is  subver- 
sive and  quite  insulting  to  us  and  the  Committee.  I  am  referring  to  his  tactic  to 
make  an  issue  of  management's  sale  of  stock.  In  our  case,  my  wife  and  I,  who  pres- 
ently own  over  15  million  shares  of  EMC  Corporation,  usually  sell  some  stock  each 
quarter  during  that  window  of  time  after  the  financial  results  have  been  released 
but  before  the  third  month  of  the  quarter.  As  everyone  knows,  our  hi-tech  business 
is  one  in  which  most  sales  and  shipments  are  made  at  the  end  of  the  quarter  and 
it  is  usually  impossible  for  us  to  know  the  actual  results  until  some  time  (usually 
two  to  three  weeks)  after  the  quarter  closes.  However,  this  does  not  stop  the  Plain- 
tiffs Bar  from  trying  to  create  a  most  negative  impression  of  those  sales  by  innu- 
endo. You  should  be  aware  that  Mr.  Lerach's  Firm  tried  to  make  stock  sales  by  me 
and  others  an  issue  in  the  case  they  filed  against  EMC.  This  argument  was  dis- 
missed, however,  because  the  Court  said  "the  fact  that  sales  occurred  does  not  sup- 
port an  inference  of  fraud." 

Mr.  Lerach,  in  his  testimony,  also  stated  that  the  EMC  Strike  Suit,  with  which 
he  was  familiar,  was  determined  by  the  judge  to  "not  be  frivolous."  This  statement 
is  not  totally  correct.  What  the  Court  actually  said  was  that  it  "would  not  allow  the 
Plaintiffs  and  their  lawyers  to  go  on  a  fishing  expedition  at  the  Defendant's  expense 
to  justify  the  basis  of  their  complaint."  The  judge  further  commented  on  the  frivo- 
lous aspect  by  clearly  stating  in  his  opinion  this  case  was  dead  on  arrival."  A  tran- 
script of  the  judge's  opinion  was  submitted  with  my  testimony  on  the  17th. 

In  any  event,  it  may  be  helpful  for  the  Committee  in  future  testimony  to  consider 
requiring  witnesses  to  testify  under  oath. 

Once  again,  I  thank  you  for  allowing  us  to  present  our  case  and  I  urge  you  to 
continue  this  good  work  in  the  hopes  that  legislation  may  be  proposed  and  enacted 
that  will  level  the  playing  field. 

cc:  Honorable  Pete  V.  Domenici 

bcc:  Mr.  Allen  Weltmann — Coopers  &  Lybrand;  Ms.  Carol  Bilzi — Mayer,  Brown,  & 
Piatt;  Mr.  John  Adler — Adaptec;  Mr.  Tom  Dunlop — Intel;  Mr.  Ed  McCracken — Sili- 
con Graphics 


588 


SiliconGraphics  2tm  n  stmi:n  soumam 

Compuwr  Systom  RO.  Bat  73V 

Maxima  Vv*.  Cmhrmt 34033m 
Jmonom  I41SI 330-3333 
FAX  I41S)  363-6289 

UwmiK.UcCndm 
Prtsiditit 
July  8   1993  OaeibtcmmOlfiat 


Honorable  Pete  V.  Domenici 
United  States  Senate 
SD-427  Dirksen  Senate  Office  Building 
Washington,  DC  20510-3101 


Dear  Senator  Domenici: 


Thank  you  for  the  opportunity  to  appear  before  your  Committee  and  to 
present  our  views  of  private  litigation  under  the  Federal  Securities  Laws.  The 
active  participation  of  you  and  the  other  committee  members  in  the  hearing  was,  I 
hope,  a  reflection  of  the  importance  you  place  on  examining  this  important  issue. 

Just  before  the  Independence  Day  holiday,  I  received  a  copy  of  Mr. 
Lerach's  June  23, 1993  letter  to  you,  and  in  particular  read  with  interest  his 
characterization  of  the  Court's  attitude  toward  the  lawsuit  filed  against  Silicon 
Graphics,  which  was  recently  settled.  In  his  letter  Mr.  Lerach  states  that  the 
complaint  filed  against  Silicon  Graphics  "was  upheld  by  the  Court  as  adequately 
pleading  a  securities  fraud".  That  simple  statement  ignores  the  Court's  great 
skepticism  about  the  case.  In  his  Order  requiring  further  briefing  about  the  class 
certification  issue  Judge  Williams  wrote: 

"Class  actions  seem  to  be  falling  into  disfavor  these  days  and  this  case  is 
one  example  of  why.  No  flagrant  conduct  is  alleged  or  seems  to  be 
present.  This  is  not  a  corporation  that  is  on  the  verge  of  bankruptcy,  but 
one  whose  shares  experienced  a  temporary  downturn  in  an  unpredictable 
market 

"If  a  class  were  certified,  the  case  would  be  settled,  but  probably  only  after 
huge  expenditures  were  made  during  discovery  in  which  Plaintiffs 
lawyers  endeavored  to  find  evidence  to  support  their  theory.  Each 
investor  would  then  receive  a  small  percentage  of  his  or  her  actual  losses 
and  the  corporation  would  be  out  the  high  cost  of  defending  and  settling 
this  suit.  The  only  winners  would  be  the  attorneys,  who  would  ask  the 
Court  to  award  them  between  20%  and  30%  of  the  settlement." 
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The  Court  realized,  as  we  certainly  did,  that  there  was  no  benefit  whatever 
to  this  type  of  litigation  going  forward  against  Silicon  Graphics,  except  for  its 
possible  settlement  value  for  the  plaintiffs'  bar. 

Again,  thank  you  for  your  courtesy  for  allowing  us  to  give  you  our  views 
on  this  matter  of  critical  importance  to  growing,  innovative  companies.  Please 
feel  free  to  contact  me  if  there  is  anything  further  I  can  do  in  this  matter. 


Sincerely, 


Edward  R.  McCracken 

President  and  Chief  Executive  Officer 
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June  21,  1993 

STATEMENT  OF  SCOTT  G.  McNEALY 
I  am  Chairman,  President  and  Chief  Executive  Officer  of  Son  Microsys- 
tems, Inc.  of  Mountain  View,  California.  Although  Sun  was  only  founded  in 
1982,  the  Company  has  annual  revenues  in  excess  of  $4  billion  and  employs 
over  13,000  people  world-wide.  The  Company  is  the  world's  leading  manufac- 
turer of  computer  workstations  and,  of  all  the  Fortune  500  firms,  ranks  second 
in  the  percentage  of  sales  exported,  behind  only  Boeing.  We  enjoy  the  leading 
market  share  in  our  segment  of  the  industry  in  Japan — in  fact,  Sun  is  die  only 
American  company  enjoying  market  share  leadership  in  any  significant  segment 
of  the  computer  industry  in  that  country.  Sun's  initial  public  offering  was  in 
March  1986.  Since  that  time,  the  Company  has  been  profitable  every  year, 
including  every  quarter  except  the  June  quarter  of  1989.  That  quarter,  as  the 
result  of  the  introduction  of  products  based  on  new  technology  and  the  switch- 
over to  a  new  internal  management  information  system  (dictated  by  our  rapid 
growth)  the  Company  reported  a  loss.  A  month  before  that  quarter  ended, 
when  management  had  gathered  enough  information  to  determine  that  Sun 
would  not  meet  Wall  Street  analysts'  expectations  for  the  quarter  and,  might, 
indeed,  suffer  a  loss,  we  issued  a  special  public  advisory  so  indicating.  Within 
a  matter  of  days,  the  Company  was  served  with  three  (3)  shareholder  class 
actions  alleging  securities  fraud.  When  the  Company  released  its  results  for  the 
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quarter  in  July,  two  (2)  more  class  actions  were  filed  All  five  (5)  cases  were 
consolidated  into  a  single  matter  in  Federal  District  Court  In  the  September 
quarter  of  1990,  the  Company  reported  earnings  approximately  10  cents  per 
share  below  die  consensus  of  the  analysts'  estimates.  Once  more,  the  Company 
was  served  within  a  matter  of  days  with  two  (2)  class  action  lawsuits.  Those 
two  suits  were  consolidated  into  a  single  action.  The  Company  litigated  these 
two  matters  vigorously.  In  the  period  from  June  1989  through  January  1993, 
the  Company  spent  over  $2.5  million  on  attorney  fees  and  expenses  and  our 
directors  and  officers  liability  carrier  has  probably  spent  and  »<MiKnn»l  $2  mil- 
lion on  the  defense.  This  does  not  factor  in  the  public  relations  costs,  man- 
years  of  senior  management  time,  and  uncertainty  generated  by  the  situation. 

Because  Sun  is  a  widely-held  stock  with  high  trading  volumes,  the  poten- 
tial theoretical  damages  in  the  first  case  exceeded  $100  million  and  that  of  the 
second  case  exceeded  $200  million.  Because  of  this  exposure,  only  $35  million 
of  which  was  insured,  our  Board  regarded  it  as  a  matter  of  fiduciary  duty  to 
explore  settlement  seriously  even  though  the  idea  of  settling  these  two  maners 
deeply  offended  the  sense  of  principle  of  each  member  of  our  Board.  But  the 
cold,  hard  facts  were  that  it  would  have  been  improper  to  have  proceeded  all 
the  way  through  Dial  before  a  jury,  with  all  of  the  inherently  unpredictable 
aspects  of  that  course  of  action,  if  any  kind  of  a  "reasonable"  settlement  could 
be  achieved.  In  this  respect,  Sun  found  itself  in  the  same  position  that  hun- 
dreds of  American  companies  have  found  themselves  over  the  past  several 
years.  Accordingly,  the  Company  agreed  to  sctde  the  first  matter  for  $25  mil- 
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lion,  half  of  which  was  paid  by  the  insurance  carrier;  and  the  second  matter  for 
$5  million,  half  of  which  was  paid  by  the  insurance  carrier.  Of  course,  one- 
third  or  more  of  those  amounts  will  not  be  paid  to  any  shareholder  but,  rather, 
to  plaintiffs'  counsel.  The  remainder  will  be  apportioned  out  to  those  hundreds 
or  thousands  of  shareholders  who  happened  to  have  traded  stock  during  the 
relevant  periods,  many  of  whom  were  pure  speculators,  with  the  result  that  very 
few  will  receive  more  than  a  few  cents  on  the  dollar. 

Unbelievably,  after  settlement  of  these  two  matters  had  been  announced, 
we  were  then  served  with  a  shareholder  derivative  complaint  in  State  Court 
putatively  brought  on  behalf  of  the  Corporation  against  the  Company's  Board 
and  Officers  and  claiming  that  the  settlement  of  the  class  actions  was  too  gen- 
erous, the  result  of  mis-management  and  improperly  apportioned  between  the 
Company  and  the  insurance  carrier.  I  am  informed  mat  the  filing  of  a  deriva- 
tive action  attacking  the  settlement  of  a  securities  class  action  was  literally 
unprecedented.  We  were  not  happy  to  be  so  honored.  Outrageous  though  this 
situation  was,  I  was  advised  by  counsel  that  the  law  permitted  that  kind  of  law 
suit  to  be  filed  and  to  go  forward.  Not  only  did  it  attack  the  management  of 
the  Company,  but  claimed  that  directors  and  officers  had  improperly  traded  on 
inside  information.  Coupled  with  the  filing  of  the  suit,  counsel  for  the  deriva- 
tive plaintiffs  also  threatened  to  file  suit  for  insider  trading  for  trades  which 
occurred  outside  and,  indeed,  well  after,  the  original  class  actions.  Since  the 
allegation  was  insider  trading,  we  were  faced  with  a  situation  in  which  our 
senior  officers  and  directors — people  on  whose  efforts  the  future  success  or 
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failure  of  the  Company  will  depend— had  significant  portions  of  their  net  worth 
placed  at  risk  in  the  litigation  under  circumstances  where  neither  the  Company 
nor  its  insurance  carrier  could  indemnify  them  in  the  event  a  jury  found  liabil- 
ity. Furthermore,  the  initial  derivative  action  placed  at  risk  the  settlement  that 
the  Company  had  worked  so  long  and  hard  to  achieve.  Fortunately  (or  unfor- 
tunately depending  on  your  perspective),  a  settlement  of  the  two  derivative 
actions  for  an  amount  that  was  less  than  the  expected  cost  of  a  jury  trial 
(though  morally  outrageous)  was  worked  out  Nevertheless,  in  the  approxi- 
mately five  weeks  that  elapsed  between  the  filing  of  the  derivative  action  and 
the  agreement  to  settle,  the  Company  expended  over  $500,000  in  legal  fees  and 
expenses. 

Bear  in  mind,  that  Sun  Microsystems  is  not  Lincoln  Savings  &  Loan. 
While  the  lawsuits  were  couched  in  terms  of  securities  fraud  and  insider  trad- 
ing. Sun  and  its  managers  behaved  morally  and  legally.  Management  was  inac- 
curate in  its  estimate  of  the  way  the  June  1989  and  September  1990  quarters 
would  turn  out  We  are  not  perfect  and  we  are  not  fortune  tellers.  We  did  the 
best  we  could  with  the  facts  available  to  us.  We  even  went  to  great  lengths  in 
the  quarters  before  to  describe  the  risks  and  to  acknowledge  our  inability  to  be 
precise.  We  were  and  are  simply  unable  to  predict  to  the  level  of  accuracy  that 
the  stock  market  would  like.  In  an  industry  mat  is  as  fast-paced  and  volatile  as 
the  computer  industry  and  with  a  company  that  was  and  is  growing  as  rapidly 
as  Sun,  it  is  inevitable  that  management's  estimates  of  quarterly  results  are, 
sooner  or  later  and  regularly,  going  to  be  inaccurate. 
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As  the  result  of  the  second  class  action,  our  Board  decided  that  the  legal 
risks  of  providing  earnings  and  revenue  projections  to  Wall  Street  analysts  was 
too  high  and  instructed  management  to  adopt  a  policy  of  limited  guidance. 
Since  the  Fall  of  1990,  the  Company  has  provided  no  revenue  or  earnings  pro- 
jections to  the  Street  nor  have  we  commented  upon  analysts'  Independent  pro- 
jections. The  most  we  will  do  is  give  "tonal"  guidance  on  the  general  stale  of 
the  business.  As  you  may  imagine,  the  principal  Wall  Street  analysts  are  not 
happy  with  this  policy.  It  essentially  requires  them,  to  a  significant  extent,  to 
"fly  blind"  meaning  that  their  estimates  of  Sun's  future  performance  are  bound 
to  be  less  accurate  than  would  otherwise  have  been  the  case  which  places  them 
at  risk  with  respect  to  their  clients  and  customers.  I  believe,  and  I  think  the 
analysts  would  concur,  that  Sun  could  pay  a  penalty  in  the  price  per  share  that 
its  stock  fetches  as  the  result  of  the  adoption  of  this  policy.  Sun,  a  key 
economic  engine  for  America  with  respect  to  jobs,  technology,  taxes,  exports, 
and  growth,  has  seen  a  higher  cost  of  capital  as  a  result  and  is  competitively 
disadvantaged  internationally.  Moreover,  the  estimates  of  the  20-plus  analysts 
who  regularly  follow  the  Company  have  a  much  broader  range  than  used  to  be 
the  case,  which  also  has  a  depressing  affect  on  the  price  on  the  stock.  The 
only  way  Sun  could  solve  this  problem  would  be  to  reinstirute  specific  guidance 
which  would,  of  course,  raise  the  same  legal  exposure  that  we  dealt  with  so 
painfully.  But  given  the  state  of  the  law,  those  are  the  unhappy  choices  we 
face. 
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There  are  several  reforms  of  the  Securities  Exchange  Act  of  1934  that,  if 
implemented,  could  greatly  reduce  the  number  of  suits  of  this  type  that  are  filed 
and,  therefore,  remove  a  major  unfair  and  costly  burden  from  the  shoulders  of 
American  corporations  like  Sun. 

1.  Shift  the  Costs:  In  the  event  a  shareholder  class  action  ends  by  die 
grant  of  a  Motion  to  Dismiss  or  a  Modon  for  Summary  Judgment  in  favor  of 
the  defendant  corporadon,  the  attorney  fees  and  expenses  paid  by  the  defendant 
must  be  paid  by  the  plaintiff  and  plaintiffs  counsel.  Under  the  present  system, 
there  is  absolutely  no  incentive  for  the  plaintiffs'  bar  nor  to  file  such  claims. 
Counsel  in  these  cases  do  not  have  "real"  clients  but,  rather,  work  from  a  stable 
of  "shareholders''  who  hold  a  handful  of  shares  in  every  major  public  company 
for  the  express  purpose  of  suing  them.  For  example,  one  of  the  plaintiffs  in  the 
derivative  suit  against  Sun  was  a  plaintiff  in  scores  of  derivative  or  class  action 
cases  against  public  companies  over  the  past  several  yean.  The  only  constraint 
on  the  filing  of  such  actions  at  the  present  time  is  the  possibility  of  Rule  11 
sanctions  against  counsel  for  filing  frivolous  actions.  As  you  know,  however, 
judges  have  been  loathe  to  impose  Rule  11  sanctions  on  lawyers.  Rule  11  is 
simply  not  a  credible  deterrent  to  frivolous  shareholder  class  action  filings. 

Also,  plaintiffs'  counsel  should  be  required  to  notify  their  "clients",  in 
writing  and  before  suit  is  commenced,  of  this  potential  personal  liability  and  of 
the  fact  that  plaintiffs'  counsel  cannot  indemnify  them  for  it 
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)  2.  Burden  of  Proof.  Presently,  the  burden  of  proof  for  fraud  claims  mat 
plaintiffs  are  required  to  meet  in  class  action  litigation  is  the  "preponderance  of 
the  evidence"  standard  applicable  to  most  civil  cases.  This  is  not  a  difficult 
standard  to  meet  particularly  in  shareholder  class  actions  where,  typically,  the 
jury's  factual  determinations  will  be  made  from  a  huge  mass  of 
documentation — often  running  in  the  millions  of  pages — provided  by  a  com- 
pany during  the  course  of  discovery.  It  would  be  very  rare  company,  indeed, 
mat  did  not  have,  at  any  given  point,  documents  in  its  files  mat  could  be  taken 
out  of  context  and  used  to  place  the  company  and  its  officials  in  a  bad  light.  In 
fact,  the  freer  and  franker  the  climate  within  a  company,  the  more  likely  it  is 
that  documents  of  this  type  will  exist,  particularly  in  the  age  of  e-maiL  If  the 
standard  of  proof,  for  fraud  were  "clear  and  convincing",  it  would  be  far  more 
difficult  for  plaintiffs  to  bring  "strike  suits"  successfully  but  truly  meritorious 
causes  of  action  against  the  Lincoln  Savings  of  this  world  would  be  preserved. 

3.  Damage  Caps'.  Damages  assessed  in  shareholder  class  actions  should 
not  be  permitted  to  exceed  some  percentage  of  stockholders'  equity.  Other- 
wise, there  is  no  way  for  companies  or  their  insurers  to  make  rational  economic 
judgments  about  risk  and  class  actions  always  become  "bet  die  company"  pro- 
positions that  invariably  lead  to  settlement  regardless  of  merit 

4.  Capital  Gains  Tax  Reform:  Although  beyond  the  scope  of  a  '34  Act 
reform,  capital  gains  tax  treatment  of  stock  sales  plays  a  large  indirect  role  in 
fostering  shareholder  class  action  litigation.   With  stock  held  for  merely  six 
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months  treated  as  long-term"  and  a  small  differential  between  short-  and  long- 
term  rates,  the  capital  gains  tax  structure  offers  few  rewards  for  patient  capital 
As  a  result,  speculative  traders  disproportionately  move  stock  prices  np  or 
down  creating  the  kind  of  volatility  that  becomes  grist  for  plaintiffs'  counsel's 
twin.  I  believe  this  is  a  major  reason  why  high-tech  stocks  in  particular  are  tar- 
gets for  class  action  litigation.  Rewarding  long-term  holding  (e.g.,  less  than  a 
year,  ordinary  rates;  one-three  years  28%;  three-six  years  23%;  over  six  years, 
18%)  will  greatly  diminish  speculation  and  the  consequent  volatility  and  incen- 
tive to  sue. 

Companies  like  Sun  have  been  the  engines  of  recent  economic  growth. 
There  is  a  grim  irony  in  the  fact  that  participation  in  our  economy's  growth 
sectors  (especially  biotech,  computers  and  telecommunications)  carries  with  it 
an  inordinate  risk  of  shareholder  strike  suits  arising  from  the  rapid  technologi- 
cal change  and  unpredictability  inherent  in  those  sectors.  The  present  system 
works  for  no  one  other  than  the  plaintiffs'  bar.  Our  national  economic  success 
will  be  achieved  by  the  Suns,  Intels,  Apples  and  Genentechs— not  by  lawyers. 
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UNITED  STATES 

SECURITIES  AND  EXCHANGE  COMMISSION 

WASHINGTON.  DjC  205-49 

THE    CHAIKMAN 

June  12,  1992 


The  Honorable  Pete  V.  Domenici 
United  States  Senate 
427  Dirksen  Senate  Office  Building 
Washington,  O.C.   20510 

Dear  Senator  Damenici: 

Thank  you  for  the  letter  of  Say  13,   1992,  from  you  and 
Senator  Sanford,  requesting  comments  on  your  proposed  legislation 
that  would  address  private  securities  litigation.   I  personally 
support  your  efforts  to  curb  frivolous  securities  litigation  and 
abusive  litigation  tactics. 

In  the  past,  I  have  generally  supported  the  enactment  of 
fee-shifting  legislation  to  help  control  the  filing  of  growing 
numbers  of  private  securities  actions  that  appear  to  be 
unsubstantiated  at  the  time  that  they  are  brought,  beyond  the 
possible  occurrence  of  a  decline  in  the  value  of  a  stock.  Your 
proposal  to  shift  fees  unless  the  court  determines  that  the 
position  of  the  losing  party  was  "substantially  justified" 
appears  to  be  a  fair  requirement  for  instituting  litigation 
against  an  issuer  of  securities.  Any  such  litigation  imposes 
significant  costs  on  the  defendant,  which  costs  are  ultimately 
borne  by  the  issuer's  shareholders.  A  mere  change  in  market 
price  should  not  be  sufficient  to  impose  these  legal  costs, 
unless  coupled  with  some  reasonable  basis  for  believing  that 
wrongdoing  occurred.  The  specific  elements  of  this  proposal 
appear  to  be  carefully  drafted,  and  I  do  not  believe  that  any 
substantive  modifications  appear  to  be  necessary. 

I  also  strongly  support  the  four  proposals  you  suggest  for 
reducing  certain  abusive  practices  frequently  found  in  securities 
class  action  litigation.   The  Commission  has  previously 
recommended  Congressional  consideration  of  proposals  to  prohibit 
conflicts  of  interest  between  class  members  and  class  counsel,  to 
limit  recovery  calculations  for  named  plaintiffs  in  class  actions 
to  the  sane  calculation  used  for  all  other  members  of  the 
plaintiff  class,  to  prohibit  attorneys  from  paying  referral  fees 
when  seeking  clients  in  securities  class  actions,  and  toprohibit 
the  payment  of  attorney's  fees  from  Commission  disgorgement 
funds. 

The  proposed  joint  and  several  liability  proposal  raises 
more  difficult  issues.   In  its  current  form,  the  proposal  goes 
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'too  far  in  insulating  accountants  from  liability,  particularly 
where  intentional  wrongdoing  is  present.   Your  draft  has 
bracketed  the  most  objectionable  language,  vhich  eliminates  joint 
and  several  liability  except  with  respect  to  those  defendants  who 
have  committed  fraud  for  their  "own  direct  pecuniary  benefit." 
However,  "direct  pecuniary  benefit"  is  defined  in  a  manntrr  that 
would  exclude  auditing  fees,  which  are  deemed  to  be  "ordinary 
compensation."  Removal  of  the  bracketed  clause  on  pecuniary 
benefit  would  significantly  improve  the  provision. 

Dnder  the  language  as  now  written,  a  securities  law  violator 
such  as  an  accounting  firm,  law  firm  or  investment  banking  firm 
would  not  be  jointly  and  severally  liable  for  securities 
violations,  even  if  anv  such  firm  deliberately  defrauded  and 
deceived  investors  and  received  fees  ranging  into  the  millions  of 
dollars.  This  provision  appears  to  go  too  far  in  insulating 
deliberate  fraud  on  innocent  investors.   1  believe  that  it  is 
reasonable  to  try  to  reduce  the  in  terrorem  effect  of  allegations 
of  joint  and  several  liability  in  cases  of  relatively  remote 
connection  by  a  party  to  the  principal  wrongdoing.   However,  I  do 
not  believe  that  a  party  that  has  been  found  to  have  committed 
deliberate  fraud  on  Investors  should  be  immunized  from  full 
liability  for  such  actions. 

Finally,  I  would  note  that  the  Administration  and  the 
Commission  have  previously  suggested  that  Congress  extend  the 
limitations  for  private  securities  fraud  actions  to  a  two- 
year/  five-year  period  to  override  the  Supreme  Court's  decision  in 
Irfimpf.  Pleva,  Lipklnd.  Prnpis  &  Petriorow  v.  Gilbertson.  Ill  S. 
Ct.  2773  (1991) .   The  Commission  has  previously  testified  that 
such  an  extension  would  preserve  the  rights  of  truly  defrauded 
investors  while  not  encouraging  "strike  suits"  or  other  frivolous 
legal  action. 

The  views  X  have  expressed  in  this  letter  are  my  own,  and 
are  not  necessarily  those  of  the  other  members  of  the  Commission. 
In  view  of  the  very  important  need  to  reform  the  national  problem 
of  excessive  litigation,  I  will  be  happy  to  work  with  you  to 
refine  the  language  in  your  bill.   Please  do  not  hesitate  to  have 
your  staff  contact  Kathryn  Pulton,  Director  of  Legislative 
Affairs,  at  272-2500. 


Richard  C.  Breed en 
Chairman 


Substantially  similar  letter 

sent  to  The  Honorable  Terry  Sanford 
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PREPARED  STATEMENT  OF  RICHARD  C.  BREEDEN 

Chairman,  Securities  and  Exchange  Commission 

August  12,  1992 
Dear  Senator  Domenici: 

Thank  you  for  sending  me  a  copy  of  the  legislation  which  you  and  Senator  San- 
ford  plan  to  introduce  shortly,  the  "Securities  Private  Enforcement  Act  of  1992."  I 
commend  you  and  Senator  Sanford  for  your  efforts  in  crafting  this  proposal,  and  I 
appreciate  the  opportunity  to  comment  on  it. 

Private  rights  of  action  are  an  essential  enforcement  tool  to  protect  investors 
against  fraud.  Private  suits  under  Section  10(b)  of  the  Securities  Exchange  Act  and 
Rule  10(bX5)  thereunder,  for  example,  are  instrumental  in  recompensing  investors 
who  are  cheated  through  the  issuance  of  false  and  misleading  information  or  by 
other  means.  When  corporate  officers,  accountants,  lawyers  or  others  involved  in  the 
operation  of  a  public  company  deceive  investors  for  their  own  benefit,  they  should 
be  held  accountable  for  their  actions.  If  this  were  not  the  case,  investors  would  be 
far  less  willing  to  participate  in  our  securities  markets.  This  would  limit  the  most 
important  source,  and  raise  the  costs,  of  new  capital  for  all  American  businesses. 

In  addition  to  this  general  principle,  securities  fraud  actions  against  accounting 
firms  that  participate  in  or  assist  fraudulent  activity  by  not  properly  performing 
their  auditing  functions  are  important  to  the  maintenance  of  high  standards  of  qual- 
ity and  integrity  among  public  accounting  firms.  Investors  rely  heavily  on  the  accu- 
racy of  audited  financial  statements  of  public  companies,  as  do  creditors,  investment 
analysts  and  others.  When  auditors  fail  to  adhere  to  generally  accepted  accounting 
principles  or  generally  accepted  auditing  standards,  many  innocent  parties  may  suf- 
fer. Indeed,  inaccuracies  in  audited  financial  statements  of  banks  and  savings  and 
loans  have  contributed  to  billions  of  dollars  in  investor  losses  over  the  past  ten 
years.  Public  policy  should  seek  to  maintain  high  expectations  of  integrity  and  accu- 
racy in  the  performance  by  auditors  and  accountants  of  their  tasks. 

While  private  fraud  actions  can  be  a  very  important  supplement  to  antifraud  ac- 
tions by  the  Commission  itself,  in  recent  years  the  number  and  cost  of  private  law- 
suits have  grown  significantly.  Some  law  firms  appear  to  have  made  a  virtual  indus- 
try out  of  bringing  suits  under  the  securities  laws  against  companies,  their  direc- 
tors, auditors  and  others.  These  suits  often  appear  to  be  prompted  solely  by  move- 
ments in  the  market  price  of  a  stock.  Allegations  of  securities  law  violations  are 
made  in  general  or  conclusory  terms  within  hours  of  a  significant  stock  price 
change. 

As  a  practical  matter,  the  cost  of  litigating  a  "strike  suit"  may  be  so  high — and 
the  potential  liability  so  great — that  many  defendants  choose  to  settle  even  merit- 
less  actions  rather  than  run  the  full  gauntlet  of  modern  litigation.  In  cases  where 
there  is  no  real  underlying  merit,  the  shareholders  of  the  defendant  company  will 
ultimately  see  their  equity  paid  out  to  the  plaintiff  lawyers  as  a  litigation  tax." 
These  payments  can  be  particularly  damaging  to  small  companies  whose  finances 
are  more  precarious  and  whose  stocks  are  by  nature  more  volatile  in  price.  Ulti- 
mately it  is  the  shareholders  of  the  companies  who  pay  the  cost  of  abusive  and  frivo- 
lous suits.  This  process  drives  up  the  "litigation-adjusted"  cost  of  capital  for  compa- 
nies throughout  our  economy.  It  also  makes  the  IXS.  securities  market  less  attrac- 
tive than  its  foreign  competitors  as  a  place  for  domestic  and  foreign  firms  to  raise 
capital. 

As  you  know  from  my  previous  correspondence  and  testimony  on  this  subject,  I 
strongly  support  efforts  to  reduce  the  amount  and  cost  of  abusive  and  frivolous  secu- 
rities litigation,  while  maintaining  the  rights  of  investors  to  seek  redress  for  truly 
fraudulent  conduct.  Any  such  effort  must  deal  with  the  problem  of  the  "strike  suit 
that  is  intended  to  force  companies  or  other  market  participants  to  settle  vague  or 
far-fetched  claims  in  order  to  avoid  the  cost  of  litigation  and  the  exposure  to  enor- 
mous liability.  Of  course,  reducing  the  number  of  such  suits  without  also  weakening 
the  rights  of  investors  to  protection  against  fraud  requires  very  careful  statutory 
drafting. 

While  we  have  not  had  a  chance  to  complete  a  thorough  review  of  all  of  the  provi- 
sions in  the  draft  legislation,  it  is  evident  that  this  bill  would  help  to  reduce  the 
cost  of  frivolous  suits  while  seeking  to  preserve — and  in  some  areas  to  improve — 
the  protection  of  investors  against  fraudulent  conduct.  From  my  perspective  there 
are  still  a  few  sections  of  the  bill  whose  language  should  be  modified  somewhat  from 
the  current  text,  and  I  look  forward  to  working  with  you  toward  this  end  in  the  leg- 
islative process.  However,  overall  I  believe  that  this  legislation  could  make  a  signifi- 
cant contribution  to  reducing  the  burden  of  meritless  securities  litigation. 

More  specifically,  I  support  some  type  of  "English  rule"  that  would  shift  the  cost 
of  attorneys'  fees  to  the  losing  party  in  appropriate  cases,  thereby  curbing  abusive 
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litigation.  Your  proposal  to  shift  fees  unless  the  losing  party's  position  is  found  by 
the  court  to  be  '  substantially  justified"  provides  a  reasonable  fee-shifting  standard. 
In  addition,  the  Commission  has  previously  supported  Congressional  action  to  deal 
with  conflicts  of  interest  between  class  members  and  class  counsel;  to  limit  recovery 
by  the  named  plaintiff  in  securities  class  actions;  to  prohibit  attorney  referral  fees; 
and  to  prohibit  the  payment  of  attorney's  fees  from  Commission  disgorgement  funds. 
All  of  these  matters  are  appropriately  addressed  in  your  bill.  Though  it  is  not  in- 
cluded in  your  bill,  I  personally  would  also  support  the  repeal  of  securities  fraud 
as  a  predicate  offense  for  civil  actions  under  the  Racketeer  Influenced  and  Corrupt 
Organizations  Act.  Civil  RICO  is  an  unnecessary  duplication  of  existing  securities 
law  remedies. 

In  addition,  as  I  stated  in  my  June  12  letter  to  you  and  Senator  Sanford,  I  sup- 
port efforts  to  modify,  in  certain  circumstances,  joint  and  several  liability  in  securi- 
ties fraud  actions.  In  my  view,  a  defendant  who  plays  an  integral  role  in  wrongdoing 
should  be  jointly  and  severally  liable  for  the  losses  of  an  innocent  investor.  At  the 
same  time,  there  is  justification  for  limiting  such  liability  for  a  defendant  who  does 
not  knowingly  engage  in  fraud  and  whose  role  in  the  wrongdoing  is  peripheral.  Your 
draft  bill — which  distinguishes  between  persons  who  engage  in  "knowing^  securities 
fraud,  and  those  who  merely  "recklessly*  participate  in  a  fraud — is  a  major  improve- 
ment over  previous  drafts,  such  as  the  version  which  I  discussed  in  my  June  letter. 
On  the  other  hand,  there  may  be  cases  where  a  defendant  such  as  an  auditor,  while 
perhaps  lacking  "knowledge'  of  the  fraud,  plays  such  an  integral  role  in  the  per- 
petration of  the  fraud  that  he,  rather  than  the  innocent  fraud  victim,  should  bear 
the  financial  burden  caused  by  the  wrongdoing.  We  look  forward  to  working  with 
the  Committee  to  further  balance  the  interests  of  investors  against  the  interests  of 
accounting  firms  and  other  participants  in  the  capital  formation  process. 

I  also  appreciate  your  willingness  to  include  in  the  bill  provisions  that  would 
allow  the  Commission  to  request  the  issuance  of  trial  subpoenas  outside  of  the  court 
district  in  which  the  trial  is  located.  These  amendments  would  reduce  the  cost  of, 
and  enhance  the  conduct  of,  Commission  enforcement  litigation. 

Finally,  the  Commission  and  the  Administration  have  supported  efforts  to  provide 
a  longer  statute  of  limitations  for  implied  private  actions  under  the  Securities  Ex- 
change Act  of  1934,  thereby  modifying  the  result  in  Lampf,  Pleva,  Lipkind,  Prupis 
&  Petigrow  v.  Gilbertson,  111  S.  Ct.  2773  (1991).  It  is  important  to  stress  that  an 
unduly  short  statute  of  limitations  precludes  the  bringing  of  meritorious  cases  as 
well  as  frivolous  lawsuits.  Thus,  a  statute  of  limitations  should  ensure  that  fraud 
victims  have  a  reasonable  opportunity  to  have  their  case  heard  in  court.  Your  legis- 
lative proposal  would  help  restore  the  legal  rights  of  defrauded  investors. 

There  is  one  significant  aspect  of  your  statute  of  limitations  proposal  with  which 
I  disagree.  Your  draft  would  impose  a  limitation  period  of  five  years  from  the  date 
of  the  violation  or  two  years  from  the  date  that  the  violation  was  discovered  "or 
should  have  been  discovered  through  the  exercise  of  reasonable  diligence."  As  the 
Commission  testified  last  year,  the  Commission  supports  a  statute  of  limitations 
tied  to  the  actual  discovery  of  fraud  rather  than  to  the  time  when  a  plaintiff  "should 
have"  discovered  the  fraud.1  A  "reasonable  diligence"  standard  is  unfair  to  fraud  vic- 
tims because  almost  every  defendant  can  allege  that  a  plaintiff  "should  have"  discov- 
ered a  fraud  earlier.  Thus,  this  requirement  would  prompt  a  considerable  amount 
of  needless  litigation  to  resolve  subtle  shadings  of  what  an  investor  could  or  might 
have  done.  It  would  be  ironic  and  unfortunate  if  a  bill  that  is  intended  to  reduce 
litigation  included  a  provision  that  would  significantly  increase  the  cost  of  litigation 
in  an  unnecessary  manner.  While  this  provision  may  be  sought  by  accountants  and 
other  groups,  it  is  not  justifiable,  and  its  inclusion  in  any  legislation  would  jeopard- 
ize the  Commission's  continuing  support. 

As  noted,  the  Commission's  testimony  has  previously  endorsed  proposals  to 
lengthen  the  statute  of  limitations  for  implied  actions  under  the  securities  laws  and 
to  prevent  the  kind  of  abusive  litigation  practices  addressed  in  Section  5  of  your  bill. 
With  these  exceptions,  the  views  I  have  expressed  in  this  letter  are  my  own,  al- 
though my  fellow  Commissioners  have  reviewed  this  letter.  Of  course,  I  would  be 
pleased  to  work  with  you  to  further  improve  the  legislation.  Please  do  not  hesitate 
to  have  your  staff  contact  Kathryn  Fulton,  Director  of  Legislative  Affairs,  at  272- 
2500. 


1  Securities  Investor  Legal  Rights,  Hearing  on  H.R.  3185  before  the  Subcomm.  on  Tele- 
communications and  Finance  of  the  Comm.  on  Energy  and  Commerce,  102nd  Cong.,  1st  Sess. 
27-29  (1992)  (prepared  testimony  of  Richard  C.  Breeden,  Chairman,  SEC);  Securities  Investor 
Protection  Act  of  1991,  Hearing  on  S.  1533  before  the  Subcomm.  on  Securities  of  the  Comm.  on 
Banking,  Housing,  and  Urban  Affairs,  102nd  Cong.,  1st  Sess.  22-25  (1992)  (prepared  testimony 
of  Richard  C.  Breeden,  Chairman,  SEC). 
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THE  CLASS-ACTION  SHAKEDOWN  RACKET 
By  Vincent  £.  O'Brien 


The  dais-action  secunues*  Gaud 
suit  has  become  a  feature  of 
doing  busmen  for  just  about 
every  me  and  type  of  company 
in  the  U.S  Since  19M.  the 
number  of  these  suits  uJed  in 
federal  couru  hu  almost  mpJed. 
In  the  put  three  years,  at  leut 
one  out  of  every  14  companies 
on  toe  Big  Board  has 
experienced  a  sccunUes-fraiid 
suit,  most  of  them  alleging 
concealment  or  failure  to 
disclose  information.  and 
claiming  significant  monetary 
damages. 

Proponents  of  securities  dass 
actions  say  that  the  suits  prevent 
fraud  and  belp  main  tain  the 
integrity  of  financial  marketa. 
The  large  number  of  cases  and 
the  settlements  are.  to  them, 
evidence  of  the  need  for 
secunues  dass  actions. 

Are  the  proponents  nght?  To 
shed  some  light  on  the  issue.  I 
collected  data  on  more  than  330 
federst  class-action 
secunues-fraud  cases  involving 
common  stock,  all  of  them 
within  Use  past  three  years.  In 
every  case,  the  piamufls  alleged 
material  murepresenuuoos  and 
omissions  by  management 
regarding  the  true  bealth  and 
potential  of  the  defendant 
company. 

I  found,  u  have  most  other 
studies  of  the  subject,  that 
virtually  all  securities  Gaud 
dass-aaiOQ  cases  are  reserved 
through  settlement.  In  my 
330-case  sample,  only  three 
cases  were  decided  by  a  jury,  an 
additional  five  were  dismissed  or 
withdrawn.  All  in  a/1.  96%  of 
securities  dass-acuon  cases  in 
my  sample  were  settled  out  of 
court.  The  norm  for  most  other 
evil  cases  u  60%  to  70%. 

It  is  not  the  small  investor  who 
benefits  from  this  Litigation. 
Individual  stock  buyers  get  little 
direct  benefit  from  the 
dass-acuon  suits  brought  on 
'.heir     behalf.     Most     of     the 


shareholder  losses  are  suffered 
by  large  institutional  investors, 
and  it  is  they  who  receive  the 
bulk  of  the  settlements.  In  the 
most  extreme  case,  five 
daimanta  out  of  302  -  the  T. 
Rowe  Pnce  Horizons  Fund,  the 
Fidelity  Magellan  Fund,  the  IDS 
Managed  Retirement  Fund,  the 
Kemper  Total  Return  Fund  and 
Chase  Manhattan  Bans:  - 
received  36%  of  the  settlements. 
In  another  case,  with  4,952 
approved  daimanta,  32%  of  the 
settlement  went  to  1%  of  the 
daimanta;  not  one  of  that  1% 
was  an  individual.  In  a  third, 
just  one  out  of  1.531  daimants 
got  more  than  16%  of  the  d  aim. 

AAer.  of  course,  dednnuig  for 
attorneys'  fees:  the  average 
attorney's  award  in  the  330  cases 
was  about  SI  million  in  fees  and 
$250,000  in  expenses,  or  a  little 
more  than  21%  of  the  sverage 
settlement  amount.  In  1990. 
settlements  were  announced  for 
S3  cases,  earning  the  piainuffs' 
attorneys  more  than  S100 
million  in  fees  and  expenses.  A 
big  part  of  these  fees  goes  to  a 
small  handful  of  plaintiffs'  firms: 
While  more  than  120  firms  were 
identified  as  plaintiffs'  counsel. 
one  or  more  of  just  seven  of 
these  firms  were  involved  in 
46%  of  the  cases. 

None  of  these  facts  would  be 
especially  objectionable  if  the 
lawsuits  were  in  fact  punishing 
sDd  deterring  wrongdoers.  But 
despite  the  high  settlement  rste. 
the  data  don't  support  such  a 
sunny  conclusion.  Instead, 
regardless  of  sue,  profitability, 
industry  type  or  location,  any 
company  whose  stock  pnce 
declines  is  open  to  s  dasa -action 
suit 

Conventional  wisdom  savs 
companies  Likely  to  be  the  target 
of  shareholders'  WTath  are  small, 
new  and  prooably  high  tech.  But 
in  fact.  jecuntica-fraud 
dasa-action  suits  sre  not 
confined  to  any  one  rype  of 
company.  While  one -quarter  of 


the  defendants  in  the  sample  of 
330  cases  were  banking  and 
investment  companies  and 
one-filfth  were  computer  or 
software  companies,  more  than 
half  of  the  cases  represented  a 
wide  range  of  industries:  heavy 
equrpment.  entertamment.  retail. 
pharmaceuticals  and  healthcare. 

Nor  did  size  make  any 
difference.  Companies  with  less 
than  $10  million  m  revenues 
were  sued  as  frequently  as  their 
$30  billion  brethren.  While  more 
than  half  of  the  companies  sued 
had  less  than  $300  million  in 
sales,  fuify  13%  bad  annual 
revenues  exceeding  S2-3  billion. 

Being  long  established  did  not 
protect  a  company  from 
litigation  either.  Nine  perceat  of 
the  companies  sued  had  been 
incorporated  for  five  years  or 
less,  but  73%  had  existed  as 
corporations  for  more  than  10 
years.  Fewer  than  a  quarter  of 
the  sum  related  to  new 
securities  offerings,  and  fewer 
yet  involved  initial  public 
offerings  of  stock. 

One  thing  that  virtually  all  the 
defendants  did  have  in  common 
wis  a  steep  droo  in  the  pnce  of 
their  common  stock  -  49%.  on 
average.  In  a  handful  of  cases, 
the  defendant  company  was  sued 
because  the  stock  pnce  went  up. 
In  these  cases  the  plaintiff  dass 
consisted  of  investors  who  sotd 
stock  before  disclosures, 
typicslly  of  mergers  or 
takeovers,  boosted  the  share 
pnce. 

Curiously,  there  is  little  van  soon 
in  settlement  smounta.  both  in 
real  terms  and  as  a  percentage 
of  investor  losses.  This  suggests 
thst  settlement  payments  are  not 
determined  on  (he  menu  of  the 
cases  but  by  other  fsctors. 
perhaps  insurance  coverage. 
While  the  types  of  coraparwes 
sued  and  the  crcutnsiances  vary 
winery,  settlement  outcomes  do 
not.  One  hundred  and 
severjtv-ome      cases      have 


reportedly  settled  since  April 
19&S.  Two-<hirda  of  the  cases 
studied  settled  for  leu  than  $5 
million:  almost  35%  for  less  than 
$10  million. 

The  settlement  amount  as  a 
percentage  of  stockholder  losses 
was  consistently  lew  la  i 
random  sample  of  20  cases.  I 
estimated  actual  trading  patterns 
and  calculated  the  total  trading 
losses  to  stock  buyers  in  the 
alleged  damage  period.  I  found 
that  cash  settlement  unounta 
averaged  about  6%  of  total 
trading  losses  for  purchasers  of 
common  stock  dunng  the 
relevant  period.  Once  again,  the 
outcomes  were  highly 
concentrated  in  the  iower  end  of 
the  range;  12  of  the  20  cases 
settled  for  less  than  3%  of  the 
trading  tosses. 

Cash  settlements  in  our  sample 
provided  less  than  a  nickel  in 
actual  compensation  for  every 
dollar  lost  by  investors,  since 
attorneys'  fees  and 
adrnimstrauve  fees  consumed. 
on  average.  21%  or  more  of  the 
settlement  fund. 

In  sum.  virtually  every  company 
in  every  industry  faces  s 
significant  probability  of  being 
sued,  moat  likely  by  one  of  seven 
law  firms.  If  past  experience 
holds  true,  the  liugauon  will 
undoubtedly  be  settled  and  the 
amount  of  the  settlement  wuj 
probably  be  less  than  $3  million. 
Investors  will  receive  only  a  tiny 
fraction  of  their  losses,  with 
most  of  this  being  paid  to 
sophisticated,  professional 
investors.  PlainuoV  ariorneys 
will  divvy  up  more  than  $1 
million  in  fees.  It  is  not  likerv 
that  undergoing  such  a  suit  will 
improve  i  company's  wav  of 
doing  business,  nor  is  it  likelv  to 
deter  fraud.  Most  important, 
the  secunues  dass  action  suit 
will  seldom  offer  am  benefit  to 
the  partv  it  is  ruoposed  to 
champion:  the  stockholder 


Mr.  O'BritM  a  s  prutcipad  of  Jw  Law  «m  EaomomucM  />-rmj*''-f1  G/v«A     «  3*rtumj,  Co*V'. 
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RULE  OF  LAW:  LITIGATION  ABUSE 

IS  DESTROYING  MY  COMPANY 

By  Clean  W.  Bailey 


Ai  like  Democrats  meet  m  New  York  this  week.  they  daim  to  be 
worried  about  the  erosion  of  Amencan  industry.  A*  an  American 
industnalisl.  I  can  tell  them  thai  one  of  the  prime  causes  of  our 
trouble  u  entirely  within  the  control  of  the  political  process:  abusive 
litigation.  If  they're  aenoua  about  repairing  our  industrial  baae. 
reuuni  in  the  Litigation  monster  is  the  place  to  tun. 

Tweory-Gve  yean  ago,  when  t  started  Keene  Corp.,  the  company  was 
worth  SSO0.0OQ.  Keene.  a  former  Fortune  500  company,  is  oow 
spending  1400,000  each  week  on  asbestos-related  litigation.  On 
Monday,  we  were  one  of  six  defendants  found  Liable  by  a  Baiumore 
jury  in  a  huge,  ncsa -consensu*!,  consolidated  asbestos  thai,  a  trial  that 
involved  8  .300  piainufla.  And  there  is  plenty  more  asbestos  litigation 
to  come  for  us. 

Why?  Because  out  of  the  30  acquisitions  Keene  made,  one.  a 
company  called  Baldwin  Ehret  Hill,  bought  in  1966  for  S3  million. 
made  thermal  insulation  that  contained  about  1046  asbestos.  From 
196S  to  1972.  Baldwin  Ehret  Hill  sold  115  million  worth  of 
asbestos  <cctaining  products  out  of  total  sales  of  more  than  1300 
million.  La  1972  Keene  bad  its  atilliate  totally  eliminate  aabeatos  and 
tn  1973  the  affiliate  wma  dosed. 

Since  then.  Keene  baa  paid  out  S400  million  to  reserve  asbestos 
daima  brought  against  it  because  of  its  unprofitable  SS  million 
investment  24  yean  ago.  Two-thirds,  or  approximate  ry  5263  million. 
has  gone  to  lawyers.  Four  of  the  plaintiff  law  firms  have  received  fees 
exceeding  Keene's  original  S3  million  investment. 

Not  one  of  the  plainuOa  was  ever  employed  by  Keene  or  the 
company  it  bought-  In  fact,  most  of  them  worked  in  Navy  shipyards 
during  World  War  H,  23  yean  before  Keene  was  formed.  And  here's 
the  greatest  irony  Most  of  these  plaintiffs  are  not  sick.  They're  just 
worried  shout  what  might  happen  in  the  future. 

In  asbestos  Litigation,  courts  are  focusing  on  suppiien  like  Keene 
even  though  Keene  did  nothing  illegal  or  improper.  La  response  to 
the  medical  research  of  the  Umc.  Keene's  canons  bore  caution  labels 
about  how  to  handle  its  products, 

Suppiien  Like  Keene  are  being  sued,  not  because  they  did  anything 
wrong,  not  even  because  they  were  directly  responsible  for  any  barm 
done,  but  because  lawyen  deal  make  much  in  fees  from  suing  the 
pUinufET  actual  employers.  The  employen  sre  covered  by  worten' 
compensauon  programs.  Nor  do  courts  generally  allow  consider auon 
of  the  piainufTt  responsibility  or  his  employer's  safety  practices  to 
mitigate  judgments  against  a  supplier. 

Nowhere  else  in  the  world  could  these  lawsuits  be  successfully 
brought  against  a  company  like  Keene.  No  other  country 
countenances  a  justice  system  anything  Like  the  US'*  ad  hoc  asbestos 
Isw.  with  its  puniuve  damages,  consoiidalioo  of  entirety  diverse  cases. 
junkHcieoce  testimony  and  huge 
conungency  fees. 

However,  here  in  the  U.S..  because  of  this  abusrve  litigation.  16  of 
our  co-defendants  have  been  bankrupted.  Since  they  are  no  longer  in 
the  courtroom,  the  rest  of  us  must  shoulder  their  burden,  in  sddiuoo 
to  our  own.  Under  the  "joint  and  several  reaportsibiliry*  rule,  the  last 
asbestos  supplier  standing  will  be  Liable  for  all  the  judgments  against 
all    asbestos  defendanta.    And    the    elimination    of  the    remaining 


■  uppuen  should   come  soon,   as  we  face  2.000  new  lawsuits  each 

month. 

Contingency  fees  provide  some  of  these  lawyen  returns  of  well  over 
S3.000  an  hour,  encouraging  them  to  recruit  even  more  plainufts. 
Result?  A  dogging  of  the  courts  and  a  wasting  of  funds. 

The  public  panic  has  become  so  great  that  although  asbestos  ranks 
90th  on  the  Environmental  Protection  Agency's  "Priority  List  of 
Haxardoua  Subatancea,  'aabeatos  Litigation  is  the  No.  1  cause  of 
health  and  safety  bugaboo.  It's  No.  1  in  the  number  of  claimants.  No. 
1  in  the  number  of  defendant  bankruptcies  and  No.  1  in  the  sire  of 
lawyen'  fee*. 

It's  ti™  to  reconsider  what  we  are  doing.  Utigauon   is  the  most 
ineffective   way  to    jet    money    to    claimants.    In    asbestos-related 
liugauon.  leas 
than  33%  of  the  sward  typically  gels  to  uV  plaintiff. 

How  have  the  piaintifls'  lawyen  accornpusbed  this?  An  ad  hoc 
"aabeatos  law*  vu  developed  in  the  1970s  and  strengthened  in  the 
*80s-  Now  it  U  being  sppued  in  the  "»  to  the  events  of  the  1940s. 
'30a  and  '60s. 

The  singie  most  wasteful  example  of  asbeatos  panic  can  perhaps  be 
seen  in  the  zeal  to  remove  asbestos -containing  insulation  from 
buildings.  Driving  to  an  asbestos-insulated  building  is  1.600  times 
more  dangerous  than  breathing  the  air  in  the  building.  Smoking  is 
22.0nn  times  as  dangerous.  The  Environmental  Protection  Agency, 
the  Amencan  Medical  Aasoasuou  and  the  Health  Fffrrrs  Institute 
all  aay  it  is  safer  to  leave  existing  asbestos  insulation  in  place  than  to 
remove  it 

But  lawyen  slavenng  for  more  and  more  fees  exploit  the  Amencan 
public's  fean  to  press  Amenca's  businesses  to  pay  for  the  unnecessary 
removal  of  asbeatos  insulation  from  all  buildings.  And  some  judges 
under  the  special  "asbestos  law*  wUl  not  even  allow  s  relative  risk 
comparison  to  be  argued  in  the  defendant's  case. 

The  current  cml-justice  system  wunt  designed  to  handle  the 
multitude  of  asbestos  claimants.  An  alternative  system  of  daims 
resolution  u  required.  An  administrative  alternative  would  be  a  more 
efficient  toiuuon  for  all  present  and  future  mentorious  daimanta.  It 
should  also  put  a  cap  on  punitive  damage  swards,  discoursge 
frivolous  lawsuits,  limit  lawyen'  contingency  fees  and  rule  out 
'uEk-ao-ence'  experts.  Such  s  solution  has  been  proposed  to 
Congress. 

Asbestos  Liugadon.  which  is  just  the  leading  edge  of  the  legalized 
extortion'  epidemic  has  cost  Amencan  firms  approximate  ry  S9  billion 
-  with 

about  S6  billion  of  the  total  going  to  lawyen.  That's  enough  money 
to  support  more  than  200.000  jobs  or  to  build  90,000  bousing  units. 

Lf  nothing  is  done  to  fix  the  abuse  and  overuse  of  the  crvu-jusuce 
system,  asbestos-rype  legalized  extortion  wUl  spread  to  other 
industries.  Now  is  the  tune  for  action  to  save  America  a  industna! 
strength.  Ls  anyone  in  Washington  Listening? 


Mr.  So^rr  a 


Carp. 


Ycrt. 
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OH  to  Court:  Lawyer  Given  to  Filing  Shareholder  Lawrults 
Comes  under  Scrutiny 

Critics  Say  Richard  Greenfield  Abuses 
Class  Action  Rules  in  Quest  for  Legal  Fees 


Clients  With  Tiny  Holdings 


by  Jonathan  M.  Moses 


Richard  Greenfield  like*  10 
describe  himself  is  a  crusader  far 
sharenotdcrs'  ngflia.  a  lawyer 
battling  bi  g  corporations  on  be  bad 
of  the  little  guy. 


A  highly  successful  di 
pisinufXi'  lawyer.  Mr.  Greenfield 
has  reaped  tens  of  aidJO—  oi 
dousrs  for  searehotdcrt  -  and  Cor 
hia  taw  firm.  Among  companies 
be  baa  proGtabry  targeted  an 
Merrill  Lynch  *  Co.. 
BaakAmenca  Carp,  tod 
Baldwin- United  Corp.  Hs  firm, 
Greenfield  *  Otimirirs  of 
Hsverford.  Pa,  baa  grown  from  • 
imsd  operuioa  started  ia  bai 
bocM  ia  ibe  L9?0t  to  a  vvtuei 
ibarebo^crlitifauoa  factory,  with 
45  lawyers  and  four  offices. 

But  tome  judges  u  well  sn  many 
otber  lawyers  wonder  just  wboac 
interests  Mr.  Greenfield  baa  u 
bean.  He  ia  uoder  attack:  for  folios. 
lawsuits  oa  behalf  of  oompaaiea  ba 
cootroti  aod  other  piatatirti  thai 
buy  just  a  few  shares  tokly  to  drag 
big  companies  into  court 

A  federal  judge  m  New  Jersey 
receatiy  ordered  disciplinary 
proceedings  igaiott  Mr. 
Greenfield  for  allegedly  lying 
about  hat  piaiaufTs  bss^tzrouod  ia 


Donald  Trump;  the  client  was 
uamailtcd  as  a 
Ore- a  field -co  oi  rolled  iaell 
corporation.  Aod  a  federal  judea 
in  Califonua  aod  another  ia 
Washington.  DC  have  dstm  — ■ ~* 
cues  Qled  by  Mr.  Greenfield 
because  bai  dient  bead  awwacBla 
investments  -  ia  one  case,  shares 
worth  H9  -  m  the  defendant 
companies. 

TV  scrutiny  of  Mr.  Greenfield's 
tactics  comes  ai  a  Unsc  wbca 
ihnrebotder  liucauoa  itself  a 
under  attack.  Such  lawsuiu  tripled 
in  1990  and  1991  from  the 
previous  rwo  )ua  ttirrutg 
compisints  that  corporate  asaets 
are  being  drained  by  unnecessary 
litienuoa.  Ia  the  laic  1980s,  most 
of  the  suits  were  filed  in  the  »**c 


of  mergers  aod  buy-outs,  with 
ihsrehokiers  contending  they  had 
beca  shoncaaoaed.  Now.  ia  a 
weak  economy,  the  suits  are 
usually  lodged  sxsiast  cceopanaes 
bit  by  bad  news  -  and  plaintiffs' 
lawyers  oflea  Gk  within  hours  of 
the  announcement. 

Mr.  Greenfield,  sn  atxrestive  yet 

sffsbhs  JO-year-oid.  is  espeoalry 
■toilful  ai  ■potting  trouble  early 
sod  **■*"»!  competitors  to  the 
aounhousc.  Although  Greenfield 
A  Qumsdcss  other  aasna  partoer. 
rTtosotsa  Oiimirsra  sull  prscticca 
taw  si  Us*  fires,  Mr.  Greenfield 
seta  us  public  personaliry.  whsch  is 
spelled  out  ia  it*  cable  sddresa: 
Waiiebaa,      Mr.     Creenfieki.     a 


All  this  makes  corporua  defenaa 
lawyers  seethe.  They  srgue  thai 
lawyers  such  as  Mr.  Greenfield  are 

just  out  to  cnaka  a  buck,  that  they 
ife  d^Beoaa  jassoonM  companies 
ia     bad     uosea     by     extracting, 

settle  meats. 


Such  u««ay*^»  aoeaes  ia  rwo 
vancues:  nsajaajoV  daas  sntrwa.  m 
which  Iswyers  represeat 
shareholders  who  atieaa  they  have 
beca  wronacd  by  a  orjnspnay's 
tnanaarranal  aad  seek  rtamaart  for 
themselves  aad  liosilarly 
potitioacd  holders,  aad 
■harchoiders'  dcnvslfve  cases,  in 
whaca  headers  6k  oa  behalf  of  the 
romps  ay  sad  seek  daaaaaaa  for  it. 
Ia  both  typca  of  cases,  the  preaase 
is  that  a  sragk  imajj  investor 
wouldn't  have  the  resources  to 
baiGe  a  big  oompany.  PlaiaufXi' 
lawyers  arsurrsf  the  rmk  sad. 
ruhcr  than  billing  the  headers. 
take  so  at\ea-s*zsbk  cut  of  soy 
daaaaaa  award  or  sctLkmcai. 

Aa  idea  baste  to  daas-acuoo 
Uitgaitoo  a  that  the  initial  or 
to-caikd  name  p**'*"-*  iruly 
represents  s  group  of  aikgedry 
wronged  shareholders.  And 
that  a  where  some  ludaca  and 
lawyers      Had      fault      with      Mr. 


Greenfield.  They  say  that  by  filing 
tuns  oa  behalf  of  cucau  with  only 
nominal  interests  ia  companies,  he 
a  tskuk  advantage  of  Haas  art  ma 
procedures  that  allow  s  judae  to 
appoust  the  first  lawyer  who 
srrrves  si  the  courthouse  with  s 
dknt  in  tow  to  represent  ail  the 

hosiers, 

Mr.  Greenfield  says  the  individual 
dicat  inoulda'l  esatiar.  The 
1am  arrrai  rysteai  is  draignrd  lo 
bhog  menionota  cases  before  a 
court.*  be  crMwods.  Aad  be 
darstrasea  chuoaas  that  ha  a 
osnkjag  bis;  books  -  severs! 
hundred  thousand  doUan  a  year  - 
oa  such  UUsouoa.  It's  s  wonderful 
ihiog  that  socnethias;  you  do  aa  a 
matter  of  priactcsa  sHows  you  w 
oaka  asora  thaa  ■  bviaa,'  ha  says. 

Bui  some  lawyers  say  the  ptaioiiff 

listed  ia  court  documents  does 
matter.  Geoffrey  C  Hazard  Jr,  aa 
ethics    professor    at    Yale     Lew 

Vftnn^    ihinin    tJuU    the    BfOSCSWOSI 

ta  ihsrcholder  Uitgatioa  is 
fesersted  not  by  real  clients  but 
by  lawyers.  *r^asati/b  pertorm  sa 
iswaprttal  screeaiaa  fuacuoa  w 
bruunag  iua  The  reality  sow  a 
that  there  a  no  ptaiatiff.*  only 
lawyers  Coins,  lawvaita.  Prof. 
Hazard  says. 

Ia  a  1990  bondaolders'  suit  satinet 
Mr.  Trump,  Ml.  Greenfield 
aiksedly  chanaed  hacbeat^  naase 
to  conceal  its  ideauty  sad  set 
srouad  s  court  ruhaa>  la  the  sua. 
the  plaintiffs*  kswyasa  charged. 
isajnaa  other  lasaaSi  that  Mr. 
Trump  used  vsluaMe  data,  such  m 
customer  usis  from  his  first  rwo 
Allsouc  Gty  caaicon,  the  Castle 
sod  r*lua,  to  benefit  be  newest, 
the  Tsj  Mahal. 

Stoce  the  headers  of  Castle  sad 
Plaza  bonds  bad  poteauaihr 
diflereat  interests  from  Tsj  MsoaJ 
boodholden.  Federal  Judae  Jona 
F  Gerry  us  Camden.  N  JL  spiu  the 
case  sad  ruled  that  ptatauffi' 
lawyers  could  part  in  pa  si  us  only 
one  of  the  rwo  tuna.  Mr. 
Greenfield  had  referred  a  dient. 


Peter  Siuyvessot  Ltd_  to  saotber 
Iswyer  but  miuslry  didot  have  a 
dient  bimseiL  After  the  spilt,  be 
■ued  the  PUza  and  Cutk  on 
behalf  of  Fsirmouot  ruuuscui 
Corp.  Peter  Stuyvessnt  conunued 
to  be  represented  by  Edward 
Lshaloa  of  New  York  in  the  tuit 
saaioai  the  Tsj . 

What  Mr.  Greenfiebl  didal  tell 
either  Judge  Gerry  or  Mr.Labeioa 
wsa  that  Fsinnouflt  sod  Stuwesaot 
sre  the  same  company.  According 
to  corporate  records  lied  in 
Penoaywmoia,  the  aame  was 
dBseajad  after  the  u'liasieM  wss 
■put.  Aad  the  soic  cWCcer  of  the 
compsay,  s  shea  nrarpoi  stiesi  thsi 
bosda  secitrtuca,  is  Mr.  Greenfield. 

The  cueafs  naasa  change  sod  iu 
osmership  were  disoovered  by 
Stuart  0.  Weaccler,  s  New  Yore 
pssiatifb'  lawyer  who  had  been 
bvdeenag  with  Mr.  Greenfield 
sboot  face  and!  other-  aatten 
dunag  the  titigaiiou.  Mr.  Wescaler 
used  (he  tniormsuoa  to  try  to  get 
Mr.  Greenfield  thrown  off  the 
potcatialry  lucrntrvs  case.  Mr. 
Greenfield  denied  that  the  loiusi 
plsiaiiff  wsa  imporuot  and  siso 
noted  that  ba  had  witadrswn 
Fsirmouat  from  the  case. 

But  those  arguments  didot  Oy 
with  Judge  Gerry.  He  diarntalifird 
Mr.  Greenfield  tod  ordered 
p""*^"P  uoder 
feUow  judae  wdl 
ioveatisnia  the  slkgauons  and 
pcasubry  leeoeamcad  puaahment 
to  a  paael  of  sll  the  federal  judges 
ia  New  Jersey.  Judae  Gerrv  made 
no  effort  to  hade  ha  aaaer  In  sn 
^pa*^.  he  wrote:  The  court  mav 
indeed  have  beca  deprived  of  that 
whach  we  sre  eatiikd  to  expect  si 
all  limes  from  utorneys  prscuang 
before  us:  the  beseGt  of  full  and 
candid  davdosurc." 

Mr.  Greenfield  dedioes  to  discusi 
the  Trump  mailer  hecsusr  the 
diacspliaery  proccediags  sre 
pcncUaa> 

But   ha  rose   «   the  esse  rsnslca 
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THREE  SHAREHOLDER  LAWYERS  SANCTIONED 
By  Jonathan  M.  Moses 


A  federal  judge  declared  war  oo  the 
corporals  equivalent  of  ambulance 
chasing. 

Judge  Louts  C  Bechtie,  in  Pennsylvania, 
ordered  sanctions  against  three 
shareholders'  lawyers,  including  a 
partner  at  Greenfield  &  <"*<" mac its  one 
of  the  nation's  largest  plaintiffs'  firms. 
The  judge  chided  the  Greenfield  firm,  in 
particular,  for  allegedly  drumming  up 
litigation  by  enlisting  shareholders  to  lile 
lawsuits  against  companies  facing 
adversity. 

There  is  strong  evidence  to  suggest  that 
Greenfield  &  Qumidcs  maintains  a  list 
of  potential  clients  to  be  pressed  into 
service  at  the  drop  of  certain 
stock  prices,*  the  judge  wrote  in  a  case 
involving  shareholder  Lawsuits  against 
U-S.  Healthcare  Inc.  'Although  this 
practice  may  not  be  illegal,  it  certainly 
raises  questions  about  the  ethical 
standards  applied  by  the  attorneys 
practicing  at  this  firm.' 

Judge  Bechtie  dismissed  two  of  the  three 
suits  the  lawyers  had  filed  against  U.S. 
Healthcare,  a  health  maintenance 
organization  in  Blue  Bell  Pa.  He  also 
ordered  James  R.  Malone  Jr.  of 
Greenfield  <k  Oiimirlft  and  the  other 
two  plaintiffs'  lawyers.  Hams  J.  Sklar.  a 
solo  attorney  in  Philadelphia:  and 
Arnold  Levin,  a  name  partner  at 
Philadelphia-based  Levin  Fishbein 
Sedran  &  Berman;  to  pay  VS. 
Healthcare's  legal  fees  in  bringing  the 
motions  for  sanction.  Those  fees  may 
reach  S5O.0O0. 

Judge  Bechtie  referred  the  case  to 
Pennsylvania's  slate  disciplinary  body  to 
see  if  additional  punishment  s 
warranted. 

The  first  two  lawsuits  in  the  U.S. 
Healthcare  case  were  filed  Nov.  4,  -  the 
same  day  that  an  article  appeared  in  The 
Wall  Street  Journal  about  stock  sales  by 
company  insiders  prior  to  the 
announcement  of  third-quarter  losses. 
The  lawsuits  alleged  that  the  companv 
misled  investors.  A  lawyer  for  U.S. 
Healthcare  denies  the  allegations,  noting 
the   stock  has  since   rebounded   to   its 


price  before  the  announcement  of  the 
third-quarter  loss  in  1992. 

According  to  Judge  Bechtle's  opinion. 
Mr.  Malone  immediately  checked  out 
other  newspaper  articles  about  U-S. 
Healthcare  and  looked  at  its  regulatory 
filings.  He  then  called  Robert 
Greenfield,  a  retiree  in  Sarasota,  Fla, 
who  had  provided  a  list  of  his 
shareholdings  to  Greenfield  <fc 
Chimicles.  (Robert  Greenfield  is  not 
related  to  the  Richard  Greenfield  who  is 
senior  partner  of  Greenfield  & 
Chimicles.)  Mr.  Malone  asked  Robert 
Greenfield  if  the  Qnn  could  file  a 
class-action  lawsuit  in  the  retiree's  name. 
Mr.  Greenfield  agreed. 

It  turned  out.  however,  that  Robert 
Greenfield,  who  has  been  used  by 
Greenfield  4  ^'""■•^  to  file  several 
other  class-acuoo  lawsuits,  had  a  conflict 
of  interest.  His  son  did  significant 
business  with  U-S.  Healthcare:  the 
company  retaliated  by  cutting  off  that 
work.  Robert  Greenfield  wanted  to 
get  out  of  the  nut,  but  be  says 
GreenfieLd  &  Oiiinirir-s  balked  at 
withdrawing  the  case. 

Judge  Bechtie  found  thai  Mr.  Malone 
didn't  do  enough  to  determine  whether 
his  client.  Robert  Greenfield,  had  a 
conflict  that  would  interfere  with  hit  role 
as  lead  plaintiff  in  the  class  action.  In 
the  rush  to  be  the  first  to  file  a 
class-action  lawsuit  against  U-S. 
Healthcare,  with  the  probable 
expectation  of  being  named  lead  counsel 
to  represent  the  class  and  thus  obtaining 
the  major  share  of  any  fees,  Malone  put 
ho  pecuniary  interests  above  that  of  his 
client  and  compromised  his 
corresponding  ethical  obligations,  'Judge 
Bechtie  wrote. 

Judge  Bechtie  wrote  that  Mr.  Malooe's 
approach  to  his  client  appeared  to  be 
prevalent  at  the  Law  firm.  The  judge 
added  in  a  footnote  that  he  would  have 
punished  the  enure  firm  —  not  just  the 
partner  involved  in  the  case  -  if  the  law 
had  permitted. 

Bruce  McNew.  a  partner  at  Haverford. 
Pa. -based  Greenfield  &  Chinucies  who 


spoke  for  Mr.  Malone.  said  the  firm  ts 
considering  an  appeal  Mr.  McNew  laid 
the  firm  believes  Judge  Bechtle's 
reasoning  is  wrong  because  it  'essenuaUv 
says  that  we  may  not  contact  a  client  on 
matters  on  which  we've  been  retained.' 
He  also  said  the  firm  and  Mr.  Malone 
have  done  nothing  unethical 

As  for  the  other  two  lawyers  sanctioned. 
Judge  Bechtie  said  they  didn't  do 
enough  to  check  out  whether  a  lawsuit 
was  warranted.  Reading  a  newspaper 
story  and  relying  on  work  done  by  Mr. 
Malone  isn't  sufficient.  Judge  Bechtie 
wrote.  Mr.  Levin  said  be  may  appeal 
Mr.  Sklar  did  not  return  a  phone 
message  left  at  bis  office;  a  woman 
answering  the  phone  there  said  be  was 
not  expected  at  work  that  day. 

A  fourth  plaintiffs  Lawyer  involved  in 
the  case.  Fred  Taylor  Isquith  of  Wolf 
Haldensiein  Adler  Freeman  A  Herz  in 
New  York,  was  not  a  target  of  the 
judge's  sanctions;  a  case  he  initialed 
against  U-S  Healthcare  remains  alive. 
But  Mr.  Isquath  said  he  has  yet  to 
decade,  in  light  of  the  judge's  ruling, 
whether  to  purse  the  Litigation.  It's  a 
humdinger,*  Mr.  bquith  said  of  the 
ruling.  1  guess  I  should  be  glad  I 
dodged  the  bullet.' 

This  case  is  not  the  first  time  that 
Greenfield  A.  Chimicles  has  been 
criticized  for  its  relationship  with  clients. 
Last  year.  The  Wall  Street  Journal 
reported  in  a  front-page  story  that 
Richard  Greenfield  was  the  subject  of 
disciplinary  proceedings  in  federal  court 
in  New  Jersey  for  allegedly  hiding 
the  fact  that  a  plaintiff  he  used  to 
initiate  a  class  action  was  a  business 
entity  be  controlled.  Those  proceedings 
are  still  pending,  and  Mr.  Greenfield 
has  denied  any  wrongdoing. 


iRaUn  K.  Gmn/UH  n.  US.  Huwbam 
Inc^  US.  Diana  Court,  Philadelphia, 
92c~i34S.) 
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"Follow  the  Money* 

Should  lawyers  and  accountant*  pay  for  the  sins  of  their  clients? 
by  Philip  A.  Lacovara 


T»ency  yean  ago.  ibe  Watergate 

cover-up  unravelled  in  part 
became  the  secret  aourae  known 
u  *D<ep  Throat"  counseled  two 
young  rcporten  to  "follow  the 
money."  That  wisdom  b*s  also 
proven  useful  to  proaecuion  and 
investigston.  woo  learn  earty  is 
their  careen  that  motive  and 
money  are  frequently 
intertwined. 

And  money  bas  once  again 
become  a  driving  mouve  aa 
auditon.  lawyen  and  other 
professionals  and  themselves 
under  legal  aaaault  in  connecuon 
with  the  savinp  and  loan 
debacle,  tn  their  effort  to 
recover  some  of  the  billions  lost 
in  the  SAX.  fiasco,  ioveston  and 
government  regulaton  have 
begun  targeting  accountants, 
lawyen.  and  other  professionals 
wbose  clients  indiidrd  failed 
SaJ  ■  These  profession  sli  now 
faoe  thouMnda  of  lawiuiu 
claiming  that  their  negligeoce  or 
silence  led  to  the  SAXa 
downfall. 

The  finanaal  intra  are  high. 
Accountants  face  more  than  S  9 
billion  in  daima.  All  the  Big  Six 
accounting  firma  are  affected, 
and  some  maior  law  Gnus  are 
facing  multimillion-dollar 
damage  awards.  With  taxpayen 
paying  biUiona  lo  shore  up  the 
industry,  the  search  is  on  for 
other  'deep  pockets'  wbo  can 
help  defray  the  cost. 

As  government  thrift  regulston 
have  led  the  way.  prosecutor*, 
judgea  and  juries  have  developed 
oew  theories  of  liability  — 
assigning  responsibilities  to 
lawyen  and  icooununts  that 
have  linle  buis  in  prsctjce  or 
precedent.  For  more  than  balf  a 
century,  we  followed  the  wisdom 
of  the  great  jurist  Beniamin 
Cardoso,  wbo  recognized  that 
professionals  cannot  insulate  the 
world  from  misfortune. 
Specifically,  be  ruled  thst 
auditon  should  be  liable  to  their 
clients  for  mistakes,  but 
ordinarily  oot  to  everyone  else 
witb    whom    the    clients    have 


dealt.  Cardozo  feared  Hut 
allowing  daima  by  distant  third 
parties  would  expose  auditon 
"lo  liability  to  aa  indeterminate 
amount  for  an  indeterminate 
das*."  Courts  generally  applied  a 
simitar  standard  for  daima  of 
negligence  or  'negligent 
misrepreaentation"  against 
Iswycn  and  other  professionals. 

Recently,  though,  there  baa  been 
a  dear  drift,  if  not  a  stsmprrtf. 
away     from     Cardoxo'i 

characteristically  practical 
warning.  A  few  yean  ago  Chief 
Justice  WajTen  Burger  startled 
the  accounting  profession  by 
»*f'grung  private  auditors  the 
role  of  *public  watchdogs,''  with 
a  fiduciary  responsibility  to  the 
general  public  His  dictum  now 
baa  been  translated  into  a 
finanaal  guarantee  enforceable 
by  (he  public  in  damage  nuu. 

Lawyers,  too,  are  steadily  seeing 
their  public  accountability 
redefined  for  them.  Refecting 
the  conventiooal  standard  that  a 
lawyer's  primary  responsibility  is 
to  advance  his  client's 
(legitimate)  interests,  the  chief 
counsel  for  the  government's 
Office  of  Thrift  Supervision. 
Hum  Weinstem.  now  presume* 
lawyen  to  be  the  public's  chief 
policemen.  Defending  hii 
ageocy'i  decision  to  launch  a 
nudear  wax  against  the  New 
York  law  firm  of  Kaye,  Scholar. 
Herman.  Hayt  at  Handler  in  a 
dispute  over  iu  work  for  Charles 
Keating'!  T  innran  Savings  & 
Loan.  Weinatein  prodaimed  that 
private  attorneys  have  a  duty  to 
take  affirmative  action  to 
diadoae  diem  misconduct  and  to 
prevent  economic  barm  to  third 
parties  —  a  principle  earlier 
rejected  when  governing  ethics 
codes  were  fashioned.  Attorneys 
retained  by  S&Ls.  Weinatein 
asserted,  have  a  fiduciary  duty  to 
the  public  since  the  taxpayers 
stand  behind  government 
insurance  funds. 

Although       couched      in      the 
language  of  legal  principle,  these 

new    interpretations     mask    the 


underlying  policy  judgment  that 
must  be  made:  How  should 
soaecy,  through  the  legal  system, 
allocate  the  finanaal  burdens  of 
life 'i  inevitable  muforrunea.  It  is 
not  so  much  a  concern  for  sound 
pnnapk  that  is  driving  this 
debate;  it  if  (he  naked  quest  for 
the  money. 

Some  officials  lake  the  position 
that  accounting  firms  and  law 
firms  are  better  able  to  bear 
finanaal  leasee  than  is  the  victim 
of  a  ur  ansaction  gone  awry,  even 
wben  the  profession  all  were  only 
peripheral  parudpanta  in  the 
transaction,  acted  in  good  faith, 
and  did  not  pocket  the  lost 
assets.  That  is  apparently  wby 
Price  Wsterbouse  recently  was 
pounded  with  a  S  338  million 
dollar  penalty  by  an  Arizona  jury 
-  1.000  times  wbat  the 
accounting  firm  charged  for  the 
audit  in  question,  and  three 
times  the  loss  suffered  by  a 
British  bulking  pant  on  an 
investment  that  turned  sour. 
That  is  also  wby  Kay  Scholer 
and  other  law  firms  and 
aocousung  firms  have  anted  up 
more  than  J  150  million  to  settle 
government  charges  related  lo 
the  failure  of  Lincoln  Savings  & 
Loan  and  other  failed  thrifts. 

There  is  an  assumption,  or  at 
least  a  desire  to  believe,  that 
these  reallocations  of  finaaaal 
burden  are  rmpu—  because  s 
fsceleas  third-party  insurer,  witb 
unlimited  and  tree  resources, 
ultimately  will  pay.  In  fact,  fewer 
and  fewer  mauren  are  willing  to 
cover  the  naks  newty  aaaoaated 
with  aerving  u  auditor  or 
lawyer.  These  professional*  axe 
becoming  insurer*  themselves  — 
whether  or  not  they  can 
syndicate  the  nsk  to  firms  tn 
that  business 

What  is  more  important,  though, 
is  thst  these  deosaoos  about 
reallocating  the  rub  of  loss  are 
not  cost -tree.  While  there  is  a 
superficially  ailunng  hope  that 
enhanced  Lability  wUl  improve 
the  economic  secuncy  of  third 
panics    without    corresponding 


cost,  the  practical  result  is  st 
least  aa  likely  to  be  a  diminished 
willingness     of     top-tier 

professionals  to  take  on  these 
asaignmcnu  in  the  Gnt  place. 
The  ultimate  result  is  likely  to 
be  less  service,  less  innovauon. 
and  higher  capital  costs.  As  we 
have  seen  elsewhere,  enhanced 
liability  often  destroyi  more  than 
it  enriches. 

Perhaps  the  Cardozo  rule  is 
outmoded.  Perhaps  auditon  and 
lawyen  should  be  beld  to 
stneterstandarda  under  threat  of 
more  expansive  -  and  more 
expenarvc  -  rules  of  tiabiliry, 
despite  the  countervailing  costs. 
Any  fundamental  reallocation  of 
the  burden  of  loss  will  carry 
costs,  bowever.  and  should 
reflect  what  the  public  ut  willing 
lo  pay  as  a  consequence  of  the 
new  system.  Thus,  we  need  to 
address  this  question  aa  a 
soaety,  after  careful  debate  in 
leguua  aires  and  professional 
standard^ecting  bodies.  For 
example,  a  House  subcommittee 
is  considering  s  proposal  to 
require  accountants  to  report 
suspected  fraud  at  publicly  beld 
companies  to  tbe  SEC 
LndrvtduaJ  lawsuits  trying  to 
reach  someone  else's  deep 
pocket  are  too  crude  a  tool  for 
making  this  judgment 

Right  now  the  rules  sre 
changuig  by  happenstance. 
Lawyen,  auditon,  and  ultimately 
the  public  are  paving  for 
changes  imposed  after  the  (aa 
by  the  whim  of  individual  judgea 
and  Junes.  That  makes  for  bad 
public  policy,  and  it  also 
happens  to  be  unjust. 


Tke  wrier  it  peacrW  couAscrf  o;  -im 
iA*tMmrnt  SrtTf  firm*.  Ht  kai 
bm  ^eawsy  niicitse  fe**r*J  «/  (A* 
Umdod  SbaCes.  a*>d  was  atuun  (a 
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"Hustling  The  System" 

by  Robert  J.  Samuelson 


Michsel  Scsnlon  Jr. 

Director  of  the  Comrounj  cations 

Group 

American  Bar  Asaoastion 


Deir  Mr.  Scsnlon. 

Reading  a  recent  issue  of  the 
Legal  Tunes  newspaper,  I  tee 
that  you've  bees  hired  by  the 
ABA  (it  s  reported  salary  of 
$170,000)  to  spruce  up 
lawyers 'image.  Too  much 
lawyer  •bsshmg,  il  seems.  Good 
luck.  You're  described  is 
"humorous,  and  gracious  and 
low -key.'  Youll  need  these 
qualities.  YouVe  tsjteo  oo  a 
tough  -  maybe  impossible  — 
issjgmxsem.  I'm  the  enemy:  a 
lawyer  •basher.  But  your  goals 
and  mine  arc  similar.  We'd  both 
like  to  see  lawyers  improve  their 
image.  Our  difference  is  that  I'd 
like  to  see  them  do  it  by  making 
the  legal  system  work  better. 
Your  job  is  to  do  it  by  PR. 

I  do  not  uy  that  all  Iswyers  are 
scum.  Sure,  there  are  scummy 
lawyers.  But  there  are  also 
scummy  journalists.  Lawyers  are 
real  people:  many  of  them  swell 
and  decent.  The  real  issue  is 
that  the  legal  system  -  and  I'm 
talking  mainly  about  the  civil 
justice  system,  not  criminal  law 
-  is  increasingly  run  for  the 
ennchment  of  lawyers  and  not 
for  the  public  Lawyers  have 
fostered  a  system  that  works 
ponderously,  intensifies  conflict 
and  creates  uncertainty.  It's 
good  for  business. 

Let's  review  some  facts.  In  1991, 
law  Grins  collected  an  estimated 
$  100  billion  in  revenues,  up 
from  S  10.9  billion  in  1977. 
That's  double  the  growth  rate  of 
the  total  economy.  And  it  only 
partially  covers  our  total  legal 
expenses,  because  one-third  of 
lawyers  work  for  companies, 
government  or  nonprofit  groups. 
A  conservative  esumaie  is  that 
legal  services  now  account  for  2 


percent  of  the  economy  i  output. 
In  1991.  there  were  771000 
Iswyers  us  America,  up  from 
335,000  in  1970  sod  156,000  in 
1960. 

Everyone  concedes  that  this 
legal  expJouoa  has  many  causes 
(more  divorce,  more  regulation. 
more  crime,  for  exam  pie  y.  But 
Iswyers  have  expiated  and 
aggravated  the  growth.  Beyond 
soaring  legal  costs,  the  result  is 
a  ruing  fear  among  ordinary 
people  thst  they  fill  be 
entrspped  by  s  legal  system  thst 
bankrupts  and  terrorizes  them. 
Lswyers  are  giving  the  law  a  bad 


Naturally,  you  went  proof.  Let 
me  suggest  some  reading.  Start 
with  Tournament  of  Lawyers,"  a 
book  by  Marc  Galantcr  and 
Thomas  Palsy,  law  professori  at 
the  Unrvemry  of  Wisconsin. 
They  explain  the  world  of  big 
law  flrms.  How  big?  Well,  The 
American  Lawyer  magazine 
escimstes  the  largest  US.  firm 
bed  U90  million  in  revenues  in 
1991  and  profits  per  partner  of 
$923,000.  SulL  il  was  only  the 
srxth  biggest  moneymaker  among 
the  top  100.  Use  most  profitable 
firm  had  S  1-3  million  in  profits 
per  partner.  Even  the  100th  firm 
oo  the  list  had  S  66  million  in 


Galanter  and  Palsy  show  thst 
these  big  law  firms  face  an 
"imperative  of  growth."  As  they 
promote  more  "assoastes*  (I.e.. 
young  lawyers)  to  partners,  firms 
must  incresse  their  business  or. 
hesvens,  fscc  s  drop  in  partner 
profits.  The  coodujion.  though 
PsJav  and  Galanter  dool  draw  tt 
explicitly,  is  obvvous:  Lawyers 
have  in  economic  interest  in 
generating  and  prolonging 
cofixlicL 

How'  Read  the  July/ August 
issue  of  the  American  Lawyer 
on  a  sex  cliscrurunsuon  case 
against  State  Farm  Insurance 


Co.  It  was  s  good  case.  Toe 

company  prevented  women  from 
advancing  from  secretarial  jobs 
into  betxer-payuig  sales  jobs.  But 
the  esse  took  12  years,  and  when 
it  was  over,  lawyers  on  both 
sides  had,  by  the  msgazine'i 
estimate,  gotten  roughly  ss  much 
as  the  victims:  S  170  naiuscsn 
Youll  see  that  the  lawyers' 
economic  inures  is  and  egos 
kept  the  case  going.  Even  the 
presiding  judge  fretted  that  it 
was  bswonsjat,  *a  gravy  train  thst 
we  would  never  be  ante  to  atop." 

You  ought  also  resd  a  long 
arude  by  Stanford  Isw  professor 
Janet  Cooper  Alexander  in  the 
February  1991  Stanford  Law 
Review.  She  exposes  something 
of  a  legal  extortion  racket. 
What's  at  issue  are  "class  action* 
securities  cases  brought  sgainat 
companies  whose  stock  prices 
drop  some  tune  after  a  public 
stock  offering.  The  companies 
are  accused  of  fraudulently 
withholding  information  thst 
would  hsve  better  informed 
investors.  As  Alexander  shows, 
the  esses  rarery  produce 
evidence  of  fraud.  But  the 
companies  face  huge  pressures 
to  settle  -  and  usually  do. 

What  this  means  is  that  the 
lswyers  are  virtually  assured  s 
payout  simply  by  filing  s  lawsuit. 
They,  not  the  passive  investors 
who  nominally  bring  the  suit,  are 
the  big  winners.  They  ryptcaily 
pick  up  30  percent  of 
muiumillion<4ollar  settlements. 
The  companies  are  often  pawns. 
Fraud  could  cause  stock  price 
declines,  but  not  necessarily. 
These  companies  are  ususlly  in 
higb-nsk  businesses,  where 
fortunes  (and  stock  prices) 
fluctuate  wiidxy.  Weak  suits  sre 
filed  routinely.  Alezsnder 
concludes. 

Got  the  picture?  Lswvers  need 
:o  sell  law.  just  u  shoe 
companies  oeed  10  sell  shoes. 


But  this  subverts  justice,  wtuch 
should  emphasize  legsl  dancy 
and  Oie  quick  resolution  of 
disputes.  The  remedy  is  to 
simplify  needlessly  complex  Iswi 
and  refashion  fees  and  damage 
awards  to  deter  overuse  of  the 
legsl  process. 

Lawyers'  cries  thst  they're 
mcrery  victims  of  a  cumbersome 
system  are  hypocritical.  The 
corporate  lawyers  who  deplore 
excessive  regulstion  and 
suit-happy  plaintiffs'  attorneys 
are  living  quite  well  off  these 
deplorable  rrrrsaes,  Nsturally. 
the  legal  community  has 
disdained  reform.  It  has  resisted 
overhaul  of  product  liability 
laws.  It  pales  at  the  mention  of 
the  Fnglish  rule,  which  requires 
the  losing  side  to  psy  the 
winners'  legsl  costs.  (To  work  in 
America,  the  English  rule  would 
hsve  to  be  modified  so  that 
contingency- fee  Iswyers  on  the 
losing  side  pay.  But  that's  a 
detail,  and  your  guys  aren't  even 
interested  in  discasss ing  the 
concept.)  I     admit     these 

problems  aren't  easy.  But  the 
first  step  is  for  lawyers  to 
concede  something's  wrong. 
They  donl.  Hustling  the  law  is 
simpry  too  profitable.  Thai's  why 
they  hired  you.  Vm  looking 
forward  to  your  PR  campaign. 
Doubtless,  it  will  emphasize  all 
Use  good  things  that  the  law  and 
lawyers  do  for  us.  It  should. 
Respect  for  Isw  snd  the  rule  of 
law  are  great  social  strengths.  It 
is  precuery  because  they  sre  so 
importsnt  thst  we  should  bold 
lswyers  responsible  for  fostering 
the  system's  present  disrepair.  U 
they  srenl  responsible,  who  is? 
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SHAKEDOWN? 

by.  William  Tucker 

Technology  firms  have  voisinU  earnings.    Lawytn  have 
figured  out  how  to  get  fat  off  this  fact. 


When  a  Silicon  Valley  company 
issues  an  unexpected  change  in 
earnings,  the  race  is  on  to  the  San 
Jose  or  San  Francisco  Federal 
Court  House. 

Earnings  less  than  anticipated? 
The  company  is  served  with  a 
class  suit  for  (ailing  to  tell 
shareholders  the  bad  news. 
Earnings  better  than  expected?  A 
company  may  be  sued  for 
withholding  the  good  news  that 
would  have  prevented  impatient 
shareholders  from  unloading. 

'Shareholders'  suits  have  become 
a  sport  in  Silicon  Valley,*  says 
Metvin  Goldman,  a  San  Francisco 
attorney  who  represents  corporate 
defendants.  'They      take 

everunexpected  movement  of  a 
stock  and  try  to  call  it  fraud. 
High-tech  companies  are  volatile, 
so  they're  easy  game.' 

At  any  one  moment,  there  are 
about  300  xo  700  shareholder  suits 
outstanding  across  the  country, 
according  to  James  Newman, 
editor  of  Securities  Class  Action 
Alert  in  Cresskiu.  NJ.  Milberg 
Weiss  Bcrshad  Specthne  <fc 
Lerach,  of  New  York  and  San 
Diego,  is  the  most  active  firm  in 
(ha  bustling  industry.  Milberg 
Weiss  has  over  150  active  suits  all 
by  itself. 

More  than  98%  of  the  suits  are 
settled  without  trial,  according  to 
Newman.  The  officers  and 
directors  agree  to  pay  money  to 
the  class  of  disaffected 
shareholders  the  attorneys 
represent-  The  lawyers  typically 
get  30%  of  the  settlement.  The 
insurance  company  pays,  but  the 
cost  of  insurance  is  just  one  more 
burden  on  the  sometimes 
struggling  businesses.  If  a  firm 
has  gone  bankrupt,  the  plaintiffs 
are  still  eligible  to  collect  from  the 


insurance  company,  and  they  also 
pursue  claims  against  the 
accountants,  lawyers  and 
underwriters  who  worted  with  the 
defendant. 

Typical  case:  Lawyers  sue 
Verbatim  Corp,  a  Qoppy  disk 
manufacturer,  when  its  stock 
drops  more  than  S  Z  a  ihare  at 
the  end  of  1983.  Six  years  later, 
after  the  defendants  have  spent 
almost  i  2  million  on  legal  fees. 
the  case  a  settled:  a  $  4 J  million 
recovery  for  investors  who  bought 
the  stock  between  June  1983  and 
January  1984  of  which  plaintiff 
lawyers  pocket  S  1 J  million  in 
fees  and  costs. 

'It's  legalized  extortion.' 
complains  Alan  Shugart.  chief 
executive  of  Seagate  Technology, 
a  disk  drive  firm  that  has  been 
sued  by  13  different  plaintiffs. 
They  know  bow  expenxrve  it  is  for 
us  to  take  our  case  to  court. 
We're  supposed  to  give  them  a 
few  million  dollars  so  they'll  go 
away." 

In  1988,  after  a  jury  ruled  for 
defendants  in  a  case  against 
Nucorp  Energy  lac  Silicon  Valley 
executives  were  beginning  to  think 
they  might  not  have  to  make  such 
payoffs  in  the  future.  But  on  May 
30  a  San  Jose  Federal  jury 
returned  a  S  100  million  verdict 
against  A.C  (Mike)  Markkula.  a 
cofounder  and  vice  chairman  of 
Apple,  and  John  Vennard.  a 
former  vice  president.  Markkula 
and  Vennard  had  been 
responsible  for  optimistic 
statements  in  the  fall  of  1982 
about  Apple's  Twiggy  disk  drive  at 
a  time  when  corporate  records 
showed  Twiggy  mechanisms  to  be 
failing.  When  Apple  finally 
abandoned  Twiggy  in  September 
1983.  its  stock  opened  down  S  8  a 
share    the    next   day.      The   jury 


attributed  32.90  of  this  loss  to 
misrepresentation  on  the  part  of 
the  officers. 

Melvyn  [.  Weiss,  founding  partner 
of  Milberg  Weiss,  argues  that  his 
firm  and  others  like  it  are  helping 
keep  business  honest:  "We're 
doing  the  job  that  the  SEC 
doesn't  have  the  urne  or  the 
resources  to  do." 

Weiss  says  his  firm  has  recovered 
S  2-5  billion  for  aggrieved 
shareholders.  But  Joseph 
Grundfest,  former  Securities  it. 
Exchange  Commissioner  and  now 
Stanford  Law  School  professor, 
takes  issue  with  the  notion  that 
these  victories  amount  to  a  great 
public  service.  Grundfest  says: 
"There  a  no  question  that  there 
are  instances  of  outright  fraud  and 
that  directors  and  officers  should 
be  made  to  pay  compensation  in 
some  cases.  But  in  many  cases, 
perfectly  honest  people  are  being 
forced  to  pay  outrageous  sums, 
simply  because  they  didn't  have 
perfect  foresight. 

"Tbese  cases  fail  to  make  clear 
that,  while  some  buyers  and  sellers 
lost  money  through  martet 
movements,  the  winners  are  other 
buyers  and  sellers,  not  necessarily 
the  corporation  or  its  current 
shareholders.* 

Actually,  you  can  make  a  case  that 
the  losers  are  the  American 
people,  since  these  suits  and 
settlements  become  a  kind  of  tax 
on  American  businesses  trying  to 
survive  in  a  tough  industry  and  a 
tough  world. 
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Being  A  PlalntiK  Sometimes  Amounts  To  A  Profession 

by  Andrew  Leigh 


When  an  attorney's  computer 
Alerts-  him  to  a  company  whose 
stock  price  is  falling  sharply 
beaux  of  ui  eanunp  turprue. 
he  seeds  to  quickly  find  s 
shsrenoider  woo  cu  serve  u  a 
plaintiff  tn  a  Iswimt 

Only  then  cm  be  file  a  dass 
action  complaint  on  behalf  of 
ail  sha/eboidera. 

The  lawyer,  however,  cant 
dairy.  Chances  axe,  dozens  of 
other  attorneys  are  also  aware 
of  the  nock -once  change  and 
are  rsong  their  complaints  to 
the  courthouse. 

The  incentive  to  the  lawyers  for 
being  first  is  simple:  Usually  the 
judge  woo  ultimately  presides 
over  the  case  will  name  the 
lawyers  who  got  their  cases  filed 
first  10  be  lesd  counsel.  That 
means  they  control  the  case  and 
get  a  larger  cut  of  the  fees. 

To  {sin  an  edge,  firms  that 
specialize  in  such  lawsuits 
maintain  lists  of  ^professional 
plaintiffs.*  Their  ponibu'os  are 
structured  to  be  as  diverse  u 
possible.  After  all.  you  oever 
know  who  you're  going  to  have 
10  sue. 

Now.  however,  s  growing 
number  of  judges  are  holding 
out  another  carrot  for  people 
who  file  such  suits.  They're 
•warding  lead  plaintiffs  extra 
cash  for  sucxing  their  occks 
out.  Defense  lawyers  worry  that 
these  added  incentives  will 
encourage  more  professional 
plaintiffs  and  more  bugsuoo. 

Some  repeat  plaintiffs  are 
legendary.  Harry  Lewis,  a 
retired  sttoroey,  has  been  the 
lead  plaintiff  in  hundreds  of 
Iswsuits.  mostly  m  Delaware 
and  New  York.  Estimates  run 
from  300  to  400.  Lewu  oouldnl 
be  reached  for  comment.  Many 
repeat  plaintiffs  sre  corporste 
activists  •  people  who  consider 
themselves  watchdogs  over  the 
Amen  can  corporate  world. 


But  defense  lawyers  grouse  that 


the  use  of  repeat  plaintiffs 
reveala  a  cynicum  underlying 
these  cases. 

It's  hard  for  them  ( repeat 
plaintiffs)  to  aay  that  they've 
been  "had*  300  limes."  said  Evan 
Tager.  a  Washington -based 
defense  attorney. 

Defense  lawyers  sometimes  try 
to  make  an  issue  of  a  plaintiff's 
professional  status.  While  the 
answers  sometimes  can  be 
embarrassing  to  the  plaintiff, 
the  lactic  rarely  luocceda  in 
altering  the  outcome  of  a  suit. 

Plainuffs*  snorocys  in  dasa 
action  suits  are  sometimes 
referred  to  by  judges  as  "private 
attorneys     general"  "Their 

supporters  view  them  u  filling 
gaps  in  federal  enforcement  of 
securities  law*.  The  victims 
aren't  as  important  as  they  are 
in  other  civil  < 


The  plaiflUff  is  a  pretty 
nominal  figure"  in  this  type  of 
suit,  said  Professor  John  Coffee 
of  Columbia  University  Law 
School. 

The  real  driving  force,  the 
engine  behind  these  cases,  is 
the  lawyers."  said  Jerotd  Soiovy, 
a  Chicago-based  defense 
attorney. 

Richsrd  Greeofield,  a 
prominent  plaintiffs'  attorney 
based  in  Haverford.  Pa_  says 
that  the  "unseemly  race  to  the 
courthouse"  has  been 
misinterpreted. 

Greenfield  blames  the  courts 
for  giving  deference  to  the  first 
counsel  in  the  door,  and  asyt 
that  his  main  objective  is  to 
ensure  that  the  lead  counsel  u 
the  most  experienced  and 
competent  lawyer,  one  who 
wont  "sell  out"  the  others  or 
fumble  the  case. 

There's  a  lot  of  marginal 
lawyers  out  there."  Greeoiield 
said. 

Greenfield  is  considered  one  of 
the  best  in  the  business  His 
firm  has  about  200  ciieots-  on 
file   and   a  computer  dtubtsc 


loaded  with  financial  reports. 

1  can  take  span  a  major 
uransacuon  or  prospectus  and 
analyze  it  and  find  out  what's 
wrong  in  an  hour,"  Greenfield 
boasted. 

f  r»  JtaU  Stan 

No  one  suggests  plaintiffs' 
attorneys  pay  their  clients.  That 
is  dearry  illegal.  But  plaintiffs 
do  get  a  pro  rata  share  of 
whatever  money  is  ultimately 
recovered  in  the  lawsuit. 

'As    a    practical    matter,    the 

lawyer  has  hired  the  diem 
rather  than  ihe  die  at  hiring  the 
lawyer."  said  Coffee. 

A  growing  number  of  judges 
axe  swarding  extra  cash 
payments  of  SIO.000.  S15.000. 
even  S  100.000,  to  lead  plainuffs 
for  stepping  forward.  These 
payments  come  on  top  of  the 
plaintiffs*  regular  share  of  ihe 
seaJement  pie. 

The  swards  are  sometimes 
described  ss  compensauoo  to 
the  plaintiff  for  extra  tune  and 
trouble.  Sometimes  the  named 
plaintiff  would  have  to  serve  as 
s  witness  or  nt  through  lengthy 
pre  trial  quesuomng. 

But  those  payments  are  often 
referred  to  as  incentive  swards, 
and  judges  ssy  they  hand  them 
out  in  order  to  induce  more 
injured  parties  to  step  forward. 

In  1979,  the  Justice  Department 
under  former  President  Carter 
proposed  a  federal  policy  that 
would  mandate  incentive 
payments  of  J  10.000,  According 
to  Greenfield,  but  the  proposal 
was  tabled. 

Sometimes,  in  addition  to  being 
asked  whether  they  Approve  of 
the  final  settlement,  members 
of  the  dasa  have  been  asked  to 
vote  on  whether  to  grant  the 
incenuve  award.  Lead  plainuffs 
have  won  some  and  lost  some 
of  those  voces. 

Judges  art  granting  incentive 
awards  to  name  plaintiffs  in 
other  rypes  of  dasa  actions  as 


well.  So  far.  these  indude 
lawsuits  m  cases  of  employment 
discruninsuon  and  anu  trust 
viols  lions. 

Coffee  warns  that  the  incenuve 
system  could  be  subject  to 
abuse.  He  described  "conducive 
recoveries'  where  the  plainuffs' 
attorneys  And  the  corporate 
defendant  "quietly  Agree  to  pay 
a  smaller  settlement"  in 
exchange  for  s  higher  Attorneys' 
fee. 

But  the  members  of  (he 
plaintiff  dasa  must  sign  off  on 
the  deal.  A  bonus  payment  to 
the  lesd  plainuffs  could  smooth 
the  way  to  a 
less  -than -as  us  faotoryae  nl  e  meat 
for  the  rest  of  the  dass.  Coffee 
fears. 

These  incenuve  fees,  if  they  get 
loo  high,  have  a  potcnual  to 
become  a  bribe."  said  Coffee. 

A  more  common  practice  than 
using  outside  professional 
plaintiffs,  says  Coffee,  is  for  law 
firms  to  set  up  pension  or 
profit  -charing  plans  with  highly 
diversified  portfolios. 

Comflid  OftMtrxM 

In  the  past.  Coffee  savs,  law 
firms  would  use  these  portfolios 
to  bring  suits  on  their  cwn 
behalf  in  shareholder  suits.  But 
the  courts  have  ruled  that  this 
if  a  conflict  of  interest. 

Since  the  ruling,  Isw  firms  have 
sunpry  agreed  with  one  another 
to  use  one  toother's  portfolios 
-  Law  Firm  A  represents  Law 
Firm  B's  pension  plan  in  one 
lawsuit,  and  vice  versa. 

The  law  firms  also  often  keep 
track  of  the  investments  of 
employees  and  employees' 
relatives. 

"Us  realrv  very  little  different 
from  ambulance -chasing  -  on/y 
in  this  case  they're  ereaung  the 
accident.*  laad  TAger. 
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I  AM  A  BIG  LAWYER  BASHER 
by  Robert  J.  Saxnuelson 

It's  fun  and  fair,  The  pcopU  who  should  make 
our  legal  system  better  actually  make  it  worse. 


I  wrote  my  first  tod  list 
law-review  article  in  1986.  You 
can  look  it  up:  Maryland  Law 
Review.  Vol.  46.  No.  L  pages 
7845.  Actually,  it'i  only  a  brief 
comment  on  a  wiody  treauae  by 
a  genuine  law  professor.  Ai  far 
u  I  can  tell,  do  one  ever  read 
my  short  reply.  SulL  it  plugged 
i  good  idea:  toe  "English  rule". 

I  am  a  lawyer-basher  and  proud 
of  iL  Moat  American  lawyers 
abhor  the  Fnglith  rule.  It 
require*  the  losing  aide  in  a  civil 
suit  to  pay  the  winning  side't 
attorneys'  costs.  This  approach 
would  discourage  weak  or 
Cnvolous  suits,  while  encouraging 
defendants  to  settle  strong  tuts 
against  them.  Moregenerally.it 
would  promote  new  and  leaa 
costly  ways  of  resolving  ^nflKta 
aside  from  litigation. 

What's  wrong  with  lawyers  is 
that  they  have  an  economic 
interest  in  cultivating  and 
prolonging  conflict-  This  means 
they  are  Fundamentally  at  odda 
with  the  purposes  of  the  legal 
system.  Courts  and  lawyers  east 
only  to  explain  and  enforce  the 
rules  soaery  seta  for  itself  -  and 
settle  disputes  arising  from  these 
rules.  Ideally,  the  system  should 
minimize  conflicu  by  ensuring 
that  the  rules  are  dear  and  that 
disagreements  are  resolved 
rapidly.  The  trouble  is  that 
lawyer's  a-ell -being  runs  in  the 
opposite  direction.  The  more 
conflict,  the  better.  The  more 
cumbersome  and  ambiguoua 
society's  rules,  the  better. 

The  increase  in  aime,  divorce, 
regulauous  and  government 
accounts  for  much  of  the  rue  in 
lawvenng.  But  things  have  gone 
beyond  that.  Lawyers  pander  to 
the  American  illusion  that  all 
problems  have  legal  solutions. 
and  the  result  is  a  society  that 
requires  lawyers  to  do  almost 
anything     We  now  have  more 


than  twice  aa  many  of  them  aa  in 
1970  (805.00  ua  1990  versus 
353.000  in  1970).  Our  courts  are 
dogged.  In  1990,  the  number  of 
cases-filed  in  state  courts  topped 
100  million. 

A  lot  of  the  congestion  reflects 
soaring  cnminaj  cases;  in  the 
federal  courts,  criminal  filings 
have  increased  69  percent  aince 
1980.  It's  not  helpful,  though,  to 
whine  fas  the  American  Bar 
Association  does)  that  the  court 
system  is  'starved  for  resources' 
or  plagued  by  *underfunding.' 
The  proper  response  is  to  ask: 
can  we  undog  the  system  -  use  it 
more  wisely  -  by  slowing  the 
stream  of  other  diaputea  that 
reach   court?      The    answer   is 

Our  civil-justice  system  bep  for 
improvement.  What  we  are 
talking  about  here  is  a  wide 
array  of  ruita  for  private 
damage*.  Contracts.  Personal 
injury.  Product  liability.  Medical 
malpractice.  Employment 

discrimination  (ridaj. sexual  and 
age).  Fraud.  Libel. 

Environmental  damage.  The  hat 
of  activities  subject  to  litigation 
has  mushroomed.  As  society's 
sensibilities  have  broadened. 
new  laws  have  established  more 
"right*.*  In  addition,  lawyers 
have  effectively  created  other 
hghta  by  persuading  courts  to 
expand  legal  doctrines: 
for  example,  'wrongful 
termination,"  (in  effect,  being 
fired  unreasonably). 

Up  to  a  point  these  new  nghta 
represent  a  major  advance. 
They  empower  individuala  and 
protect  us  against  huge, 
potentially  arbitrary 
bureaucracies.  The  threat  of 
being  sued  can  be  a  useful  soaal 
discipline.  But  the  recourse  to 
law  must  also  operate  smoothly 
and  sensibly.  Otherwise,  new 
nghls  may  be  more  iheoreucal 


than  real.  Or  their  »«ii»i»w  any 
impose  other  large  ac*u  on 
society.  The  avil-ju*oot  system 
now  invites  just  such  abuse*.  It 
encourages  suita  and  legal 
delay*.  Consider  a  simple 
example.  A  sues  B  for  S  100. 
Assume  that  A's  case  is  weak. 
but  that  defending  it  will  coat  B 
S  20.  There's  a  powerful 
incentive  for  B  to  settle  for  S 
19.99.  Next,  assume  that  A's 
case  ia  strong  -  and  that  B 
knows  iL  Now  B  is  tempted  to 
stretch  out  the  case,  increasing 
a's  casta  to  force  a  smaller 
settlement  (say  S  20).  The 
English  rule  minimi? j>*  these 
problems.  In  my  first  example. 
B  might  not  settle  A's  weak 
case.  If  A  pursues  the  case  and 
lose*.  A  pays  B's  attorneys'  fees. 
Charm  are  that  A  wouldn't 
bring  the  case.  (In  my  scheme. 
a  contingency-fee  lawyer  —  who 
shares  any  award  or  settlement 
-  would  pay  the  other  side's 
attorney's  fees  in  a  losing  case.) 
In  the  second  example,  B  might 
not  delay.  If  A  win*,  B  would 
pay  both  a  higher  award  and  A's 
attorneys'  fees. 

N*tur*lh/.  Iswyers  detest  the 
Fnglish  rule.  It  would  force 
them  and  their  dient*  to 
evaluate  the  menta  of  a  case, 
rather  than  'gaming"  the  system. 
It  would  prod  them  to  cut 
Utigaaon  coats  (less  discovery. 
fewer  deposition*)  and  to  resort 
to  'alternative  dispute 
resolution'  (mediation, 
arbitration  or  mock  tnala).  The 
usual  objection  to  the  Fnglith 
rule  —  that  it  would  prevent  suits 
by  poor  people  sgainst  big 
companies  —  is  a  straw  horse. 
No  poor  pe  rson  can  actually  sue 
s  big  company  today.  Suit*  axe 
effectively  brought  and  financed 
by  contingency  fee  lawyers. 
They  couJd  lull  easily  bring 
strong  suits.  But  bringing  weak 
suits  would  be  ruber  and 
pocenuaily  more  expensive. 


High  costs:  Much  of  the  legal 
system  now  exuta  for  the 
well-being  of  lawyers  and  only 
incidentally  for  dienta.  The 
soaal  costs  transcend  actual 
liugation.  The  protracted  nature 
of  legal  disputes  exacts  an 
eoormous  psvcbologicsl  toll  on 
people,  regardleaa  of  who  wins. 
The  rising  threat  of  suits  feeds 
mistrust  and  inspires  more 
elaborate  contracts.  There's 
more  precauuonary  behavior; 
defensive  medidne  is  practiced; 
new  product*  are  withheld,  if 
they  might  somehow  pfovoke  a 
suiL  All  this  requires  more 
lawyers.  The  biggest  -  and  least 
visible  -  coat  may  be  all  the 
talent  that  ia  drained  into  an 
essentially  unproductive 
cccupauon. 

lawyer  hashing  is  increasingly 
popular.  More  companies  are 
trying  to  cut  legal  bills.  Vice 
President  Quayle  last  year 
condemned  lawyers  for  their 
costly     way*.  The.     Bush 

administration  is  proposing  a 
small  experiment  with  the 
English  rule.  A  few  lawyers 
even  tout  it  publidy.  1  would 
think  real,  real  seriously  about 
adopting  the  Fnglish  rule,'  says 
lawyer  and  noveuat  Scon  Turow 
(Treaumed  Innocent")  in  a 
Business  Week  story  on  legal 
reform. 

It's  doubtful  any  of  this  will  lead 
to  more  than  cosroeuc  reforms. 
Too  many  legislators  sre 
lawyer*.  Too  many  lawyers  are 
more  committed  to  their  own 
economic  interests  than  to  a 
senaibfe  legal  system.  .As  a 
group,  lawyers  simply  won  t  face 
the  contradiction  between  their 
incomes  and  their  professional 
responsibilities.  The  only  real 
hope  for  change  comes  from  a 
small  but  ruing  number  of  ,  vest 
legal  malpractice  suits  If 
enough  lawyers  become  v»cums 
of  today's  system,  they  mav 
grasp  the  wisdom  of  changing  il 


611 


RECENT  STUDY  SHOWS  THAT  SECURITIES  FRAUD  CLASS 

ACTIONS  ARE  FILED  AND  ROUTINELY  SETTLED  WITHOUT 

REGARD  TO  THE  MERITS: 

A  PARTIAL  PUT  FOR  SPECULATORS 


Stanford  Law  School  Professor  Janet  Cooper  Alexander 
has  reached  soma  alarming  conclusions  about  securities 
da  as  action*,  la  a  study  published  la  the  February  1*91 
Issue  of  the  Stanford  Lsw  Review  [Alexander.  Dm  ato 

afenA  hi*&*rh  A  Stud?  mf  Sniff W  as  Seosrwiaf  C3ea* 

As*****  A3  SUa,  L-  Raw.  497  (1991)1,  Profeseor 
Alexander  explains  bow  a  variety  of  (actors  combine  to 
encourage  "the  filing  of  non  ind  weaker  suits',  which 
routine!?  setUe  for  mUlloos  of  douara,  providing  class 
sction  stlomcys  with  huge  fee  swards,  "while 
undercompensaursi  actual  vtcllma  of  securilica 
dole  dons'. 

Professor  Alexander  studied  the  seventeen  computer  or 
computer -reis ted  Initial  public  offerings  of  st  least  13 
million  that  took  place  during  the  first  six  months  of 
1983.  She  found  that  every  company  whose  stock 
declined  In  value  by  S20  million  or  mors  (9  of  lb*  17) 
was  subjected  to  ■  securities  fraud  class  action.  No 
company  with  a  1099  of  lesa  than  120  million  wae  sued. 
Several  such  companies  suffered  greater  tosses  ss  s 
percentage  of  vsiue  than  those  that  were  sued. 
Professor  Alexander  concluded  from  this  that  securities 
class  sctloa  firms  do  not  deem  It  profitable  to  sue 
companies  where  the  potential  recovery  la  leas  than  $20 
million,  reamrdle—  of  the  merits  of  the  claims  against 


In  reviewing  the  complaints  In  the  nine  law  suits, 
Professor  Alexander  noted  s  remarkable  similarity. 
"The  comptalnta  contain  virtually  identical  tactual 
allegations  and  legal  theories  snd  Indeed  evidenced  s 
'formulaic  quality.'  What  may  account  for  this  Is  that 
one  Law  firm  -  Mllberg,  Weiss,  Bershad,  Specthric  ft 
Lerach  -  represented  plaintiffs  La  every  one  of  the  nine 
cases,  serving  ss  lead  counsel  or  en -lead  counsel  Is 
eight. 

Of  the  nine  companies  that  were  sued,  eight  settled 
before  trial  and  the  ninth  caae  Is  Likery  to  settle  before 
trial.  In  looking  at  the  settlements  In  these  cases, 
Professor  Alexander  concluded  that  "the  settiewseot 
smounts  could  be  epproxlmatsd  without  aaaserkeg  serf 
Insorwsadoai  other  than  the  number  of  shares  sold  In 
the  offering  snd  the  stock  price  st  the  beginning  and 
end  of  the  class  period."  The  cases  "settled  st  an 
spparent  'going  rate'  of  approximately  one  quarter  of 
the  potential  damages."  regsrdless  of  the  strength  of  the 
claims.  According  to  Profesaor  Alexander,  *s  strong 
case  In  this  group  appears  to  have  been  worth  no  more 
than  s  weak  one. 

Profesaor  Alexander  posits  that  this  "striking*  outcome 
Is  the  result  of  several  factors.  First,  the  sppUcable 
procedural  and  substantive  law  makes  it  virtually 
Impossible  to  obtain  early  dismissal  of  even  frivolous 


claims.  Second,  the  threat  of  crippilre]  liability 
constitutes  s  tremendous  disincentive  to  go  to  trial  even 
If  s  defendant  beiievea  that  it  hae  a  strong  case  on  the 
merits.  Third,  the  'ssymmetric  costs  of  litigation' 
(defendants  must  Incur  tar  greater  costs  In  responding 
to  discovery  requests  than  plaintiffs  do  In  propounding 
them)  Increase  the  hydraulic  pressure  on  defendants  to 
settle  eariy.  Finally,  the  svsusbillty  of  Insurance  to 
fund  settlements,  but  not  necessarily  Judgments,  gives 
both  plaintiffs  and  defendants  s  distorted  Incentive  to 
settle  rather  than  litigate,  no  matter  what  the  strength 
of  the  claim. 

The  ramifies  docs  of  Profesaor  Alexander's  study  sre 
disturbing.  The  system  has  evolved  so  that  *we  have 
what  amounts  to  s  grotesquely  Inefficient  form  of 
Insurance  *g*tf***  large  stock  market  losses  by  giving 
Investors,  In  effect,  s  legally  mandated  'partial  put*  that 
endues  them  to  recover  s  portion  of  such  losses  from 
Issuers.'  To  make  matters  worse,  *[s]uch  Insurance  Is 
srsiiabie  only  where  total  market  losses  sre  large 
enough  to  support  million-dollar  stlorneysJ  fees.  It 
favors  Investors  In  especially  risky  stocks,  where  the 
nv>HK^<  of  such  tosses  la  greatest.* 

The  effect  on  businesses  Is  devastating:  the  present 
Doo-merits-based  system  "may  deter  valuable 
risk-taking,  cauae  qualified  persons  to  be  unwilling  to 
serve  ss  directors  because  of  ibe  risks  of  liability  or  the 
unavailability  of  Insurance,  sffect  companies'  choice  of 
finasadnsj  methods..*  Because  the  merits  don't  matter, 
"Issuer*  cannot  avoid  [the  sizeable  direct  and  Indirect 
costs  of  securities  litigation)  through  compliance 
programs  or  careful  scrutiny  of  offering  materials-  As 
s  result,  one  might  expect  fewer  new  companies  to  be 
formed—". 

And.  what  la  particularly  startling*  these  snhalsnllsl 
barms  sre  not  offset  by  benefits  to  victims  of  securities 
fraud.  Although  this  system  of  non-merits  baaed  results 
may  give  Investors  s  'partial  put,"  that  put  la  relatively 
small  -  the  ^■'^ri*T  dass  typically  obtains  only  shout 
•4*  of  the  ssftlsmsirt  noofwrr'  fees  and  Udgatioo 
saytsawai  eat  op  the  rest),  which  la  turn  Is  usually  15% 
of  the  amount  st  stake.  Moreover,  because  plaintiffs' 
sUArneys  only  pursue  cases  involving  Urge  offerings, 
the  lion's  share  of  the  stock  st  Issue  tends  to  be  held  by 
Inf^M1^'!  investors.  Small  Investors  often  socount 
for  only  sn  Insignificant  percentage  of  the  shares  at 
Issue.  As  s  result  of  this  factor  and  the  fact  that  cases 
Lend  to  settle  for  the  same  amount  regardless  of  merit. 
*lp]lainliffj  who  were  the  victims  of  actual  securities 
riots  liooa—sre  Ukeiy  worse  off"  under  the  present 
system.  Put  •t*^k»«-  way,  *fs1  ttoct-eacrits-baeed  rrwUas 
Cor  reaorvina:  flttgadoo  etfccxrrerf  transfers  wealth  fro— 
pjsJtttiJTs  with  stroos;  eases  to  thowe  with  weak  caacw*. 
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INTERNATIONAL,  LTD. 


1301  INDUSTRIAL  BOULEVARD 
MINNEAPOLIS.  MN  55413  USA 


800-123-5891 
VOICE:  (61 21  633-4591 
FAX:  (6121  633-1325 


July  20,  1993 

Senator  Donald  W.  Riegle,  Chairman 

Senate  Banking,  Housing,  and  Urban  Affairs  Committee 

The  Senate 

Washington,  B.C.  20510 

RE:  Proposals  to  Reform  Private  Enforcement  of 
Federal  Securities  Laws 

Dear  Senator  Riegle: 

ZEOS  International,  Ltd.  is  a  publicly  held,  Minneapolis-based  manufacturer  and  marketer  of 
PC-compatible  computers  and  a  member  of  the  American  Business  Conference.  On  June  17, 
1993,  John  G.  Adler,  the  Chairman  and  Chief  Executive  Officer  of  Adaptec,  Inc.,  appeared  on 
behalf  of  the  American  Business  Conference  before  the  Securities  Subcommittee  of  the  Senate 
Committee  on  Banking,  Housing  and  Urban  Affairs  to  testify  in  favor  of  reform  of  this  nation's 
laws  concerning  private  securities  litigation  under  SEC  Rule  10b-5.  I  am  writing  today  to  support 
his  testimony  and  urge  you  to  work  with  us  to  eliminate  the  steady  stream  of  meritless  securities 
lawsuits  that  now  inflict  an  undue  burden  on  American  Business 

As  Mr.  Adler  and  many  others  testified,  lawsuits  based  on  Rule  10b- 5  have  caused  considerable 
harm  both  to  their  companies  and  to  the  public  good.  Not  only  do  these  suits  force  companies  to 
devote  precious  financial  and  management  resources  to  "damage  control,"  but  the  threat  of  such 
litigation  causes  many  companies  to  severely  restrict  the  amount  and  type  of  information  that  it 
will  make  available  to  its  pubiic  investors  for  fear  that  the  information  wili  be  iater  unjustifiably 
used  as  the  basis  for  a  lawsuit. 


These  lawsuits  tend  to  be  brought  by  a  handful  of  law  firms  which  specialize  in  Rule  10b-5 
litigation  and  which  will  file  suit  based  on  any  drop  in  a  company's  stock  price  of  a  few  percentage 
points  or  more.  These  suits  are  typically  brought  on  the  grounds  that  the  company's  management 
knew  (or  should  have  known)  about  the  problems  which  caused  the  stock  price  to  fall.  The  10b-5 
plaintiff  law  firms  then  engage  in  large-scale  expensive  discovery  in  the  hopes  that  the  defendant 
company  will  decide  to  settle  rather  than  incur  the  enormous  expense  and  distraction  of  long-term 
civil  class  action  litigation. 
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ZEOS  International.  Ltd.,  was  the  target  of  just  such  a  lawsuit  last  year.  Although  an  early 
dismissal  of  the  plaintiffs  case  saved  us  from  the  protracted  litigation  that  can  be  so  expensive  and 
damaging  to  a  company's  morale  and  operations,  we  were  exposed  to  enough  of  the  process  and 
the  modus  operandi  of  plaintiffs  counsel  to  know  that  there  is  something  seriously  wrong  with  the 
current  system  for  private  enforcement  of  the  federal  securities  laws. 

I  am  writing  to  encourage  you  to  support  the  current  effort  to  reform  the  laws  surrounding 
private  securities  litigation  under  SEC  Rule  10b-5.  As  currently  drafted  and  construed,  Rule 
10b-5  gives  rise  to  too  many  frivolous  private  actions  against  Minnesota  employers  large  and 
small.  Please  join  us  in  the  support  of  measures  to  deter  such  baseless  suits  and  protect 
Minnesota  businesses  from  such  meritless  litigation. 


Very  Truly  yours, 


Gregory  a.  Herack,  Chairman  and 
Chief  Execute  Officer 
cc:  John  G.  Adler 
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TESTIMONY  OF  THE  AMERICAN  INSTITUTE 
OF  CERTIFIED  PUBLIC  ACCOUNTANTS 

Progress  in  Financial  Accounting  and  Reporting  Since  February  1985 

Introduction 

In  order  for  our  capital  markets  to  function  effectively  and  for  our  economy  to  al- 
locate resources  efficiently,  it  is  essential  that  business  enterprises  report  accurately 
and  fairly  to  investors  and  that  investors  perceive  that  they  do  so.  Our  economy 
needs  both  the  fact  and  the  appearance  of  credible  financial  reporting — of  financial 
reporting  free  of  material  fraud  and  error.  The  independent  auditors  central  role 
is  to  obtain  reasonable  assurance  about  that,  and  no  one  has  more  incentive  than 
auditors  to  deliver  on  that  demand  and  expectation:  our  profession  would  otherwise 
fail  to  fulfill  its  valuable  and  necessary  role  in  our  economic  system. 

Because  of  the  public  interest  in  the  financial  reporting  process,  a  system  of  over- 
sight and  regulation  has  developed  over  the  years.  It  includes  State  boards  of  ac- 
countancy, government  regulatory  agencies,  the  courts,  the  independent  Financial 
Accounting  Standards  Board  (FASB),  State  CPA  societies,  the  American  Institute  of 
Certified  Public  Accountants  (AICPA),  and  the  Division  for  CPA  Firms  sponsored  by 
the  AICPA  that  includes  the  SEC  Practice  Section  Public  Oversight  Board,  and  a 
mandatory  system  of  practice-monitoring.  This  system  of  regulation,  with  its  mix  of 
public  and  private  sector  components,  thoroughly  covers  management's  responsibil- 
ities for  financial  reporting  and  the  form  and  content  of  financial  statements,  audi- 
tors' qualifications  (the  uniform  CPA  examination  and  other  State  licensing  require- 
ments), professional  performance  and  ethical  standards  for  audits,  and  measures  to 
assure  adherence  to  those  standards.  This  combined  public-private  regulatory  appa- 
ratus is  remarkable  in  two  respects:  (1)  it  produces  the  world's  most  comprehensive 
and  reliable  financial  reporting  (our  robust  capital  markets  that  attract  capital  from 
all  over  the  world  are  an  independent  indicator  of  this)  and  (2)  it  has  the  adapt- 
ability to  respond  to  changing  circumstances. 

Its  adaptability  is  illustrated  by  responsiveness  to  rapid  economic  change,  which 
often  creates  difficult  accounting  problems  for  standard  setters,  those  who  prepare 
financial  statements,  and  auditors.  Recent  economic  change  has  brought  new  finan- 
cial instruments,  unusual  types  of  transactions,  and  complicated  business 
restructurings,  but  the  system  has  been  generating  the  needed  accounting  and  au- 
diting guidance.  Clearly,  economic  changes  bring  new  goals  for  the  financial  report- 
ingprocess  and  for  the  public-private  regulatory  system. 

The  rapidity  of  change  in  accounting,  auditing,  and  self-regulatory  requirements 
has  resulted  in  charges  of  "standards  overload."  Both  businesspersons  who  prepare 
financial  statements  and  CPAs  who  audit  them  have  complained  about  the  number 
and  extent  of  new  requirements.  Nevertheless,  those  who  participate  in  the  financial 
reporting  process  have  cooperated  to  improve  it. 

We  have  summarized  in  the  passages  below  major  initiatives  since  February  20, 
1985,  when  the  Subcommittee  on  Oversight  and  Investigations  of  the  Committee  on 
Energy  and  Commerce  of  the  U.S.  House  of  Representatives  (subcommittee)  began 
hearings  on  the  accounting  profession  and  the  SEC.  The  summary  includes  initia- 
tives by  bodies  outside  the  AICPA  and  not  under  its  control  (for  example,  the  SEC 
and  the  FASB).  The  AICPA  is  a  component  in  the  existing  regulatory  system — not 
the  whole  of  it — and  no  summary  of  recent  progress  would  be  complete  without  ref- 
erence to  the  initiatives  of  the  other  components. 

The  initiatives  summarized  in  this  report  represent  the  labor  of  many  conscien- 
tious professionals  who  are  continuously  trying  to  improve  our  mechanisms  for  fi- 
nancial accounting  and  reporting.  And  they  demonstrate  the  accounting  profession's 
good  faith  commitment  to  maintain  the  integrity  of  our  nation's  financial  reporting 
system  and  to  improve  upon  its  accuracy,  credibility  and  utility. 

Progress  in  Financial  Reporting 

Steps  to  improve  the  quality  of  financial  reporting  must  address  the  three  ele- 
ments necessary  to  successful  reporting:  the  measurement  and  reporting  standards, 
called  generally  accepted  accounting  principles  (GAAP),  that  govern  the  preparation 
and  presentation  of  financial  statements;  the  efforts  by  management  to  prepare  the 
financial  statements;  and  the  efforts  of  independent  auditors  to  determine  whether 
the  financial  statements  comply  with  GAAP. 

GAAP  is  to  financial  reporting  what  product  design  is  to  automobile  manufacture. 
No  matter  how  carefully  a  car  is  put  together  or  how  thoroughly  the  quality  control 
inspector  checks  for  compliance  with  the  product  design,  if  the  product  design  is  un- 
satisfactory (underpowered,  poor  gas  mileage,  too  little  headroom),  the  consumer 
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will  not  be  satisfactorily  served.  Similarly,  no  matter  how  carefully  management 
prepares  the  financial  statements  or  how  thoroughly  the  independent  auditor  ascer- 
tains whether  GAAP  has  been  properly  followed,  the  investor  and  creditor  will  not 
be  well  served  unless  GAAP  provides  meaningful  and  useful  financial  information. 
The  initiatives  to  improve  financial  reporting  cited  below  are  therefore  sequenced: 
(1)  the  qualify  of  GAAP,  (2)  the  quality  of  the  preparation  of  financial  statements, 
and  (3)  the  quality  of  auditing. 

Quality  of  GAAP 

The  FASB  is  the  private  sector  body  with  primary  responsibility  for  setting 
GAAP.  Since  February  1985,  it  has  issued  35  Statements  of  Financial  Accounting 
Standards  (listed  in  Appendix  A).  In  addition  to  FASB  statements,  accounting  guid- 
ance is  also  provided  in  the  form  of  technical  bulletins  and  special  reports.  Since 
February  1985,  the  FASB  has  issued  14  technical  bulletins,  2  interpretations,  and 
4  special  reports,  which  are  also  listed  in  Appendix  A.  It  also  has  6  outstanding  Dis- 
cussion Memorandums  and  1  outstanding  Invitation  to  Comment. 

Since  the  summer  of  1984,  the  FASB  s  work  has  been  supplemented  by  that  of 
its  Emerging  Issues  Task  Force  (EITF).  The  EITF  was  formed  to  assist  the  FASB 
in  identifying  and  responding  to  emerging  accounting  and  reporting  issues  on  a 
timely  basis.  When  the  task  force  reaches  a  consensus  on  appropriate  accounting, 
the  SEC  expects  it  to  be  followed  by  registered  companies.  The  Chief  Accountant 
of  the  SEC  attends  the  EITF's  meetings  and  participates  in  the  discussions.  The  is- 
sues that  came  before  the  EITF  from  February  1985  to  June  1993  reflected  the  rap- 
idly changing  environment  in  the  financial  sector  of  our  economy;  they  include,  for 
example,  costs  incurred  in  takeover  defenses,  interest-rate  and  currency  swaps, 
collateralized  mortgage  obligations,  offsetting  nonrecourse  liabilities  against  related 
assets,  risk  participation  in  bankers'  acceptances,  accounting  for  funding  catas- 
trophe covers,  and  environmental  issues. 

The  AICPA  also  issues  accounting  pronouncements  in  the  form  of  Statements  of 
Position  (SOPs),  Notices  to  Practitioners,  and  Practice  Bulletins.  From  February 
1985  to  June  1993,  the  AICPA  has  issued  19  SOPs  and  10  Practice  Bulletins.  It  also 
has  10  outstanding  Exposure  Drafts.  The  AICPA  also  provides  accounting  guidance 
applicable  to  specialized  industries  in  its  series  of  accounting  and  auditing  guides. 
(Appendix  C  includes  a  listing  of  AICPA  accounting  pronouncements.) 

The  AICPA  has  established  a  Special  Committee  on  Financial  Reporting.  The  Spe- 
cial Committee's  objective  is  to  recommend  ( 1)  the  nature  and  extent  of  information 
that  should  be  made  available  to  others  by  management  and  (2)  the  extent  to  which 
auditors  should  report  on  the  various  elements  of  that  information.  In  developing 
its  recommendations,  the  Special  Committee  will  (1)  determine  the  understanding 
of  the  information  currently  provided  by  financial  statements  and  the  perception  of 
the  assurances  provided  by  auditors  and  (2)  evaluate  the  full  range  of  information 
and  assurances  that  should  be  made  available.  Its  final  report  is  expected  in  May 
1994. 

The  SEC's  rules  on  financial  accounting  and  disclosure  supplement  the  accounting 
standards  issued  by  the  FASB.  Since  February  1985,  the  Commission  has  issued  23 
Financial  Reporting  Releases  and  35  Staff  Accounting  Bulletins.  (They  are  listed  in 
Appendix  B.)  The  accounting  issues  covered  by  the  SEC's  pronouncements  in  this 

S>eriod  include  amortization  of  goodwill  by  financial  institutions,  allowances  for  loan 
osses  when  applying  purchase  accounting  to  a  bank  acquisition,  loss  reserves  by 
property -casualty  insurers,  and  disclosures  of  repurchase  agreements.  The  Commis- 
sion also  exercises  its  oversight  of  accounting  standards  by  monitoring  FASB 
projects  and  making  known  its  views  on  current  accounting  issues. 

The  Quality  of  the  Preparation  of  Financial  Statements 

To  reduce  the  incidence  of  material  financial  statement  fraud,  the  AICPA,  in  co- 
operation with  the  Financial  Executives  Institute,  the  Institute  of  Internal  Auditors, 
the  Institute  of  Management  Accountants  (formerly  the  National  Association  of  Ac- 
countants), and  the  American  Accounting  Association,  sponsored  the  National  Com- 
mission on  Fraudulent  Financial  Reporting  (the  Treadway  Commission)  to  study 
fraudulent  financial  reporting  and  recommend  measures  for  improved  detection  and 
deterrence.  The  Treadway  Commission's  recommendations  aimed  at  improving  the 
process  of  preparing  financial  statements  include  mandating  audit  committees  with 
at  least  a  majority  of  independent  directors,  "good  practice"  guidelines  to  encourage 
more  effective  audit  committees  and  their  deeper  involvement  in  the  financial  re- 
porting process,  reports  by  management  on  the  adequacy  of  internal  controls,  re- 
quired maintenance  of  an  internal  audit  function,  and  corporate  codes  of  conduct. 

The  Committee  of  Sponsoring  Organizations  of  the  Treadway  Commission  (COSO) 
issued  its  first  report  in  August  1988  on  the  progress  being  made  on  implementing 
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49  recommendations  of  the  Treadway  Commission.  The  report  highlights  the  sub- 
stantial progress  and  efforts  made  at  that  time  by  the  four  groups  to  whom  the 
Treadway  Commission's  recommendations  are  directed:  (1)  the  public  company,  (2) 
the  independent  public  accountant,  (3)  the  SEC,  and  (4)  the  educational  committee. 
An  updated  report  is  being  prepared.  However,  COSO's  most  important  work  has 
been  to  sponsor  and  publish,  in  response  to  a  Treadway  Commission  recommenda- 
tion, the  four  volume  document,  Internal  Control — Integrated  Framework. 

Internal  Control — Integrated  Framework  issued  in  September  1992  offers  a  num- 
ber of  benefits.  It  provides  a  foundation  for  mutual  understanding  that  enables  all 
parties  to  speak  a  common  language  and  communicate  more  effectively  about  inter- 
nal controls.  Business  executives  will  be  positioned  to  assess  their  control  systems 
against  its  standards,  strengthen  these  systems  and  move  their  enterprises  toward 
established  goals  in  the  areas  of  operations,  financial  reporting,  and  compliance 
with  laws  and  regulations.  Future  research  can  be  leveraged  off  an  established  base. 
Legislators  and  regulators  will  be  able  to  gain  an  increased  understanding  of  inter- 
nal control,  its  benefits,  and  limitations. 

Audit  Quality 

Initiatives  to  improve  audit  quality  can  be  divided  into  five  categories:  (1)  those 
designed  to  improve  auditing  and  attest  standards,  procedures,  and  guidelines;  (2) 
to  clarify  the  scope  of  auditors'  responsibilities  and  expand  the  range  of  information 
on  which  auditors  may  provide  assurances;  (3)  to  improve  auditors'  communications; 
(4)  to  provide  increased  assurance  of  auditor  independence;  and  (5)  to  improve  the 
monitoring  and  disciplinary  mechanisms  applicable  to  errant  auditors. 

Auditing  and  Attestation  Standards,  Procedures,  and  Guidelines 

The  AICPA's  Auditing  Standards  Board  (ASB)  has  issued  23  Statements  on  Audit- 
ing Standards  (SASs)  and  4  Statements  on  Standards  for  Attestation  Engagements 
(SSAE)  since  February  1985  that  include  providing  guidance  on  subjects  discussed 
at  the  subcommittee's  hearings  or  directly  related  to  them.  The  SASs,  which  are  list- 
ed in  Appendix  C,  include  the  following  guidance: 

•  An  extensive  list  of  "red  flags"  to  assess  the  risk  of  material  errors  and  fraud. 

•  Procedures  for  obtaining  a  desired  minimal  understanding  about  internal  controls 
in  all  audits. 

•  Procedures  to  follow  when  a  question  arises  about  an  entity's  ability  as  a  going 
concern. 

•  Procedures  for  performing  analytical  reviews  in  all  audits. 

•  Procedures  to  follow  when  auditing  accounting  estimates. 

A  good  deal  of  the  guidance  provided  in  the  SASs  addresses  concerns  raised  by 
the  Treadway  Commission.  For  example,  the  Commission  has  stated  that  analytical 
procedures  should  be  emphasized  because  they  have  proved  to  be  effective  in  detect- 
ing potential  fraudulent  financial  reporting  and  that  the  auditor's  role  and  respon- 
sibilities should  be  more  clearly  stated  in  the  standard  report.  The  SASs  include 
guidance  on  applying  analytical  procedures  and  a  revision  of  the  auditor's  standard 
report  that  more  clearly  conveys  the  auditor's  role  and  responsibilities. 

Guidance  has  also  been  provided  that  is  relevant  to  the  concerns  expressed  at  the 
subcommittee's  hearings  that  investors  receive  too  many  unpleasant  surprises.  Ad- 
ditional audited  disclosures  of  prospects,  risks,  and  uncertainties  are  one  way  to  re- 
duce the  frequency  of  such  surprises,  though  no  one  can  foretell  the  future  with  cer- 
tainty. In  October  1985,  the  ASB  issued  the  Statement  "Financial  Forecasts  and 
Projections,"  which  establishes  procedures  and  reporting  standards  for  examining  fi- 
nancial forecasts  and  projections,  an  important  step  in  building  a  financial  reporting 
process  that  can  provide  users  with  information  particularly  helpful  in  assessing  a 
company^  future  prospects.  In  addition,  the  AICPA  published  an  audit  and  account- 
ingguide,  Guide  for  Prospective  Financial  Information. 

The  unpleasant  surprise  concern  clearly  applies  to  banks  because  of  the  number 
of  bank  failures  in  the  past  few  years.  The  Auditing  Procedure  Study,  "Auditing  the 
Allowance  for  Credit  Losses  of  Banks,"  issued  in  October  1986,  significantly  expands 
the  available  guidance  on  evaluating  loan  losses.  In  addition,  SAS  No.  57,  Auditing 
Accounting  Estimates,  provides  guidance  on  obtaining  and  evaluating  evidence  to 
support  significant  accounting  estimates  such  as  loan  losses. 

Auditing  procedures  have  also  progressed  in  this  period  because  of  the  research 
efforts  of  academicians  and  the  research  and  development  efforts  of  individual  firms. 
The  increasing  use  of  microcomputers  at  audit  sites  automates  various  elements  of 
the  audit  process  and  extends  the  capabilities  of  the  auditor  in  the  areas  of  analyt- 
ical review  and  risk  analysis.  Academic  research  in  artificial  intelligence  and  human 
information  processing  has  also  assisted  firms  in  their  efforts  to  develop  expert  sys- 
tems that  can  enhance  the  consistency  and  quality  of  difficult  audit  judgments. 
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In  May  1992  the  Auditing  Standards  Division  (division)  held  an  Expectation  Gap 
Roundtable  to  address  implementation  problems  related  to  the  Expectation  Gap 
SASs  (SAS  Nos.  53-61;  see  Appendix  C).  These  standards  narrowed  the  difference 
between  what  the  public  and  financial  statement  users  believe  auditors  are  respon- 
sible for  and  what  auditors  believe  are  their  responsibilities.  The  Roundtable 
brought  together  members  of  the  ASB,  and  Auditing  Standards  Section  of  the  Amer- 
ican Accounting  Association,  and  representatives  of  other  organizations  including 
the  Securities  and  Exchange  Commission  and  the  Public  Oversight  Board. 

The  ASB  approved  formation  of  several  task  forces  to  evaluate  certain  issues 
raised  at  the  Roundtable.  In  addition,  the  division  has  published  the  proceedings  of 
the  Roundtable  which  will  stimulate  academic  research  directly  related  to  the  SASs 
and  also  provide  materials  to  enhance  the  quality  of  audit  education. 

In  1992-1993  the  ASB  issued  two  new  standards  to  provide  guidance  on  impor- 
tant matters  such  as  reporting  on  an  entity's  internal  control  structure  over  finan- 
cial reporting.  SSAE  No.  2,  Reporting  on  an  Entity's  Internal  Control  Structure  Over 
Financial  Reporting,  was  issued  to  provide  guidance  to  accountants  who  are  attest- 
ing to  management's  report  on  the  effectiveness  of  its  internal  control  over  financial 
reporting.  Recent  requirements  have  been  enacted  which  mandate  that  management 
report  on  the  effectiveness  of  its  internal  control  over  financial  reporting  (the  FDIC 
Improvement  Act  of  1991). 

The  ASB  also  developed  an  exposure  draft  SSAE,  Compliance  Attestation,  which, 
when  finalized,  would  provide  guidance  to  accountants  who  are  engaged  to  perform 
services  related  to  management's  written  assertion  about  an  entity's  compliance 
with  specified  laws  or  regulations.  The  ASB  plans  to  issue  a  final  document  by  the 
end  of  1993. 

Further,  to  address  expressed  concerns  about  the  timeliness  of  auditing  guidance, 
the  AICPA  took  two  major  steps:  it  began  issuing  annual  Audit  Risk  Alerts  and  in- 
dustry accounting  and  audit  guides  in  a  "loose-leaf  format.  The  loose-leaf  approach 
provides  for  issuing  and  distributing  changes  to  guides  on  a  more  timely  basis.  The 
annual  Audit  Risk  Alerts  provide  CPAs  with  an  update  on  the  latest  developments 
in  auditing,  in  general,  and  in  a  number  of  specialized  industries  such  as  insurance, 
depository  institutions,  and  health  care. 

Auditors'  Responsibilities 

The  SAS  on  errors  and  irregularities  anticipated  the  Treadway  Commission's  rec- 
ommendation to  spell  out  the  auditor's  responsibility  to  detect  fraud  in  "clear,  posi- 
tive, nondefensive  language."  The  SAS  clearly  states  that  the  auditor's  responsibility 
is  to  plan  the  audit  to  provide  reasonable  assurance  of  detecting  errors  and  irreg- 
ularities that  are  material  to  the  financial  statements. 

The  SASs  also  articulate  a  number  of  more  specific  responsibilities  that  would  ex- 
tend and  enhance  those  already  incorporated  in  generally  accepted  auditing  stand- 
ards: 

•  The  auditor  is  responsible  for  assessing  the  likelihood  of  material  misrepresenta- 
tions by  reviewing  information  obtained  about  risk  factors  and  the  control  envi- 
ronment. 

•  The  auditor  is  responsible  for  reconsidering  the  initial  assessment  of  the  risk  of 
material  misstatement  of  the  financial  statements  and  the  adequacy  of  the 
planned  scope  of  audit  procedures  when  evidence  obtained  during  the  audit  indi- 
cates conditions  or  circumstances  differing  adversely  from  the  auditor's  expecta- 
tion. 

•  The  auditor  is  responsible,  when  he  or  she  suspects  an  illegal  act,  to  apply  addi- 
tional procedures  to  evaluate  and  respond  to  the  act. 

•  The  auditor  is  responsible  for  obtaining  a  sufficient  understanding  of  the  control 
environment,  the  accounting  system,  and  control  procedures. 

•  The  auditor  is  responsible  for  applying  analytical  procedures  at  the  planning  and 
final  review  stages  of  the  audit. 

•  The  auditor  is  responsible  for  communicating  specific  matters  to  the  audit  com- 
mittee, for  example,  illegal  acts,  disagreements  with  management,  and  significant 
audit  adjustments. 

•  The  auditor  is  responsible  for  considering  conditions  and  events  coming  to  his  or 
her  attention  in  the  course  of  the  audit  that  might  affect  the  entity's  ability  to 
continue  as  a  going  concern;  to  consider,  if  such  conditions  and  events  cause  sub- 
stantial doubt  about  the  entity's  continued  existence,  other  factors  associated  with 
those  conditions  or  events  and  to  obtain  evidence  about  such  factors;  and,  if  nec- 
essary, to  modify  the  audit  report. 
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Auditors'  Communications 

The  revised  form  of  the  auditor's  standard  report  better  communicates  the  audi- 
tor's responsibility  when  his  or  her  name  is  associated  with  financial  statements  by 

(1)  differentiating  between  management's  responsibilities  for  the  financial  state- 
ments and  the  auditor's  role  in  expressing  an  opinion  on  them  based  upon  his  audit, 

(2)  explicitly  acknowledging  that  an  audit  provides  reasonable  assurance  within  the 
context  of  materiality,  and  (3)  adding  a  brief  explanation  of  what  an  audit  entails. 
Further,  the  statements  call  for  increased  communication  by  the  auditor  to  audit 
committees  and  senior  management  about  significant  deficiencies  in  internal  con- 
trols and  other  items  noted  during  the  audit. 

Auditors'  Independence 

Audits  are  a  professional  service  that  can  be  satisfied  only  by  auditors  who  are 
independent.  The  role  of  auditors  in  the  marketplace  as  currently  structured  is  the 
best  long-term  assurance  that  auditors  retain  their  independence. 

To  explain  these  points  further:  the  market  demand  for  audits  originated  prior  to 
the  securities  acts,  which  recognized  and  legislated  a  role  for  auditors  that  was  sub- 
stantially in  place.  Prior  to  the  Securities  Exchange  Act  of  1934,  94  percent  of  the 
companies  traded  on  the  New  York  Stock  Exchange  were  receiving  independent  au- 
dits, and  independent  audits  are  widely  demanded  today  in  the  market  sector  not 
covered  by  the  securities  acts.  The  demand  for  audits  was  created,  and  is  sustained, 
by  two  factors:  first,  the  need  of  those  who  seek  credit,  sell  stock,  or  report  on  their 
stewardship  to  prepare  and  issue  financial  reports  and,  second,  the  desire  of  users 
of  financial  reports  for  independent  assurance  that  the  information  they  use  in  their 
decision  making  is  reliable.  Thus,  independence  is  essential  to  respond  to  the  mar- 
ket demand  for  audits.  It  is  an  economic  necessity  for  auditors.  No  other  fact  is  suf- 
ficient to  explain  the  extraordinary  rarity  of  cases  where  an  auditor's  independence 
has  been  compromised. 

Because  independence  is  so  important  to  the  accounting  profession,  the  AICPA 
and  the  SEC  have  rules  on  independence,  and  many  firms  have  adopted  policies 
that  are  even  more  stringent.  Moreover,  since  February  1985,  the  AICPA  ana  others 
have  taken  a  number  of  steps  to  help  assure  independence. 

The  first  set  of  steps  pertains  to  establishing  closer  relations  between  audit  com- 
mittees and  auditors.  Closer  relations  provide  assurance  that  audit  committee  mem- 
bers, who  are  representatives  of  the  shareholders,  can  be  ready  to  buffer  attempts 
by  management  to  pressure  auditors.  SAS  No.  61,  "Communication  with  Audit  Com- 
mittees,  requires  auditors  to  report  important  matters  to  the  audit  committee. 

The  AICPA  has  also  taken  steps  to  reduce  the  likelihood  of  "opinion  shopping," 
a  term  used  to  describe  the  situation  in  which  a  client  seeks  an  opinion  from  one 
or  more  additional  CPA  firms  and,  when  an  opinion  so  obtained  is  more  suitable 
to  management's  preferences,  either  threatens  to  replace  the  engaged  audit  firm  in 
order  to  change  its  opinion,  or  actually  replaces  the  engaged  audit  firm  in  order  to 
obtain  the  desired  opinion.  It  has  not  been  demonstrated  that  this  practice  is  preva- 
lent, but  the  risks  it  presents  were  discussed  at  the  subcommittee's  hearings,  and 
the  Treadway  Commission  requested  action  on  it  in  its  preliminary  recommenda- 
tions. Statement  on  Auditing  Standards  No.  50,  "Reports  on  the  Application  of  Ac- 
counting Principles,"  issued  by  the  ASB  in  July  1986,  sets  out  performance  and  re- 
porting requirements  for  providing  opinions  to  nonclients  on  the  application  of  ac- 
counting principles,  which  has  reduced  abuses  of  opinion  shopping. 

Another  means  of  deterring  opinion  shopping  is  through  Form  8-K  filing  with  the 
SEC,  which  is  required  when  there  is  a  change  in  auditors  and  discloses  differences 
with  predecessor  auditors  on  material  accounting  and  auditing  matters.  The  SEC 
staff  reviews  such  filings  and  investigates  when  it  believes  opinion  shopping  may 
have  occurred.  A  similar  practice  has  Deen  instituted  by  the  SECPS  of  the  AICPA. 
Future  peer  reviews  will  identify  and  apply  specific  review  procedures  to  engage- 
ments for  clients  accepted  since  the  last  peer  review  whose  Form  8— Ks  reveal  dis- 
agreements with  predecessor  auditors. 

Adverse  criticism  about  auditor  loans  from  financial  institution  clients  appeared 
in  the  press  in  February  1991.  The  Ethics  Division  issued  an  exposure  draft  of  a 
revised  independence  standard  in  July  1991.  The  final  standard  was  printed  in  the 
Journal  of  Accountancy  in  November  1991;  effective  January  1,  1992.  The  only  loans 
an  auditor  may  obtain  from  an  audit  client  after  January  1,  1992  are: 

1.  Auto  loans  collateralized  by  the  auto. 

2.  Loans  of  the  surrender  value  under  terms  of  an  insurance  policy. 

3.  Borrowings  fully  collateralized  by  cash  deposits  at  the  same  financial  institu- 
tion (e.g.,  passbook  loans). 

4.  Credit  cards  and  cash  advances  on  checking  accounts  with  an  aggregate  bal- 
ance not  paid  currently  of  $5,000  or  less. 
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Both  the  SEC  and  Office  of  Thrift  Supervision  (OTS)  have  taken  steps  to  reduce 
the  likelihood  of  opinion  shopping.  The  SEC  expanded  its  Form  8-K  disclosure  re- 
quirement on  changes  in  accountants  and  disagreements  with  former  accountants, 
and  the  OTS  issued  requirements  (Bulletin  PA-7a-4)  for  savings  and  loan  associa- 
tions to  notify  the  Office  of  Examinations  within  15  days  of  changes  in  accountants 
and  disagreements  with  former  accountants.  The  SEC  also  has  issued  a  rule  that 
reduces  the  time  permitted  to  file  Form  8-Ks  and  related  accountants'  comments 
from  a  total  of  45  days  to  15  days.  (From  15  days  to  5  days  for  the  registrant  and 
from  30  days  to  10  days  for  the  auditor.) 

Finally,  the  AICPA  Ethics  Division  continues  to  issue  new  rulings  and  interpreta- 
tions as  the  need  arises.  Key  among  recent  pronouncements  was  an  interpretation 
that  effectively  precludes  an  auditor  from  having  any  significant  loan  from  a  finan- 
cial institution.  In  that  connection,  the  division  has  initiated  a  series  of  meetings 
with  staff  of  the  SEC  with  the  objective  of  harmonizing  differences  between  SEC 
and  AICPA  rules.  It  also  maintains  a  cooperative  program  with  14  agencies  of  the 
Federal  Government  for  referrals  of  engagements  in  which  substandard  technical 
performance  is  alleged. 

Monitoring  and  Disciplinary  Mechanisms 

The  primary  monitoring  mechanisms  are  the  peer  review  system,  the  SEC  Prac- 
tice Section's  Quality  Control  Inquiring  Committee  (QCIC)  (formerly  the  Special  In- 
vestigation Committee  (SIC)),  the  SEC  Practice  Section's  Public  Oversight  Board, 
and  SEC  oversight.  All  members  of  the  SECPS  are  required  to  undergo  triennial 
peer  reviews,  to  report  to  the  QCIC  litigation  alleging  deficiencies  in  the  conduct 
of  certain  audits,  generally  those  involving  public  companies,  and  to  cooperate  with 
QCIC  investigations.  Peer  reviews  and  the  QCIC  work  not  only  to  monitor  practice 
but  also  to  improve  it  by  recommended  remedial  actions.  Both  mechanisms  have 
been  strengthened  by  expanding  the  SECPS's  jurisdiction,  including  the  scope  of  the 
QCIC  to  audits  of  financial  institutions  exempt  from  filing  with  the  SEC  by  Section 
12(i)  of  the  1934  Exchange  Act. 

The  SEC  Practice  Section  rules  also  include  requirements  for  a  second  partner  re- 
view of  audits.  In  1988,  the  SECPS  began  issuance  of  its  own  annual  report  in  con- 
junction with  the  annual  report  of  its  independent  oversight  body,  the  Public  Over- 
sight Board.  The  peer  review  requirements  have  been  expanded  to  give  greater 
weight  to  offices  that  have  the  most  first-time  audits  of  SEC  clients  when  selecting 
offices  to  visit.  (Attachment  1  includes  SEC  Practice  Section  Structure  and  Func- 
tions.) 

On  March  8,  1989,  the  SEC  Practice  Section  Executive  Committee  established  a 
new  rule  requiring  a  member  firm  that  has  been  the  auditor  for  an  SEC  registrant 
(as  defined  m  Appendix  D,  Section  1)  and  has  resigned,  declined  to  stand:  for  re- 
election, or  been  dismissed,  to  report  directly  in  writing  to  the  former  SEC  client, 
with  a  simultaneous  copy  to  the  Chief  Accountant  of  the  SEC,  the  fact  that  the  cli- 
ent-auditor relationship  has  ceased.  Such  report  shall  be  sent  to  the  former  SEC  cli- 
ent and  to  the  Chief  Accountant  by  the  end  of  the  fifth  business  day  following  the 
member  firm's  determination  that  the  client-auditor  relationship  has  ended. 

The  Public  Oversight  Board  is  a  unique  oversight  body.  It  was  created  by  the  con- 
stitutional document  establishing  the  SEC  Practice  Section,  but  it  is  fully  autono- 
mous. It  has  its  own  staff,  nominates  its  own  successors,  selects  its  own  chairman, 
and  sets  its  own  compensation.  The  Board  has  access  to  all  aspects  of  the  SEC  Prac- 
tice Section's  operations,  digs  deeply  into  those  operations,  and  systematically  mon- 
itors all  phases  of  the  peer  review  program  and  the  QCIC  process  with  "hands  on" 
oversight. 

The  scope  and  intensity  of  the  Board's  activities  is  evident  from  its  annual  re- 
ports, but  the  most  important  fact  about  the  Board  is  that  its  membership  is  credi- 
ble evidence  that  it  can  be  trusted  to  uphold  the  public  interest  in  exercising  over- 
sight and  in  making  recommendations  for  improvements  in  the  Section's  operations. 
The  Chairman  of  the  Board  is  former  SEC  Commissioner  A.  A.  Sommer,  Jr.  Current 
members  of  the  Board  include  Melvin  R.  Laird,  former  Secretary  of  Defense  and 
U.S.  Representative;  Robert  K.  Mautz,  one  of  the  country's  most  eminent  accounting 
academicians;  Paul  W.  McCracken,  former  Chairman  of  the  President's  Council  oi 
Economic  Advisers;  and  Robert  F.  Froehlke,  former  Secretary  of  the  Army. 

The  SEC  maintains  liaison  with  the  Public  Oversight  Board.  The  SEC's  oversight 
extends  beyond  the  SECPS  to  include  other  aspects  of  the  AICPA's  regulatory  re- 
sponsibilities and  the  FASB,  and  for  a  number  of  years  it  has  reported  annually  to 
Congress  on  its  oversight  role.  Based  on  the  reviews  by  the  Commission's  staff  of 
Public  Oversight  Board  files  and  selected  peer  review  working  papers,  the  Commis- 
sion has  concluded  that  "the  peer  review  process  contributes  significantly  to  improv- 
ing the  quality  controls  system  of  member  firms  and,  therefore,  enhances  the  con- 
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sistency  and  quality  of  practice  before  the  Commission."  The  Commission  has  also 
reported  that  it  considers  the  activities  of  the  Quality  Control  Inquiry  Committee 
to  be  an  effective  supplement  to  the  SECPS  peer  review  program. 

The  SEC  Practice  Section's  monitoring  and  remedial  systems  are  not  designed  to 
be  punitive,  although  costly  sanctions — such  as  additional  reviews — may  be  imposed 
in  certain  circumstances.  They  are  designed  to  provide  assurance  that  the  firm  is 
conforming  with  professional  standards  and  with  the  SECPS  membership  require- 
ments. 

Monitoring,  remedial,  and  disciplinary  actions  depend  on  standards,  because 
standards  permit  performance  to  be  judged.  The  ASB  s  work  cited  above  thus  con- 
tributes to  the  monitoring,  remedial,  and  disciplinary  efforts.  The  AICPA's  code  of 
ethics  contributes  similarly.  It  is  therefore  significant  that  the  code  has  been  care- 
fully reviewed  to  see  how  it  can  be  improved.  The  Special  Committee  on  Standards 
of  Professional  Conduct  for  Certified  Public  Accountants  (Anderson  Committee)  has 
completed  its  work  and  published  its  recommendations.  In  January  1988,  the 
AICPA  overwhelmingly  responded  to  the  call  for  improved  quality  by  approving  six 
proposals  set  forth  in  the  "Plan  to  Restructure  Professional  Standards."  The  propos- 
als adopted  include  imposing  a  quality  review  requirement  for  all  members  perform- 
ing audit  engagements  and  requirements  for  continuing  professional  education  for 
all  members.  Appendix  C  includes  a  listing  of  all  proposals  adopted. 

Conclusion 

The  initiatives  cited  above  address  major  concerns  expressed  about  the  profession 
at  the  subcommittee's  hearings,  and  given  the  sweep  and  difficulty  of  the  issues 
being  addressed  and  the  degree  of  change  they  could  bring  to  the  financial  reporting 
process,  the  pace  of  change  has  been  very  rapid.  We  believe  that  the  AICPA  is  act- 
ing responsibly  in  the  public  interest  and  that  the  current  public-private  regulatory 
system  has  been  effectively  fulfilling  the  objectives  of  the  financial  reporting  process. 

APPENDIX  A 

Statements  of  Financial  Accounting  Standards  Issued  Since 

February  1985 


No. 


Title 
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84 
85 
86 
87 
88 

89 
90 
91 

92 

93 
94 

95 
96 
97 

98 

99 

100 

101 
102 


Designation  of  AICPA  Guides  and  Statement  of  Position  on  Accounting  by  Brokers  and  Dealers  in  Securities,  by 
Employee  Benefit  Plans,  and  by  Banks  as  Preferable  for  Purposes  of  Applying  APB  Opinion  20 

Induced  Conversions  of  Convertible  Debt 

Yield  Test  for  Determining  Whether  a  Convertible  Security  Is  a  Common  Stock  Equivalent 

Accounting  for  the  Costs  of  Computer  Software  to  Be  Sold,  Leased,  or  Otherwise  Marketed 

Employers'  Accounting  for  Pensions 

Employers'  Accounting  for  Settlements  and  Curtailments  of  Defined  Benefit  Pension  Plans  and  for  Termination 
Benefits 

Financial  Reporting  and  Changing  Prices 

Regulated  Enterprises — Accounting  for  Abandonments  and  Disallowances  of  Plant  Costs 

Accounting  for  Nonrefundable  Fees  and  Costs  Associated  with  Originating  or  Acquiring  Loans  and  Initial  Direct 
Costs  of  Leases 

Regulated  Enterprises — Accounting  for  Phase-in  Plans  (an  amendment  of  FASB  Statement  No.  71) 

Recognition  of  Depreciation  by  Not-For-Profrt  Organizations 

Consolidation  of  All  Majority-Owned  Subsidiaries  (an  amendment  of  ARB  No.  51,  with  related  amendments  of  APB 
Opinion  No.  18  and  ARB  No.  43,  Chapter  12) 

Statement  of  Cash  Flows 

Accounting  for  Income  Taxes 

Accounting  and  Reporting  by  Insurance  Enterprises  for  Certain  Long-Duration  Contracts  and  for  Realized  Gains 
and  Losses  from  the  Sale  of  Investments 

Accounting  for  Leases:  Sale-Leaseback  Transactions  Involving  Real  Estate,  Sales-Type  Leases  of  Real  Estate,  Def- 
inition of  the  Lease  Term,  Initial  Direct  Costs  of  Direct  Financing  Leases  (an  amendment  of  FASB  Statements 
No.  13,  66,  and  91  and  a  rescission  of  FASB  Statement  No.  26  and  Technical  Bulletin  No.  79-11) 

Deferral  of  the  Effective  Date  of  Recognition  of  Depreciation  by  Not-For-Profrt  Organizations  (an  amendment  of 
FASB  Statement  No.  93) 

Accounting  for  Income  Taxes — Deferral  and  the  Effective  Date  of  FASB  No.  96  (an  amendment  of  FASB  Statement 
No.  96) 

Regulated  Enterprises — Accounting  for  the  Discontinuation  of  Application  of  FASB  Statement  No.  71 

Statement  of  Cash  Flows — Exemption  of  Certain  Enterprises  and  Classification  of  Cash  Flows  from  Certain  Secu- 
rities Acquired  for  Resale  (an  amendment  of  FASB  Statement  No.  95) 
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Statements  of  Financial  Accounting  Standards  Issued  Since 
February  1985— Continued 


Title 


Accounting  for  Income  Taxes — Deferral  of  the  Effective  Date  of  FASB  Statement  No.  96  (an  amendment  of  FASB 

Statement  No.  96) 
Statement  of  Cash  Flows — Net  Reporting  of  Certain  Cash  Receipts  and  Cash  Payments  and  Classification  of 

Cash  Rows  from  Hedging  Transactions  (an  amendment  of  FASB  Statement  No.  95) 
Disclosure  of  Information  about  Financial  Instruments  with  Off-Balance-Sheet  Risk  and  Financial  Instruments 

with  Concentrations  of  Credit  Risk 
Employers'  Accounting  for  Postretirement  Benefits  Other  Than  Pensions 
Disclosures  about  Fair  Value  of  Financial  Instruments 
Accounting  for  Income  Taxes — Deferral  of  the  Effective  Date  of  FASB  Statement  No.  96  (an  amendment  of  FASB 

Statement  No.  96) 
Accounting  for  Income  Taxes 

Reporting  by  Defined  Benefit  Pension  Plans  of  Investment  Contracts  (an  amendment  of  FASB  Statement  No.  35) 
Rescission  of  FASB  Statement  No.  32  and  Technical  Corrections 
Employers'  Accounting  for  Postemployment  Benefits 

Accounting  and  Reporting  for  Reinsurance  of  Short-Duration  and  Long-Duration  Contracts 
Accounting  by  Creditors  for  Impairment  of  a  Loan 
Accounting  for  Certain  Investments  in  Debt  and  Equity  Securities 
Accounting  for  Contributions  Received  and  Contributions  Made 
Financial  Statements  of  Not-For-Profit  Organizations 


FASB  Technical  Bulletins  Issued  Since  February  1985 


Title 


Accounting  for  the  Receipt  of  Federal  Home  Loan  Mortgage  Corporation  Participating  Preferred  Stock 

Accounting  for  Collateralized  Mortgage  Obligations  (CMOs) 

Accounting  for  Operating  Leases  with  Scheduled  Rent  Increase 

Accounting  for  Purchases  of  Life  Insurance 

Issues  Relating  to  Accounting  for  Business  Combinations,  Including  Costs  of  Closing  Duplicate  Facilities  of  an 
Acquirer,  Stock  Transactions  Between  Companies  Under  Common  Control,  Downstream  Mergers,  Identical  Com- 
mon Shares  for  a  Pooling  of  Interests,  Pooling  of  Interests  by  Mutual  and  Cooperative  Enterprises 

Accounting  for  a  Purchase  of  Treasury  Shares  at  a  Price  Significantly  in  Excess  of  the  Current  Market  Price  of 
the  Shares  and  the  Income  Statement  Classification  of  Costs  Incurred  in  Defending  Against  a  Takeover  At- 
tempt 

Accounting  for  Certain  Effects  of  the  Tax  Reform  Act  of  1986 

Accounting  for  an  Interest  in  the  Residual  Value  of  a  Leased  Asset  Acquired  by  a  Third  Party  or  Retained  by  a 
Lessor  That  Sells  the  Related  Minimum  Rental  Payments 

Accounting  for  a  Change  in  Method  of  Accounting  for  Certain  Postretirement  Benefits 

Computation  of  a  Loss  on  an  Abandonment 

Accounting  for  Mortgage  Servicing  Fees  and  Rights 

Issues  Related  to  Accounting  for  Leases 

Definition  of  a  Right  of  Setoff 

Accounting  for  Separately  Priced  Extended  Warranty  and  Product  Maintenance  Contracts 


FASB  Interpretations 


Title 


Offsetting  of  Amounts  Related  to  Certain  Contracts  (an  interpretation  of  ASB  Opinion  No.  10  and  FASB  Statement 

No.  105) 
Applicability  of  Generally  Accepted  Accounting  Principles  to  Mutual  Life  Insurance  and  Other  Enterprises 


FASB  Special  Reports 

A  Guide  to  Implementation  of  Statement  91  on  Accounting  for  Nonrefundable  Fees 
and  Costs  Associated  with  Originating  or  Acquiring  Loans  and  Initial  Direct  Costs 
of  Leases:  Questions  and  Answers 

A  Guide  to  Implementation  of  Statement  87  on  Employers'  Accounting  for  Pensions: 
Questions  and  Answers 

Benefits,  Costs,  and  Consequences  of  Financial  Accounting  Standards 

A  Guide  to  Implementation  of  Statement  109  on  Accounting  for  Income  Taxes:  Ques- 
tions and  Answers 
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FASB  Exposure  Drafts  Outstanding 

— Distinguishing  Between  Liability  and  Equity  Instruments  With  Characteristics  of 
Both  (discussion  memorandum) 

— Present  Value-Based  Measurements  in  Accounting  (discussion  memorandum) 

— Accounting  for  the  Impairment  of  Long-Lived  Assets  and  Identifiable  Intangibles 
(discussion  memorandum) 

— Consolidation  Policy  and  Procedures  (discussion  memorandum) 

— Recognition  and  Measurement  of  Financial  Instruments  (discussion  memoran- 
dum) 

— New  Basis  Accounting  (discussion  memorandum) 

— Reporting  Disaggregated  Information  by  Business  Enterprises  (Invitation  to  Com- 
ment) 

APPENDDCB 

SEC  Staff  Accounting  Bulletins  and  Financial  Reporting  Releases  Issued 

Since  February  1985 


Staff  Accounting  Bulletins 


No. 


Title 


58 
59 
60 
61 
62 
63 
64 

65 

66 
67 
68 
69 
70 
71 
72 
73 
74 

75 

76 
77 
78 
79 
80 
81 
82 
83 
84 
85 
86 
87 
88 
89 
90 
91 
92 


LIFO  Inventory  Accounting  Practices 

Views  on  Accounting  for  Noncurrent  Marketable  Equity  Securities 

Views  Regarding  Accounting  for  and  Disclosure  of  Certain  Financial  Guarantees 

Adjustments  of  Allowances  for  Business  Combination  Loan  Losses — Purchase  Method  Accounting 

Interpretations  Regarding  Discounting  by  Property-Casualty  Insurers 

Views  on  Application  of  SFAS  No.  68,  "Research  and  Development  Arrangements" 

Views  on  ASB  Applicability,  Common  Stock  Reporting,  Redeemable  Preferred  Stock  Accounting,  and  Issuance  of 

Shares  Prior  to  Initial  Public  Offering 
Views  on  ASB  Nos.  130  and  135  Regarding  Risk  Sharing  in  Business  Combinations  Accounted  for  as  Pooling  of 

Interests 
Interpretations  Concerning  Bank  Holding  Company  Disclosures  of  Foreign  Loans 
Interpretations  Regarding  Restructuring  Charges 
Increasing  Rate  Preferred  Stock 
Income  Statement  Presentation 

Accounting  for  Non-Recourse  Debt  Collateralized  by  Leased  Receivables  and/or  Leased  Assets 
Financial  Statements  of  Properties  Securing  Mortgage  Loans 
Classification  of  Charges  for  Abandonments  and  Disallowances 
Push  Down  Basis  of  Accounting  Required  in  Certain  Limited  Circumstances 
Disclosure  of  the  Impact  That  Recently  Issued  Accounting  Standards  Will  Have  on  the  Financial  Statements  of 

the  Registrant  When  Adopted  in  a  Future  Period 
Disclosures  by  Bank  Holding  Companies  Regarding  Certain  Foreign  Loans 
Risk  Sharing  in  Pooling  of  Interests 
Debt  Issue  Costs 
Quasi -Reorganization 

Accounting  for  Expenses  or  Liabilities  Paid  by  Principal  Stockholder(s) 
Financial  Statements  of  Businesses  Acquired  or  to  Be  Acquired 

Gain  Recognition  on  the  Sale  of  a  Business  or  Operating  Assets  to  a  Highly  Leveraged  Entity 
Transfers  of  Nonperforming  Assets;  Disclosure  of  the  Impact  of  Financial  Assistance  from  Regulators 
Earnings  Per  Share  Computations  in  an  Initial  Public  Offering 
Accounting  for  Sales  of  Stock  by  a  Subsidiary 

Amortizing  Capitalized  Cost  of  Oil  and  Gas  Properties;  Inclusion  of  Methane  Gas  within  Proved  Reserves 
Quasi-Reorganization 

Contingency  Disclosures  on  Property-Casualty  Insurance  Reserves  for  Unpaid  Claim  Costs 
Disclosures  Required  of  Companies  Complying  with  Item  17  of  Form  20— F 
Financial  Statements  of  Acquired  Troubled  Financial  Institutions 
Bankruptcy  of  an  Accounting  Firm  that  Had  Public  Company  Clients 
Accounting  for  Income  Tax  Benefits  of  Bad  Debts  of  Thrifts 
Accounting  and  Disclosures  Relating  to  Loss  Contingencies 


Financial  Reporting  Releases 


No. 


Title 


18 
19 


Business  Combination  Transactions— Adoption  of  Registration  Form 

Business  Combination  Transactions — Adoption  of  Registration  Form — Foreign  Registrants 
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Financial  Reporting  Releases — Continued 


No. 


Title 


20 

21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 

32 

33 
34 

35 

36 

37 

38 
39 
40 


Rules  and  Guide  for  Disclosures  Concerning  Reserves  for  Unpaid  Claims  and  Claim  Adjustment  Expenses  of  Prop- 
erty-Casualty Underwriters 

Technical  Amendments  to  Rules  and  Forms 

Technical  Amendments  to  Rules  and  Forms 

The  Significance  of  Oral  Guarantees  to  the  Financial  Reporting  Process 

Disclosure  Amendments  to  Regulation  8-K  Regarding  Repurchase  and  Reverse  Repurchase  Agreements 

Technical  Amendments  to  Rule 

Interpretive  Release  About  Disclosure  of  the  Effects  of  the  Tax  Reform  Act  of  1986 

Amendments  to  Industry  Guide  Disclosures  by  Bank  Holding  Companies 

Accounting  for  Loan  Losses  by  Registrants  Engaged  in  Leading  Activities 

Accounting  for  Distribution  Expenses 

Disclosure  of  the  Effects  of  Inflation  and  Other  Changes  in  Prices 

Disclosure  Amendments  to  Regulation  8-K,  Form  8-K,  and  Schedule  14A  Regarding  Changes  in  Accountants  and 
Potential  Opinion  Shopping  Situations 

Disclosure  Obligations  of  Companies  Affected  by  the  Government's  Defense  Contract  Procurement  Inquiry  and  Re- 
lated Issues 

Public  Availability  of  Correspondence  About  Accountants'  Independence 

Acceleration  of  the  Timing  for  Filing  Forms  8-K  Relating  to  Changes  in  Accountants  and  Resignations  of  Direc- 
tors,- Amendments  to  Regulation  8-K  Regarding  Changes  in  Accountants 

Amendments  to  Reporting  Requirements  of  Issuer's  Change  of  Fiscal  Year;  Financial  Reporting  Changes;  Period 
to  be  Covered  by  First  Quarterly  Report  After  Effective  Date  of  Initial  Registration  Statement 

Management's  Discussions  and  Analysis  of  Financial  Condition  and  Results  of  Operations;  Certain  Investment 
Company  Disclosure 

Acceptability  in  Financial  Statements  of  an  Accounting  Standard  Permitting  the  Return  of  a  Non-Accrual  Loan  to 
Accrual  Status  After  a  Partial  Charge-Off 

Roll-Up  Transactions 

Small  Business  Initiatives 

Amendments  to  Rules  and  Forms 


APPENDIX  C 

Selected  AICPA  Pronouncements  Since  February  1985 

Auditing  Guidance 

Statements  Issued  by  the  Auditing  Standards  Board 


No. 


Title 


50 
51 
52 
53 
54 
55 
56 
57 
58 
59 
60 
61 
62 
63 
64 
65 
66 
67 
68 

69 

70 
71 
72 


Reports  on  the  Application  of  Accounting  Principles 

Reporting  on  Financial  Statements  Prepared  for  Use  in  Other  Countries 

Omnibus  Statement  on  Auditing  Standards — 1987 

The  Auditor's  Responsibility  to  Detect  and  Report  Errors  and  Irregularities 

Illegal  Acts  by  Clients 

Consideration  of  the  Internal  Control  Structure  in  a  Financial  Statement  Audit 

Analytical  Procedures 

Auditing  Accounting  Estimates 

Reports  on  Audited  Financial  Statements 

The  Auditor's  Consideration  of  an  Entity's  Ability  to  Continue  As  a  Going  Concern 

Communication  of  Internal  Control  Structure  Related  Matters  Noted  in  an  Audit 

Communication  With  Audit  Committees 

Special  Reports 

(Superseded  by  SAS  68) 

Omnibus  Statement  on  Auditing  Standards — 1990 

The  Auditor's  Consideration  of  the  Internal  Audit  Function  in  an  Audit  of  Financial  Statements 

(Superseded  by  SAS  71) 

The  Confirmation  Process 

Compliance  Auditing  Applicable  to  Governmental  Entities  and  Other  Recipients  of  Governmental  Financial  Assist- 
ance 

The  Meaning  of  Present  Fairly  in  Conformity  With  Generally  Accepted  Accounting  Principles  in  the  Independent 
Auditor's  Report 

Reports  on  the  Processing  of  Transactions  by  Service  Organizations 

Interim  Financial  Information 

Letters  for  Underwriters  and  Certain  Other  Requesting  Parties 
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Statements  on  Standards  for  Attestation  Engagements 

— Attestation  Standards 

— Attest  Services  Related  to  MAS  Engagements 

— Statements  of  Standards  for  Accountants'  Services  on  Prospective  Financial  Infor- 
mation; Financial  Forecasts  and  Projections 
— Reporting  on  Pro  Forma  Financial  Information 
— Reporting  on  an  Entity's  Internal  Control  Structure  Over  Financial  Reporting 

Outstanding  Exposure  Drafts 

— Examination  of  Management's  Discussion  and  Analysis  (proposed  statement  on 
standards  for  attestation  engagements) 

— Compliance  Attestation  (proposed  statement  on  standards  for  attestation  engage- 
ments) 

— Compliance  and  Internal  Control  Auditing  for  Students  Financial  Assistance  Pro- 
grams Using  Service  Organizations  (proposed  statement  of  position) 

— Using  the  Work  of  a  Specialist  (proposed  statement  of  position) 

— Reporting  on  Separately  Issued  Summary  Financial  Information  Prepared  by 
State  or  Local  Governmental  Units  (proposed  statement  of  position) 

Special  Report 

— Report  of  the  Special  Task  Force  on  Audits  of  Repurchase  Securities  Transactions 

AuomNG  Procedure  Studies 

— Auditors'  Use  of  Microcomputers 
— Auditing  the  Allowance  for  Credit  Losses  of  Banks 
— The  Independent  Auditor's  Use  of  the  Work  of  Internal  Auditors 
— Consideration  of  the  Internal  Control  Structure  in  a  Computer  Environment:  A 
Case  Study 

Audit  and  Accounting  Guides 

These  guides  summarize  the  accounting  practices  of  specific  industries  and  de- 
scribe relevant  matters,  conditions,  and  procedures  relevant  to  audits  in  those  in- 
dustries. They  also  illustrate  financial  statements  and  auditors  reports  to  alert  audi- 
tors to  unusual  problems  in  the  particular  industry.  Audit  and  accounting  guides 
that  deal  with  specific  industries  are  reprinted  as  of  May  1  each  year  as  they  appear 
in  the  AICPA  Audit  and  Accounting  Loose  Leaf  Subscription  Guide. 

Industry  Guides 

— Agricultural  Procedures 

— Airlines 

— Banks 

— Brokers  and  Dealers  in  Securities 

— Casinos 

— Certain  Nonprofit  Organizations 

— Colleges  and  Universities 

— Common  Interest  Realty  Associations 

— Construction  Contractors 

— Credit  Unions 

— Employee  Benefit  Plans 

— Entities  with  Oil  and  Gas  Producing  Activities 

— Federal  Government  Contractors 

— Finance  Companies 

— Investment  Companies 

— Property  and  Liability  Insurance  Companies 

— Providers  of  Health  Care  Services 

— Savings  Institutions 

— State  and  Local  Governmental  Units 

— Stock  Life  Insurance  Companies 

— Voluntary  Health  and  Welfare  Organizations 

General  Audit  Guides 

— Audit  Sampling 

— Computer-Assisted  Audit  Techniques 

— Consideration  of  the  Internal  Control  Structure  in  a  Financial  Statement  Audit 

— Personal  Financial  Statements 

— Prospective  Financial  Statements 

— Use  of  Real  Estate  Appraisal  Information 


625 


Industry  Audit  Risk  Alerts 

Audit  Risk  Alerts  advise  auditors  of  current  economic,  industry,  and  professional 
developments  they  should  be  aware  of  as  they  perform  year-end  audits. 

— Agribusiness 

— Airlines 

— Casinos 

— Common  Interest  Realty  Associations 

— Construction  Contractors 

— Credit  Unions 

— Depository  Institutions 

— Employee  Benefits  Plans 

— Federal  Government  Contractors 

— Finance  Companies 

— Health  Care 

— Insurance  Companies 

— Investment  Companies 

— Not-For-Profit  Organizations 

— Oil  and  Gas  Producers 

— Securities 

— State  and  Local  Government 

Accounting  Guidance 

Statements  of  Position  Issued  by  the  Accounting  Standards 

Executive  Committee 


No. 


85-3. 
86-1. 

87-1. 
87-2. 

88-1. 

89-5. 

89-6 

89-7 

90-7 

90-8 

91-1 

92-1 

92-3 

92-5 

92-6 

93-1 

93-2 

93-3 
93-4 


Title 


Accounting  by  Agricultural  Producers  and  Agricultural  Cooperatives 

Reporting  Repurchase-Reverse  Repurchase  Agreements  and  Mortgage-Backed  Certificates  by  Savings  and  Loan 
Associations 

Software  Revenue  Recognition 

The  Use  of  Discounting  in  Financial  Reporting  for  Monetary  Items  with  Uncertain  Terms  Other  Than  Those  Cov- 
ered by  Existing  Authoritative  Literature 

Accounting  for  Developmental  and  Preoperating  Cost,  Purchases  and  Exchanges  of  Take-Off  and  Landing  Slots, 
and  Airframe  Modifications 

Financial  Accounting  and  Reporting  by  Providers  of  Prepaid  Health  Care  Service 

Auditor's  Reports  in  Audits  of  State  and  Local  Governmental  Units 

Report  on  the  Internal  Control  Structure  in  Audits  of  Investment  Companies 

Financial  Reporting  by  Entities  in  Reorganization  Under  the  Bankruptcy  Code 

Financial  Accounting  and  Reporting  by  Continuing  Care  Retirement  Communities 

Software  Revenue  Recognition 

Accounting  for  Real  Estate  Syndication  Income 

Accounting  for  Foreclosed  Assets 

Accounting  for  Foreign  Property  and  Liability  Reinsurance 

Accounting  and  Reporting  by  Health  and  Welfare  Benefit  Plans 

Financial  Accounting  and  Reporting  for  High-Yield  Debt  Securities  by  Investment  Companies 

Determination,  Disclosure,  and  Financial  Statement  Presentation  of  Income,  Capital  Gain,  and  Return  of  Capital 
Distributions  by  Investment  Companies 

Rescission  of  Accounting  Principles  Board  Statements 

Foreign  Currency  Accounting  and  Financial  Statement  Presentation  for  Investment  Companies 


Outstanding  Exposure  Drafts  Issued  by  the  Accounting  Standards  Execu- 
tive Committee 

— Insurance  Agents  and  Brokers 

— Proposed  Statement  of  Position:  Reporting  on  Advertising  Costs 

— Proposed  Statement  of  Position:  Accounting  for  the  Results  of  Operations  of  Fore- 
closed Assets  Held  for  Sale 

—Proposed  Statement  of  Position:  Employers'  Accounting  for  Employee  Stock  Own- 
ership Plans 

— Proposed  Statement  of  Position:  Disclosure  of  Certain  Significant  Risks  and  Un- 
certainties and  Financial  Flexibility 

— Proposed  Statement  of  Position:  The  Application  of  the  Requirements  of  Account- 
ing Research  Bulletins,  Opinions  of  the  Accounting  Principles  Board,  and  State- 
ments and  Interpretations  of  the  Financial  Accounting  Standards  Board  to  Not- 
For-Profit  Organizations 
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— Proposed  Statement  of  Position:  Reporting  of  Related  Entities  by  Not-For-Profit 
Organizations 

— Proposed  Statement  of  Position:  Determination,  Disclosure,  and  Financial  State- 
ment Presentation  of  Income,  Capital  Gain,  and  Return  of  Capital  Distributions 
by  Investment  Companies 

— The  Application  of  the  Requirements  of  Accounting  Research  Bulletins,  Opinions 
of  the  Accounting  Principles  Board,  and  Statements  and  Interpretations  of  the  Fi- 
nancial Accounting  Standards  Board  to  Not-For-Profit  Organizations 

— Reporting  of  Related  Entities  by  Not-For-Profit  Organizations 

Practice  Bulletins 


No. 


Title 


1 
2 
3 
4 
5 
6 
7 
8 
9 
10 


Purpose  and  Scope  of  SEC  Practice  Bulletins  and  Procedures  for  Issuance 
Elimination  of  Profits  Resulting  from  Intercompany  Transfers  of  UFO  Inventories 

Prepayments  Into  the  Secondary  Reserve  of  the  FSLIC  and  Contingencies  Related  to  Other  Obligations  of  FSUC 
Accounting  for  Foreign  Debt/Equity  Swap 
Income  Recognition  on  Loans  to  Financially  Troubled  Countries 
Amortization  of  Discounts  on  Certain  Acquired  Loans 

Criteria  for  Determining  Whether  Collateral  for  a  Loan  Has  Been  In-Substance  Foreclosed 
Implementation  of  FASB  Statement 
Disclosures  of  Fronting  Arrangements  by  Fronting  Companies 

Amendment  to  Practice  Bulletin  7,  "Criteria  for  Determining  Whether  Collateral  for  a  Loan  Has  Been  In-Substance 
Foreclosed" 


Pronouncements  Affecting  Monitoring  and  Disciplinary  Mechanisms 

Plan  to  Restructure  Professional  Standards 

In  mail  balloting  that  ended  on  January  12,  1988,  the  AICPA  membership  over- 
whelmingly approved  the  following  six  proposals  set  forth  in  the  "Plan  to  Restruc- 
ture Professional  Standards": 

— Proposal  No.  1 — To  update  the  existing  rules  of  conduct  with  a  Code  of  Profes- 
sional Ethics  consisting  of  principles  and  rules. 
— Proposal  No.  2 — To  adopt  as  a  membership  requirement  a  practice-monitoring 

program  for  members  in  public  practice. 
— Proposal  No.  3 — To  restructure  the  Joint  Trial  Board  to  promote  uniformity  of 

findings  and  reduce  duplication  of  enforcement  procedures. 
— Proposal  No.  4 — To  adopt  as  a  membership  requirement  continuing  professional 

education  for  members  in  public  practice. 
— Proposal  No.  5 — To  adopt  as  a  membership  requirement  continuing  professional 

education  for  members  not  in  public  practice. 
— Proposal  No.  6 — To  adopt  as  an  admission  requirement  that,  after  the  year  2000, 
applicants  for  AICPA  membership  must  have  at  least  150  collegiate-level  semes- 
ter hours  including  a  bachelor's  degree  or  its  equivalent. 

In  mail  balloting  that  ended  on  January  8,  1990,  the  AICPA  membership  ap- 
proved a  proposal  that  provides  that  members  engaged  in  the  practice  of  public  ac- 
counting with  a  firm  that  audits  one  or  more  SEC  clients  may  retain  their  AICPA 
membership  only  if  that  firm  is  a  member  of  the  SEC  Practice  Section. 
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Organizational  Structure  and  Functions  of  the  SEC  Practice  Section 

Source  of  Authority 

.01  The  section  was  established  by  a  resolution  of  the  Council  of  the  AICPA  adopted 
on  September  17,  1977. 

Name 

.02  The  name  of  the  section  shall  be  the  "SEC  Practice  Section"  of  the  AICPA  Divi- 
sion for  CPA  Firms. 

Objectives 

.03  The  objectives  of  the  section  shall  be  to  achieve  the  following: 

a.  Improve  the  quality  of  practice  by  CPA  firms  before  the  Securities  and  Ex- 
change Commission  through  the  establishment  of  practice  requirements  for 
member  firms. 

b.  Establish  and  maintain  an  effective  system  of  self-regulation  of  member  firms 
by  means  of  mandatory  peer  reviews,  required  maintenance  of  appropriate 
quality  controls,  and  the  imposition  of  sanctions  for  failure  to  meet  member- 
ship requirements. 

c.  Enhance  the  effectiveness  of  the  section's  regulatory  system  through  the  mon- 
itoring and  evaluation  activities  of  an  independent  oversight  board  composed 
of  public  members. 

d.  Provide  a  forum  for  development  of  technical  information  relating  to  SEC 
practice. 

Membership 

Eligibility  and  Admission  of  Members 

.04  All  CPA  firms  are  eligible  for  membership  in  the  section  even  though  they  do 
not  practice  before  the  SEC.  Membership  in  the  section  shall  not  constitute 
membership  in  the  AICPA  nor  entitle  any  member  firm  to  any  of  the  rights  or 
privileges  of  membership  in  the  AICPA.  To  become  a  member,  a  firm  must  sub- 
mit to  the  section  a  written  application  agreeing  to  abide  by  all  of  the  require- 
ments for  membership.  The  application  must  be  accompanied  by  firm  informa- 
tion for  the  most  recent  full  fiscal  year  as  described  under  §  1000.08g. 

.05  The  membership  of  the  section  shall  consist  of  all  firms  which  meet  with  the 
admission  requirements  and  continue  to  maintain  their  membership  in  good 
standing. 

Termination  and  Reinstatement  of  Members 

.06  Membership  of  a  CPA  firm  may  be  terminated — 

a.  By  submission  of  a  resignation,  provided  the  firm  is  not  the  subject  of  a  pend- 
ing investigation  or  recommendation  of  the  peer  review  committee  for  sanc- 
tions (see  Appendix  B,  SECPS  §  1000.36)  or  other  disciplinary  action  by  the 
executive  committee  or  under  review  by  the  public  oversight  board. 

b.  By  action  of  the  executive  committee  for  failure  to  adhere  to  the  requirements 
of  membership.  (See  Appendix  F,  SECPS  §  1000.40  and  Appendix  G,  SECPS 
§1000.41.) 

.07  Membership  of  a  terminated  CPA  firm  may  be  reinstated — 

a.  By  complying  with  the  admission  requirements  for  new  members  if  termi- 
nation occurred  by  resignation.  (See  Appendix  C,  SECPS  §  1000.37.) 

b.  By  complying  with  the  admission  requirements  for  new  members  and  obtain- 
ing the  approval  of  the  executive  committee  if  termination  was  imposed  as  a 
sanction. 

Requirements  of  Members 

.08  Member  firms  shall  be  obligated  to  abide  by  the  following: 

a.  Ensure  that  a  majority  of  members  of  the  firm  (that  is,  proprietors,  sharehold- 
ers, or  partners)  are  CPAs,  that  the  firm  can  legally  engage  in  the  practice 
of  public  accounting,  and  that  each  member  of  the  firm  residing  in  the  United 
States  and  eligible  Tor  AICPA  membership  is  a  member  of  the  AICPA. 

b.  Adhere  to  quality  control  standards  established  by  the  AICPA. 

c.  Submit  to  and  pay  for  peer  reviews  of  the  firm's  accounting  and  auditing  prac- 
tice every  three  years  or  at  such  additional  times  as  designated  by  the  execu- 
tive committee,  the  reviews  to  be  conducted  in  accordance  with  review  stand- 
ards established  by  the  section's  peer  review  committee.  (See  Appendix  C, 
SECPS  §  1000.37  and  Appendix  G,  SECPS  §  1000.41.) 
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d.  Ensure  that  all  professionals  in  the  firm  residing  in  the  United  States,  includ- 
ing CPAs  and  non-CPAs,  take  part  in  qualifying  continuing  professional  edu- 
cation as  follows: 1 

(1)  Participate  in  at  least  120  hours  every  three  years,  but  not  less  than 
20  hours  every  year,  or 

(2)  Comply  with  mandatory  continuing  professional  education  require- 
ments for  State  licensing  or  for  State  CPA  society  membership,  provided  such 
State  or  society  requirements  require  an  average  of  40  hours  per  year  of  con- 
tinuing professional  education  for  each  reporting  period,  and  provided  each 
professional  in  the  firm  participates  in  at  least  20  hours  every  year. 

e.  Assign  a  new  audit  partner  to  be  in  charge  of  each  SEC  engagement  that  has 
had  another  audit  partner-in-charge  for  a  period  of  seven  consecutive  years,2 
and  prohibit  such  incumbent  partner  from  returning  to  in-charge  status  on 
the  engagement  for  a  minimum  of  two  years  except  as  follows:3 

(1)  This  requirement  does  not  apply  to  member  firms  that  have  less  than 
five  SEC  audit  clients  and  less  than  ten  partners. 

(2)  An  audit  partner  who  has  been  the  audit  partner-in-charge  of  an  SEC 
audit  client  for  seven  consecutive  years  may  continue  to  serve  in  that  capacity 
for  audits  for  periods  ending  within  two  years  from  the  date  the  firm  becomes 
a  member,  or  within  two  years  from  the  date  the  firm  no  longer  qualifies  for 
the  exemption  in  (1)  above,  whichever  is  later. 

(3)  An  application  for  relief  is  granted  by  the  peer  review  committee  on  the 
basis  of  unusual  circumstances. 

f.  Establish  policies  and  procedures  that  meet  the  requirements  set  forth  in  Ap- 

pendix E,  SECPS  §  1000.39,  for  a  concurring  review  of  the  audit  report  and 
the  financial  statements  by  a  partner  other  than  the  audit  partner-in-charge 
of  an  SEC  engagement  before  issuance  of  an  audit  report  on  the  financial 
statements  of  an  SEC  engagement  and  before  the  reissuance  of  such  an  audit 
report  where  the  performance  of  subsequent  events  procedures  is  required  by 
professional  standards.4  The  peer  review  committee  may  authorize  alternative 
procedures  where  this  requirement  cannot  be  met  because  of  the  size  of  the 
member  firm. 

g.  File  with  the  section  for  each  fiscal  year  of  the  United  States  firm  (covering 
offices  maintained  in  the  United  States  and  its  territories)  the  following  infor- 
mation, within  ninety  days  of  the  end  of  such  fiscal  year,  to  be  open  to  public 
inspection: 

(1)  Form  of  business  entity  (for  example,  partnership  or  corporation) 

(2)  Name  of  (a)  managing  partner  or  equivalent  and  (b)  person  to  contact 
at  the  firm  concerning  Division  membership  and  other  matters 

(3)  Number  and  location  of  offices 

(4)  Month  in  which  the  firm's  (a)  fiscal  year  ends,  and  (b)  "educational 
year''  ends  5 

(5)  Total  number  of  (a)  partners  and  non-CPAs  with  parallel  status,  and 
(b)  partners  that  are  CPAs 

(6)  Total  number  of  CPAs  (including  partners) 

(7)  Total  number  of  professional  staff  (including  partners) 

(8)  Total  number  of  personnel  (including  item  5,  above) 

(9)  Number  of  SEC  clients  for  which  the  firm  is  principal  auditor-of-record; 
for  this  purpose,  series  of  unit  investment  trusts  and  series  of  limited  part- 
nerships sponsored  by  the  same  entity  shall  be  treated  as  one  SEC  client 

(10)  A  statement  indicating  that  the  firm  has  complied  with  AICPA  and 
SEC  independence  requirements 

(11)  Disclosure  regarding  pending  litigation  as  required  under  generally  ac- 
cepted accounting  principles  and  indicating  whether  such  pending  litigation 


xSee  SECPS  §8000  for  additional  information  about  the  continuing  professional  education  re- 
quirement and  the  manner  in  which  compliance  is  to  be  measured. 

2See  Appendix  D,  SECPS  §1000.38,  "Definition  of  an  SEC  Engagement,"  for  purposes  of  de- 
termining compliance  with  the  membership  requirements  of  SECPS  §1000.08e,  f,  g,  h,  i  and  k. 

3  When  an  existing  audit  engagement  becomes  an  SEC  engagement,  time  served  as  audit  part- 
ner-in-charge of  the  engagement  before  it  became  an  SEC  engagement  is  to  be  considered  in 
applying  the  seven-year  partner  rotation  requirement.  However,  the  incumbent  partner  may 
serve  as  audit  partner-in-charge  of  the  engagement  for  two  consecutive  annual  examinations 
subsequent  to  the  date  that  the  engagement  became  an  SEC  engagement. 

4  Effective  for  audits  of  financial  statements  of  SEC  clients  for  periods  ending  after  the  date 
the  firm  becomes  a  member  and  for  reports  that  are  reissued  after  that  date. 

"The  annual  report  should  disclose  the  member  firm's  educational  year,  if  different  from  its 
fiscal  year,  and  any  change  in  the  educational  year.  (See  SECPS  §8000.03.) 
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is  expected  to  have  a  material  effect  on  the  firm's  financial  condition  or  its 
ability  to  serve  clients 

(12)  Gross  fees  for  accounting  and  auditing,  tax,  MAS  from  SEC  audit  cli- 
ents, and  MAS  from  all  other  clients,  expressed  as  a  percentage  of  total  gross 
fees 

(13)  Gross  fees  for  MAS,  tax,  and  accounting  and  auditing  services  per- 
formed for  SEC  audit  clients,  expressed  as  a  percentage  of  total  fees  charged 
to  all  SEC  audit  clients,  and  the  number  of  clients  that  receive  each  such  type 
of  service 

(14)  Names  of  firms  merged  or  acquired  during  the  year  and  included  in 
year-end  numbers  reported  above  and  the  number  of  offices,  accounting  and 
auditing  personnel,  and  SEC  clients  of  the  acquired  firm  that  were: 

(i)  Combined  with  practice  units  of  the  acquiring  firm,  or 

(ii)  Continued  as  separate  practice  units  in  the  combined  firm. 

(15)  Fees  for  MAS  services  performed  for  SEC  audit  clients,  expressed  as  a 
percentage  of  audit  fees  charged  to  such  SEC  clients,  prepared  in  the  follow- 
ing manner: 


Range  of  MAS  Fees  to  Audit  Few  for  SEC  Audit  Clients 


0  percent 

1-25  percent 

26-50  percent 

51-100  percent 

Over  100  percent  

Total  number  of  SEC  audit  clients 


Number  of  SEC  Audit  Clients 


The  total  number  of  SEC  audit  clients  reported  in  this  summary  shall 
agree  with  the  number  reported  pursuant  to  the  requirements  of  SECPS 
§  1000.08g(9).  The  firm  shall  also  report  how  many  of  the  number  of  SEC 
audit  clients  included  in  the  "over  100  percent"  category  fell  into  that  cat- 
egory for  three  consecutive  years,  including  the  current  year. 
Adhere  to  the  portions  of  the  AICPA  Code  of  Professional  Conduct  and  the 
Statement  on  Standards  for  Consulting  Services  dealing  with  independence  in 
performing  management  advisory  services  for  SEC  audit  clients.  Refrain  from 
performing  for  such  clients  services  that  are  inconsistent  with  the  firm's  re- 
sponsibilities to  the  public  or  that  consist  of  the  following  types  of  services: 

(1)  Psychological  testing 

(2)  Public  opinion  polls 

(3)  Merger  and  acquisition  assistance  for  a  finder's  fee 

(4)  Executive  recruitment  as  described  in  Appendix  A,  SECPS  §  1000.35 

(5)  Actuarial  services  to  insurance  companies  as  described  in  Appendix  A, 
SECPS  §  1000.35 

Report  annually  to  the  audit  committee  or  board  of  directors  (or  its  equivalent 
in  a  partnership)  of  each  SEC  audit  client  on  the  total  fees  received  from  the 
client  for  management  advisory  services  during  the  year  under  audit  and  a 
description  of  the  types  of  such  services  rendered.6 

Pay  dues  as  established  by  the  executive  committee  (see  Appendix  J,  SECPS 
§  1000.44)  and  comply  with  the  rules  and  regulations  of  the  section,  as  estab- 
lished from  time  to  time  by  the  executive  committee,  and  with  the  decisions 
of  the  executive  committee  in  respect  of  matters  within  its  competence;  in 
connection  with  their  duties,  including  disciplinary  proceedings,  cooperate 
with  the  peer  review  committee  and  the  quality  control  inquiry  committee  es- 
tablished by  resolution  of  the  executive  committee;7  and  comply  with  any 
sanction  that  may  be  imposed  by  the  executive  committee  (see  Appendix  B, 
SECPS  §  1000.36). 
.  Report  to  the  quality  control  inquiry  committee  (QCIC)  any  litigation  (includ- 
ing criminal  indictments)  against  the  firm  or  its  personnel  or  any  proceeding 
or  investigation  publicly  announced  by  a  regulatory  agency  that  alleges  defi- 
ciencies in  the  conduct  of  an  audit  of  the  financial  statements  or  reporting 


8  Effective  for  audits  of  financial  statements  of  SEC  clients  for  periods  ending  after  the  date 
the  firm  becomes  a  member. 

'See  SECPS  §7000  for  a  description  of  the  objectives,  organization,  and  operations  of  the 
quality  control  inquiry  committee. 
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thereof  a  present  or  former  SEC  client.8  Such  reports  shall  also  include  any 
allegations  made  in  such  formal  litigation,  proceeding,  or  investigation  that 
a  member  firm  or  its  personnel  have  violated  the  Federal  securities  laws  in 
connection  with  services  other  than  audit  services.  All  reports  of  litigation, 
proceedings  or  investigations  to  the  QCIC  shall  be  made  within  thirty  days 
of  service  on  the  firm  or  its  personnel  of  the  first  pleading  in  the  matter.  With 
respect  to  matters  previously  reported  pursuant  to  this  membership  require- 
ment, member  firms  shall  report  to  the  committee  additional  litigation,  pro- 
ceedings or  investigations,  settlements,  court  decisions  on  substantive  issues, 
and  the  filing  of  appeals  within  thirty  days  of  their  occurrence. 

1.  Communicate  through  a  written  statement  to  all  professional  firm  personnel 
the  broad  principles  that  influence  the  firm's  quality  control  and  operating 
policies  and  procedures  on,  as  a  minimum,  matters  related  to  the  rec- 
ommendation and  approval  of  accounting  principles,  present  and  potential  cli- 
ent relationships,  and  the  types  of  services  provided,  and  inform  professional 
firm  personnel  periodically  that  compliance  with  those  principles  is  manda- 
tory.   (Appendix  H,  SECPS  §  1000.42  is  an  illustration  of  such  a  statement.) 

m.  When  the  member  firm  has  been  the  auditor  for  an  SEC  registrant  (as  de- 
fined in  Appendix  D,  SECPS  §  1000.38)  and  has  resigned,  declined  to  stand 
for  re-election  or  been  dismissed,  report  the  fact  that  the  client-auditor  rela- 
tionship has  ceased  directly  in  writing  to  the  former  SEC  client,  with  a  simul- 
taneous copy  to  the  office  of  the  Chief  Accountant  of  the  Securities  and  Ex- 
change Commission.10  Such  report  shall  be  sent  to  the  former  SEC  client  and 
to  the  office  of  the  Chief  Accountant  by  the  end  of  the  fifth  business  day  fol- 
lowing the  member  firm's  determination  that  the  client-auditor  relationship 
has  ended,  irrespective  of  whether  or  not  the  registrant  has  reported  the 
change  in  auditors  in  a  timely  filed  Form  8-K. 

Governing  Bodies 

.09  The  activities  of  the  section  shall  be  governed  by  an  executive  committee  having 
senior  status  within  the  AICPA  with  authority  to  carry  out  the  activities  of  the 
section.  Such  activities  shall  not  conflict  with  the  policies  and  standards  of  the 
AICPA.  All  activities  of  the  section  shall  be  subject  to  oversight  and  public  re- 
porting thereon  by  a  public  oversight  board. 

Executive  Committee 

Composition  and  Terms 

.10  The  executive  committee  shall  be  composed  of  representatives  of  at  least  21 

member  firms. 
.11  The  terms  of  executive  committee  members  shall  be  for  three  years,  with  initial 

staggered  terms  to  provide  for  seven  expirations  each  year. 
.12  Executive  committee  members  shall  continue  in  office  until  their  successors 

have  been  appointed. 

Appointment 

.13  Members  of  the  executive  committee  shall  be  appointed  by  the  chairman  of  the 
AICPA  Board  of  Directors  with  the  approval  of  the  board  and  the  concurrence 
of  the  executive  committee.  Appointments  shall  give  appropriate  recognition  to 
the  focus  of  the  section  on  practice  before  the  Securities  and  Exchange  Commis- 
sion. 

Election  of  Chairman 

.14  The  chairman  of  the  executive  committee  shall  be  elected  from  among  its  mem- 
bers to  serve  at  the  pleasure  of  the  executive  committee  but  in  no  event  for 
more  than  three  one-year  terms. 

Responsibilities  and  Functions 

.15  The  executive  committee  shall — 

a.  Establish  general  policies  for  the  section  and  oversee  its  activities. 

b.  Amend  requirements  for  membership  as  necessary,  but  in  no  event  shall  such 
requirements  be  designed  so  as  to  unreasonably  preclude  membership  by  any 
CPA  firm. 


•New  member  firms  shall  report  within  thirty  days  of  joining  the  section  such  litigation,  pro- 
ceedings or  investigations,  as  defined,  as  may  have  been  filed  or  announced  within  the  three- 
year  period  preceding  the  firm's  admission  to  the  section. 

'Firms  that  become  members  of  the  section  shall  prepare  and  issue  such  a  statement  within 
six  months  of  joining  the  section. 

10  See  Appendix  I,  SECPS  §  1000.43,  for  standard  form  of  such  report 
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c.  Establish  budgets  and  dues  requirements  to  fund  activities  of  the  section  not 
provided  for  in  the  AICPA  general  budget.  Such  dues  shall  be  scaled  in  pro- 
portion to  the  size  of  member  firms. 

d.  Determine  sanctions  to  be  imposed  on  member  firms  for  failure  to  comply 
with  the  section's  membership  requirements,  ordinarily  through  the  appoint- 
ment of  hearing  and  appeals  panels. 

e.  Receive,  evaluate,  and  act  upon  other  complaints  received  with  respect  to  ac- 
tions of  member  firms. 

f.  Establish  the  initial  public  oversight  board  with  the  approval  of  the  AICPA 

Board  of  Directors. 

g.  Appoint  persons  to  serve  on  such  committees  and  task  forces  as  necessary  to 
carry  out  its  functions. 

h.  Make  recommendations  to  other  AICPA  boards  and  committees  for  their  con- 
sideration, 
i.  Consult  from  time  to  time  with  the  public  oversight  board. 

Quorum,  Voting,  Meetings,  and  Attendance 

.16  A  majority  of  the  members  of  the  executive  committee  or  their  designated  alter- 
nates must  be  present  to  constitute  a  quorum. 

.17  Affirmative  votes  of  a  majority  of  the  members  of  the  executive  committee  shall 
be  required  for  action  on  all  matters. 

.18  Meetings  of  the  executive  committee  shall  be  held  at  such  times  and  places  as 
determined  by  the  chairman. 

.19  Representatives  of  member  firms  of  the  section  may  attend  meetings  of  the  ex- 
ecutive committee  as  observers  under  rules  established  by  the  executive  com- 
mittee. Such  attendance  will  not  be  permitted  when  the  committee  is  consider- 
ing disciplinary  matters. 

.20  Determinations  of  hearing  and  appeals  panels  with  respect  to  the  imposition  of 
sanctions  on  member  firms  will  be  decided  by  majority  vote  of  the  members  of 
such  panels,  in  accordance  with  the  Rules  of  Procedure  established  for  such  pro- 
ceedings. 

Public  Oversight  Board 

Size,  Appointment,  Removal,  and  Compensation 

.21  The  public  oversight  board  shall  consist  of  five  members.  Members  of  such 
board  shall  be  drawn  from  among  prominent  individuals  of  high  integrity  and 
reputation,  including,  but  not  limited  to,  former  public  officials,  lawyers,  bank- 
ers, securities  industry  executives,  educators,  economists,  and  business  execu- 
tives. 

.22  The  public  oversight  board  shall  appoint,  remove,  and  set  the  terms  and  com- 
pensation of  its  members  and  select  its  chairman.  However,  such  board  shall 
automatically  terminate  in  the  event  of  the  termination  of  the  SEC  practice  sec- 
tion of  the  AICPA  Division  for  CPA  Firms. 

Responsibilities  and  Functions 

.23  The  public  oversight  board  shall — 

a.  Monitor  and  evaluate  the  activities  of  the  peer  review  and  executive  commit- 
tees to  assure  their  effectiveness. 

b.  Determine  that  the  peer  review  committee  is  ascertaining  that  firms  are  tak- 
ing appropriate  action  as  a  result  of  peer  reviews. 

c.  Conduct  continuing  oversight  of  all  other  activities  of  the  section. 

d.  Make  recommendations  to  the  executive  committee  for  improvements  in  the 
operations  of  the  section. 

e.  Publish  an  annual  report  and  such  other  reports  as  may  be  deemed  necessary 
with  respect  to  its  activities. 

f.  Engage  staff  to  assist  in  carrying  out  its  functions. 

g.  Have  the  right  for  any  or  all  of  its  members  to  attend  any  meetings  of  the 
executive  committee. 

Peer  Reviews 

Review  Requirements 

.24  Peer  reviews  of  member  firms  shall  be  conducted  every  three  years  or  at  such 

additional  times  as  designated  by  the  executive  committee.  (See  Appendix  C, 

SECPS  §  1000.37.) 
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Peer  Review  Committee 

Composition  and  Appointment 

.25  The  peer  review  committee  shall  be  a  continuing  committee  appointed  by  the 
executive  committee  and  shall  consist  of  not  less  than  15  individuals  selected 
from  member  firms. 

Responsibilities  and  Functions 

.26  The  peer  review  committee  shall — 

a.  Administer  the  program  of  peer  reviews  for  member  firms. 

b.  Establish  standards  for  conducting  reviews. 

c.  Establish  standards  for  reports  on  peer  reviews  and  publication  of  such  re- 
ports. 

d.  Request  the  chairman  of  the  executive  committee  to  appoint  a  hearing  panel 
when  it  is  believed  sanctions  should  be  imposed  on  a  member  firm  for  failure 
to  comply  with  membership  requirements. 

e.  Consult  from  time  to  time  with  the  public  oversight  board. 

f.  Keep  appropriate  records  of  peer  reviews  that  have  been  conducted. 

Peer  Review  Objectives 

.27  The  objectives  of  peer  reviews  shall  be  to  determine  that — 

a.  Member  firms,  as  distinguished  from  individuals,  are  maintaining  and  apply- 
ing quality  controls  in  accordance  with  standards  established  by  the  AICPA. 
Reviews  for  this  purpose  shall  include  a  review  of  working  papers  rather  than 
specific  "cases."  (The  existence  of  "cases"  in  a  firm  might  raise  questions  con- 
cerning its  quality  controls.) 

b.  By  reviewing  the  procedures  of  member  firms,  appropriate  steps  are  being 
taken  to  gain  proper  assurance  about  the  quality  of  work  done  on  those  por- 
tions of  audits  performed  in  other  countries. 

c.  Member  firms  are  meeting  membership  requirements. 

Sanctions  Against  Firms 

Authority  to  Impose  Sanctions 

.28  The  executive  committee  shall  have  the  authority  to  impose  sanctions  on  mem- 
ber firms.  Ordinarily  such  sanctions  shall  be  determined  by  hearing  and  ap- 
peals panels  operating  under  Rules  of  Procedure  designed  to  assure  due  process 
to  firms  subject  to  such  proceedings.  (See  Appendix  B,  SECPS  §  1000.36.) 

Types  of  Sanctions 

.29  The  following  types  of  sanctions  may  be  imposed  on  member  firms  for  failure 
to  maintain  compliance  with  the  requirements  for  membership: 

a.  Require  corrective  measures  by  the  firm,  including  consideration  by  the  firm 
of  appropriate  actions  with  respect  to  individual  firm  personnel 

b.  Additional  requirements  for  continuing  professional  education 

c.  Accelerated  or  special  peer  reviews 

d.  Admonishments,  censures,  or  reprimands 

e.  Monetary  fines 

f.  Suspension  from  membership 

g.  Expulsion  from  membership 

Financing  and  Staffing  of  Section 

Section  Staff  and  Meeting  Costs 

.30  The  president  of  the  AICPA  shall  appoint  a  staff  director  and  assign  such  other 

staff  as  may  be  required  by  the  section. 
.31  The  cost  of  the  section  staff  and  normal  meeting  costs  shall  be  paid  out  of  the 

general  budget  of  the  AICPA. 

Public  Oversight  Board  and  Special  Projects 

.32  The  costs  of  the  public  oversight  board  and  its  staff  shall  be  paid  out  of  the  dues 

of  the  section. 
.33  The  cost  of  special  projects  shall  be  paid  out  of  the  dues  of  the  section. 

Relationship  to  Other  AICPA  Segments 

.34  Nothing  in  the  organizational  structure  and  functions  of  this  section  shall  be 
construed  as  taking  the  place  of  or  changing  the  operations  of  existing  senior 
committees  of  the  AICPA  or  the  status  of  individual  CPAs  as  members  of  the 
AICPA. 
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.35  APPENDIX  A— Executive  Recruiting  and  Insurance  Actuarial  Services 
Executive  Recruiting  Services 

1.  The  hiring  of  persons  for  managerial,  executive,  or  director  positions  is  a  func- 
tion that  is  properly  the  client's  responsibility.  Accordingly,  the  member  firm's 
role  in  this  function  should  be  limited.  In  serving  an  audit  client  as  defined  in 
Appendix  D,  SECPS  §  1000.38  (including  subsidiaries  and  affiliates  of  such  cli- 
ents), a  member  firm  should  not — 

a.  Accept  an  engagement  to  search  for,  or  seek  out,  prospective  candidates  for 
managerial,  executive,  or  director  positions  with  its  audit  clients.  This  would 
not  preclude  giving  the  name  of  a  prospective  candidate  known  to  someone 
in  the  member  firm,  provided  such  knowledge  was  not  obtained  as  a  result 
of  the  performance  of  executive  recruiting  services  for  another  client. 

b.  Engage  in  psychological  testing,  other  formal  testing  or  evaluation  programs, 
or  undertake  reference  checks  of  prospective  candidates  for  an  executive  or 
director  position. 

c.  Act  as  a  negotiator  on  the  client's  behalf;  for  example,  in  detennining  position, 
status  or  title,  compensation,  fringe  benefits,  or  other  conditions  of  employ- 
ment. 

d.  Recommend  or  advise  the  client  to  hire  a  specific  candidate  for  a  specific  job. 
However,  a  member  firm  may,  upon  request  by  the  client,  interview  can- 
didates and  advise  the  client  on  the  candidate's  competence  for  financial,  ac- 
counting, administrative,  or  control  positions. 

2.  When  a  client  seeks  to  fill  a  position  within  its  organization  that  is  related  to 
its  system  of  accounting,  financial,  or  administrative  controls,  the  client  will  fre- 
quently approach  employees  of  the  member  firm  directly  as  candidates  or  seek 
referral  of  the  member  firm's  employees  who  may  be  considering  employment 
outside  of  the  profession.  Such  employment  from  time  to  time  is  an  inevitable 
consequence  of  the  training  and  experience  that  the  public  accounting  profes- 
sion provides  to  its  staff,  is  beneficial  to  all  concerned,  including  society  in  gen- 
eral, and  therefore  is  not  proscribed. 

Insurance  Actuarial  Services 

3.  Actuarial  skills  are  both  accounting  and  auditing  related.  The  bodies  of  knowl- 
edge supporting  the  actuarial  and  accounting  professions  have  a  substantial  de- 
gree of  overlap.  Both  professions  involve  the  analysis  of  various  factors  of  time, 
probability,  and  economics  and  the  quantification  of  such  analysis  in  financial 
terms.  The  results  of  their  work  are  significantly  interrelated.  The  professions 
are  logical  extensions  of  each  other;  indeed,  they  have  been  practiced  jointly  for 
many  years  and  even  shared  the  same  professional  society  in  Scotland  prior  to 
their  becoming  established  in  the  United  States. 

4.  The  work  of  actuarial  specialists  generally  is  necessary  to  obtain  audit  satisfac- 
tion in  support  of  insurance  policy  and  loss  reserves.  To  assist  them  in  meeting 
their  audit  responsibilities,  a  number  of  CPA  firms  have  hired  qualified  actuar- 
ies of  their  own. 

5.  The  actuarial  function  is  basic  to  the  operation  and  management  of  an  insur- 
ance company.  Management's  responsibility  for  this  function  cannot  be  assumed 
by  the  CPA  firm  without  jeopardizing  the  CPA  firm's  independence.  Because  of 
the  special  significance  of  a  CPA  firm  s  appearance  of  independence  when  audit- 
ing publicly  held  insurance  companies — 

a.  The  CPA  firm  should  not  render  actuarially  oriented  advisory  services  involv- 
ing the  determination  of  policy  reserves  and  related  accounts  to  its  audit  cli- 
ents unless  such  clients  use  their  own  actuaries  or  third-party  actuaries  to 
provide  management  with  the  primary  actuarial  capabilities.  This  does  not 
preclude  the  use  of  the  CPA  firm's  actuarial  staff  in  connection  with  the  au- 
diting of  such  reserves. 

b.  Whenever  the  CPA  firm  renders  actuarially  oriented  advisory  services,  it 
must  satisfy  itself  that  it  is  acting  in  an  advisory  capacity  and  that  the  re- 
sponsibility for  any  significant  actuarial  methods  and  assumptions  is  accepted 
by  the  client. 

c.  The  CPA  firm  should  not  render  actuarially  oriented  advisory  services  when 
the  CPA  firm's  involvement  is  continuous  because  such  a  relationship  might 
be  perceived  as  an  engagement  to  perform  a  management  function. 

6.  Subject  to  the  above  limitations,  it  is  appropriate  for  the  CPA  firm  to  render 
certain  actuarially  oriented  advisory  services  to  its  audit  clients.  Such  services 
include — 
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a.  Assisting  management  to  develop  appropriate  methods,  assumptions,  and 
amounts  for  policy  and  loss  reserves  and  other  actuarial  items  presented  in 
financial  reports  based  on  the  company's  historical  experience,  current  prac- 
tice, and  future  plans. 

b.  Assisting  management  in  the  conversion  of  financial  statements  from  a  statu- 
tory basis  to  one  conforming  with  generally  accepted  accounting  principles. 

c.  Analyzing  actuarial  considerations  and  alternatives  in  Federal  income  tax 
planning. 

d.  Assisting  management  in  the  financial  analyses  of  various  matters  such  as 
proposed  new  policies,  new  markets,  business  acquisitions,  and  reinsurance 
needs. 

.36  APPENDIX  B — Statement  of  Policy  on  the  Imposition  of  Sanctions 

1.  This  statement  of  policy  outlines  the  circumstances  in  which  the  executive  com- 
mittee, either  on  its  own  initiative  or  on  the  basis  of  recommendations  of  the 
peer  review  committee  or  the  quality  control  inquiry  committee,  would  consider 
whether  to  impose  sanctions  publicly  on  member  firms  for  "failure  to  maintain 
compliance  with  the  requirements  for  membership"  pursuant  to  SECPS 
§  1000.28— .29  of  this  section.  Member  firms  and,  more  particularly,  firms  consid- 
ering membership  in  the  section  have  raised  questions  on  this  broad  matter. 
This  statement  oi  policy  responds  to  those  questions.  It  does  not  change  present 
practices. 

Present  Practices 

2.  Member  firms  are  required,  among  other  things,  to  establish  an  adequate  sys- 
tem of  quality  control  for  their  accounting  and  auditing  practice,  if  they  have 
not  already  done  so.  The  adequacy  of  that  system  and  compliance  by  the  firm 
with  the  system  and  with  the  other  membership  requirements  of  the  section  are 
tested  in  the  peer  review  process  and  in  certain  circumstances  may  be  further 
tested  through  procedures  followed  by  the  quality  control  inquiry  committee. 
Member  firms  are  required  to  cooperate  with  the  peer  review  committee  and 
with  the  quality  control  inquiry  committee,  which  includes  taking  corrective  ac- 
tions deemed  necessary  by  those  committees.  Such  corrective  actions  have  in- 
cluded and  will  continue  to  include  the  following  actions,  which  could  be  im- 
posed as  sanctions  pursuant  to  SECPS  §  1000.28-.29  of  the  organizational  struc- 
ture and  functions  document: 

a.  Requiring  corrective  measures  by  the  firm,  including  consideration  by  the 
firm  of  appropriate  actions  with  respect  to  individual  firm  personnel 

b.  Additional  requirements  for  continuing  professional  education 

c.  Accelerated  or  special  peer  review 

3.  When  firms  agree  to  take  such  actions,  no  hearings  are  necessary  under  the  sec- 
tion's due  process  procedures  and  no  public  announcement  is  made  of  the  ac- 
tions agreed  to  by  the  firm.  (The  firm's  public  file  will,  however,  disclose  any 
conditions  agreed  to  in  connection  with  acceptance  by  the  peer  review  commit- 
tee of  a  peer  review  report.)  If  a  firm  believes  that  the  corrective  actions  deemed 
necessary  by  the  peer  review  or  quality  control  inquiry  committees  are  unrea- 
sonable, the  section's  due  process  procedures  are  available. 

Concerns  Underlying  Present  Practices 

4.  The  primary  objective  of  the  section  is  to  improve  quality,  a  future-oriented  ob- 
jective best  achieved  through  the  voluntary  cooperation  of  member  firms  in  un- 
dertaking corrective  action  when  deficiencies  are  found.  The  formal  and  public 
application  of  sanctions,  as  well  as  public  disclosure  of  matters  related  to  pend- 
ing litigation,  may  in  fact  inhibit  such  improvement.  For  example,  the  most  sig- 
nificant sanction  available  to  the  section  is  expulsion  from  membership,  which 
would  remove  the  firm  from  any  further  review  or  oversight. 

5.  Firms  are  held  accountable  for  specific  infractions  that  are  judged  to  have 
caused  harm  to  the  public  by  the  courts  and  regulatory  agencies  which,  having 
the  power  to  subpoena  documents  and  compel  testimony  From  all  involved  par- 
ties (not  just  the  CPA  firm),  are  in  the  best  position  to  determine  the  facts,  ob- 
serving due  process  to  protect  the  rights  of  the  parties,  to  determine  blame,  and 
to  assess  penalties.  The  imposition  of  sanctions  by  the  section  on  a  firm  in- 
volved in  pending  litigation  or  in  a  proceeding  or  investigation  by  a  regulatory 
agency  that  has  not  been  concluded  would  result  in  substantial  prejudice  to  the 
firm  or  its  personnel  and  would  abrogate  certain  of  the  rights  of  the  firm  and 
its  personnel  in  defending  themselves  in  such  litigation,  proceeding  or  investiga- 
tion. Any  sanctions  publicly  imposed  by  the  section  after  the  courts  or  regu- 


637 

latory  agencies  have  concluded  their  activity  would  generally  be  an  unnecessary 
duplication  made  long  after  a  useful  purpose  might  be  served. 

Circumstances  in  Which  the  Public  Imposition  of  Sanctions  Would  Be  Considered 

6.  The  executive  committee  will  consider  whether  to  impose  sanctions  publicly  on 
a  member  firm  only  in  the  following  circumstances: 

a.  When  a  firm  refuses  to  comply  with  a  decision  of  the  executive  committee  or 
to  cooperate — which  includes  taking  necessary  corrective  actions — with  the 
peer  review  committee  or  the  quality  control  inquiry  committee  in  connection 
with  their  duties.  Those  duties,  and  the  obligations  of  member  firms,  are  de- 
scribed in  the  documents  entitled  "Standards  for  Performing  and  Reporting 
on  Peer  Reviews"  (SECPS  §2000)  and  "Objectives,  Organization,  and  Oper- 
ations of  the  Quality  Control  Inquiry  Committee"  (SECPS  §  7000.) 

b.  When  the  results  of  a  peer  review  or  an  investigation  by  the  quality  control 
inquiry  committee  reveal  failures  to  comply  with  the  section's  membership  re- 
quirements for  which  corrective  action  would  be  an  inadequate  response.  Such 
a  determination  involves  both  qualitative  and  quantitative  judgments.  The 
fact  that  a  member  firm  received  an  adverse  report  on  its  peer  review  or  the 
fact  that  an  investigation  by  the  quality  control  inquiry  committee  identified 
one  or  more  significant  deficiencies  in  a  firm's  system  of  quality  control  or 
compliance  therewith  should  not,  in  and  of  itself,  cause  those  committees  to 
recommend  that  sanctions  be  publicly  imposed  on  the  firm. 

7.  Some  critics  have  asserted  that  the  public  imposition  of  sanctions  is  necessary 
to  achieve  credibility  for  the  section  and  its  programs.  The  executive  committee 
believes  that  view  is  based  on  a  misperception  of  the  objectives  of  the  section 
and  that  it  fails  to  consider  the  role  of  the  courts,  regulatory  agencies,  stand- 
ards setters  and  others  in  assuring  the  integrity  of  the  financial  reporting  proc- 
ess. The  SEC  practice  section  is  an  important  part,  but  only  a  part,  of  that  over- 
all effort.  Indeed,  the  effectiveness  of  the  section  is  demonstrated  by  the  fact 
that,  with  the  cooperation  of  its  member  firms,  it  has  secured  and  will  continue 
to  secure  improvements  in  the  quality  of  practice  without  the  need  to  resort  to 
public  sanctions. 

.37  APPENDIX  C— Timing  of  Peer  Reviews 

1.  The  executive  committee  has  determined  that  a  member  firm  must  have  its  ini- 
tial peer  review  completed  within  one  year  from  the  date  the  firm  joins  the  Sec- 
tion except  as  indicated  below: 

a.  If  the  firm  was  enrolled  in  either  the  AICPA  quality  review  program  or  the 
Private  Companies  Practice  Section  peer  review  program  prior  to  joining  the 
SECPS  and  did  not  have  a  review  under  that  other  program  ("the  previous 
program"),  its  initial  SECPS  peer  review  must  begin  by  the  date  set  under 
the  previous  program  or  ninety  days  after  joining  SECPS,  whichever  is  later. 

b.  If  a  firm  is  joining  the  Section  as  a  result  of  an  agreement  with  the  Securities 
and  Exchange  Commission  or  another  governmental  regulatory  body  involv- 
ing the  firm  or  its  personnel,  a  condition  of  acceptance  will  be  that  the  peer 
review  field  work  will  be  scheduled  to  start  within  ninety  days  of  the  firm's 
acceptance  into  the  Section. 

c.  If  the  firm  has  undergone  a  peer  review  under  the  auspices  of  the  private 
companies  practice  section  or  a  quality  review,  it  may  defer  its  SEC  practice 
section  peer  review  until  three  years  from  the  date  of  such  review  provided 
that  the  following  conditions  are  met:  (1)  the  report  and  letter  of  comments 
issued  in  connection  with  such  review  and  the  firm's  response  thereto  are  in- 
cluded in  the  firm's  public  file,  and  (2)  any  voluntary  action  agreed  to  pursu- 
ant to  the  operative  committee's  consideration  of  that  review  is  satisfactorily 
completed.  This  type  of  deferral  will  be  granted  only  once  to  the  firm. 

2.  A  member  firm's  subsequent  peer  reviews  must  be  completed  by  the  end  of  the 
third  calendar  year  following  the  calendar  year  that  included  the  previous  year- 
end.  Although  it  is  expected  that  a  firm  ordinarily  will  not  change  its  review 
year-end,  a  firm  may  do  so  without  the  peer  review  committee's  prior  approval, 
provided  that  the  new  review  year-end  is  not  beyond  three  months  of  the  pre- 
vious review  year-end  and  provided  that  the  peer  review  is  completed  in  accord- 
ance with  the  requirement  in  the  preceding  sentence. 

(Approved  by  the  executive  committee  December  4,  1991) 
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.38  APPENDIX  D— Definition  of  an  SEC  Engagement 

Definitions 

1.  For  purposes  of  determining  the  number  of  SEC  clients  for  which  a  firm  is  the 

{nincipal  auditor-of- record,  information  is  required  to  be  filed  with  the  section 
or  each  fiscal  year  of  a  U.S.  member  firm  (see  SECPS  §  1000.08g  (9),  (13),  (14), 
and  (15)).  The  executive  committee  has  defined  an  SEC  client  as  one  that  in- 
volves the  examination  of  the  financial  statements  of  the  following: 

a.  An  issuer  making  an  initial  filing,  including  amendments,  under  the  Securi- 
ties Act  of  1933. 

b.  A  registrant  that  files  periodic  reports  (for  example,  Forms  N-SAR  and  10- 
K)  with  the  Securities  and  Exchange  Commission  (SEC)  under  the  Invest- 
ment Company  Act  of  1940  or  the  Securities  Exchange  Act  of  1934  (except 
a  broker  or  dealer  registered  only  because  of  Section  15(a)  of  that  Act). 

2.  For  purposes  of  implementing  the  membership  requirements  of  SECPS 
§  1000.08e,  f,  h,  i,  and  k,  the  executive  committee  has  determined  that  the  term 
SEC  client  (which  is  used  interchangeably  with  SEC  audit  client,  SEC  reg- 
istrant, and  SEC  engagement)  shall  also  encompass  the  following: 

a.  A  bank  or  other  lending  institution  that  files  periodic  reports  with  the  Comp- 
troller of  the  Currency,  the  Federal  Reserve  System,  the  Federal  Deposit  In- 
surance Corporation,  or  the  Office  of  Thrift  Supervision,  because  the  powers, 
functions,  and  duties  of  the  SEC  to  enforce  its  periodic  reporting  provisions 
are  vested,  pursuant  to  Section  12(i)  of  that  act,  in  those  agencies. 

(Rules  12g— 4  and  12h-3  under  the  Exchange  Act  provide  an  exemption 
from  periodic  reporting  to  the  SEC  to  (1)  entities  with  less  than  $5  million 
in  total  assets  on  the  last  day  of  the  issuer's  three  most  recent  fiscal  years 
and  less  than  500  shareholders  and  (2)  entities  with  less  than  300  sharehold- 
ers. Accordingly,  such  entities  are  not  encompassed  within  the  scope  of  this 
definition.) 

b.  A  company  whose  financial  statements  appear  in  the  annual  report  or  proxy 
statement  of  an  investment  fund  because  it  is  a  sponsor  or  manager  of  such 
a  fund,  but  which  is  not  itself  a  registrant  required  to  file  periodic  reports 
under  the  1940  act  or  Section  13  or  15(d)  of  the  1934  act. 

3.  In  addition,  for  purposes  of  implementing  the  requirement  of  SECPS  §  1000.08k 
to  report  certain  litigation,  proceedings,  or  investigations  to  the  quality  control 
inquiry  committee,  the  executive  committee  has  determined  that  the  term  SEC 
client  shall  include  a  subsidiary  or  investee  of  an  entity  encompassed  by  para- 
graph 1  above,  if  such  matters  relate  to  financial  statements  presented  sepa- 
rately in  parent  or  investor  company  filings  under  the  1934  act. 

4.  None  of  the  foregoing  is  intended  to  change  SECPS  §  1000.13  of  the  organiza- 
tional structure  and  functions  section  regarding  the  appointment  of  members  to 
the  executive  committee  of  the  section. 

.39  APPENDDC  E— Scope  of  the  Concurring  Review  Requirement 

1.  The  purpose  of  the  concurring  review  requirement  is  to  provide  additional  as- 
surance that  (a)  the  financial  statements  of  SEC  engagements  (see  Appendix  D, 
SECPS  §  1000.38)  are  in  conformity  with  generally  accepted  accounting  prin- 
ciples or  other  comprehensive  basis  of  accounting  and  (b)  the  firm's  report 
thereon  is  in  accordance  with  generally  accepted  auditing  standards.  Perform- 
ance of  a  concurring  review  does  not  relieve  the  partner-in-charge  of  the  engage- 
ment from  final  responsibility  for  the  issuance  of  the  firm's  audit  report,  but 
serves  as  an  objective  review  of  material  accounting,  auditing,  or  reporting  is- 
sues. To  achieve  this  purpose,  a  member  firm  should  establish  policies  and  pro- 
cedures covering  (a)  the  qualifications  of  concurring  reviewers,  (b)  the  nature, 
extent,  and  timing  of  the  concurring  review,  and  (c)  the  documentation  required 
to  evidence  compliance  with  the  firm's  policies  and  procedures  with  respect  to 
the  concurring  review  requirement. 

As  a  minimum,  the  firm's  policies  and  procedures  should  be  responsive  to  the 
following  criteria  and  guidelines: 

a.  Qualifications — The  concurring  review  partner  should  have  sufficient  tech- 
nical expertise  and  experience  to  achieve  the  purposes  described  above.  The 
determination  of  what  constitutes  sufficient  technical  expertise  and  experi- 
ence requires  careful  consideration  and  should  be  tailored  to  the  engagement 
and  to  the  engagement  personnel.  However,  an  effective  concurring  review 
contemplates  a  familiarity  with  relevant  specialized  industry  practices,  such 
as  those  found  in  the  banking  and  insurance  industries.  There  are  various 
ways  to  obtain  such  familiarity  in  addition  to  personal  audit  experience  in  the 
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client's  industry.  It  also  contemplates  that  the  concurring  reviewer  will  pos- 
sess a  familiarity  with  SEC  rules  and  regulations  where  they  are  pertinent. 
The  concurring  reviewer  may  need  to  seek  assistance  from  other  individuals 
to  supplement  this  knowledge  when  necessary  in  the  circumstances. 

For  the  concurring  review  to  be  an  objective  review  of  material  accounting, 
auditing  or  reporting  issues,  the  concurring  reviewer  ordinarily  should  not  as- 
sume any  of  the  responsibilities  of  the  partner-in-charge  of  the  engagement.1 
Similarly,  the  concurring  reviewer  should  not  have  responsibility  for  any  seg- 
ment of  the  engagement.  When  consultation  occurs  with  the  concurring  re- 
view partner  on  an  accounting,  auditing  or  reporting  issue  during  the  engage- 
ment, the  engagement  partner  should  ordinarily  develop  an  initial  resolution 
to  the  issue  before  consulting  the  concurring  reviewer. 

b.  Nature,  Extent,  and  Timing — The  concurring  reviewer's  responsibilities  should 
include  reading  the  financial  statements  and  the  firm's  report  thereon  and 
making  an  objective  review  of  significant  accounting,  auditing  or  reporting 
considerations.  Such  review  should  be  performed  prior  to  the  release  of  the 
report  and  should  include  discussions  with  the  partner-in-charge  of  the  en- 
gagement and  review  of  selected  working  papers.  The  extent  of  working  paper 
review  is  a  professional  judgment  which  has  to  be  made  by  the  reviewer  and 
will  vary  with  the  particular  circumstances  of  each  engagement.  The  firm's 
guidelines  for  concurring  partner  review  should  take  into  account  its  policies 
and  procedures  for  planning,  supervising  and  reviewing  engagements,  and  the 
extent  to  which  those  policies  provide  for  the  documentation  of  significant  ac- 
counting, auditing,  and  reporting  considerations.  The  firm's  guidelines  should 
also  identify  the  types  of  engagements  in  which  a  timely  concurring  review 
should  be  made  of  the  preliminary  audit  plan.2 

c.  Documentation — The  engagement  files  should  contain  evidence  that  the  firm's 
policies  and  procedures  with  respect  to  the  concurring  review  requirement 
were  complied  with  prior  to  the  issuance  of  the  firm's  report. 

If  the  concurring  partner  and  the  partner-in-charge  of  the  engagement  have 
differing  views  regarding  important  matters,  the  disagreement  should  be  re- 
solved in  accordance  with  applicable  firm  policy.3 

2.  The  tone  set  at  the  top  of  the  firm  should  encourage  and  support  the  perform- 
ance of  objective  concurring  reviews.  In  this  regard,  firm  policy  should  state 
that  the  concurring  reviewer  is  expected  to  carry  out  his  responsibilities  with 
objectivity  and  due  professional  care  without  regard  to  the  relative  positions  of 
the  engagement  partner  and  the  concurring  review  partner. 

.40  APPENDIX  F— Resolution  Regarding  Failures  to  Meet  Certain  Member- 
ship Requirements 

WHEREAS:  Member  firms  of  the  SEC  practice  section  are  required  to  abide  by 
the  requirements  of  membership  including,  among  other  things,  the  filing  of  certain 
information  with  the  section  for  each  fiscal  year,  to  pay  dues  as  established  by  the 
executive  committee,  and  to  cooperate  with  the  peer  review  committee  in  connection 
with  its  duties;  and 

WHEREAS:  The  executive  committee  is  authorized  to  establish  general  policies 
for  the  section  and  oversee  its  activities;  and 

WHEREAS:  Membership  of  a  CPA  firm  may  be  terminated  by  action  of  the  execu- 
tive committee  for  failure  to  adhere  to  the  requirements  of  membership; 


xIt  is  not  unusual  for  clients  to  be  aware  of  the  existence  of  a  concurring  review  partner.  A 
client  may  contact  the  concurring  review  partner  with  respect  to  some  question,  problem  or  mat- 
ter requiring  immediate  attention  when  the  engagement  partner  is  not  available  because  of  ill- 
ness, extended  travel  or  other  reasons.  When  a  concurring  review  partner  is  thus  required  to 
deal  with  an  accounting,  auditing  or  reporting  matter,  he  should  advise  the  engagement  partner 
as  soon  as  possible  of  the  facts  and  circumstances  of  the  matter  so  that  the  engagement  partner 
can  review  any  decisions  reached. 

2  Firms  should,  as  a  minimum,  apply  this  procedure  to  high  risk  engagements  as  defined  by 
the  member  firm  for  this  purpose.  Such  a  definition  might  be  influenced  by  the  complexity  of 
the  entity,  the  engagement  personnel's  experience  with  the  entity,  and  their  knowledge  of  the 
entity's  business.  Factors  to  consider  in  this  regard  may  include  the  entity's  type  of  business, 
a  material  change  in  the  entity's  business,  types  of  products  and  services,  capital  structure,  re- 
lated parties,  locations,  and  production,  distribution,  and  compensation  methods.  (See  AICPA 
Professional  Standards,  Vol.  I,  AU  Section  311,  "Planning  and  Supervision,"  and  AU  Section 
312,  "Audit  Risk  and  Materiality  in  Conducting  an  Audit.")  Normally,  the  definition  would  pro- 
vide for  timely  concurring  review  of  the  preliminary  audit  plan  for  the  firm's  initial  audit  of  an 
SEC  engagement. 

3 See  SAS  No.  22,  Planning  and  Supervision. 
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IT  IS  HEREBY  RESOLVED  THAT:  Membership  in  the  SEC  Practice  Section 
shall  be  suspended  thirty  days  after  a  firm  has  been  notified  by  certified  mail  that 
it  is  in  default  of  its  obligation  to: 

— file  its  annual  report  to  the  section; 

— pay  its  dues; 

— file  requested  information  with  the  peer  review  committee  incident  to  arrange- 
ments for  a  required  peer  review; 

— have  a  peer  review  by  the  date  required; 

— pay  in  full  the  fees  and  expenses  of  a  review  team  appointed  by  the  peer  review 
committee  within  60  days  of  the  date  when  the  peer  review  was  accepted  by  the 
peer  review  committee;  or 

— pay  in  full  the  fees  and  expenses  of  a  special  review  required  by  the  quality  con- 
trol inquiry  committee  within  60  days  of  the  date  of  the  Dilling  for  such  amounts. 

The  firm's  membership  shall  be  automatically  terminated  ninety  days  after  the 
date  of  suspension  if  the  failure  is  not  sooner  corrected  or  in  the  case  of  outstanding 
financial  obligations  the  firm  does  not  commit  to  and  abide  by  appropriate  payment 
terms.  This  resolution  is  effective  immediately  and  shall  be  applied  to  firms  in  de- 
fault of  any  of  the  aforementioned  obligations  on  the  date  of  the  resolution's  adop- 
tion by  the  executive  committee. 

.41  APPENDIX  G — Statement  of  Policy  on  the  Peer  Review  Program 

1.  A  peer  reviewer  is  ordinarily  expected  to  issue  the  peer  review  report  and  letter 
of  comments,  if  any,  within  thirty  days  of  the  exit  conference.  The  reviewed  firm 
is  ordinarily  expected  to  submit  its  report,  and  its  letter  of  comments  and  re- 
sponse thereto,  if  applicable,  within  thirty  days  of  the  date  the  report  and  letter 
of  comments  were  issued.  When  these  timing  guidelines  are  not  met,  an  AICPA 
staff  person  or  a  member  of  the  peer  review  committee  shall  determine  the  rea- 
sons for  the  delay  and  act  accordingly.  If  in  the  opinion  of  such  person,  after 
consultation  with  the  chairman  of  the  peer  review  committee — 

a.  The  delay  arises  from  an  unresolved  problem  or  disagreement  in  the  review, 
an  attempt  will  be  made  to  resolve  the  matter.  At  that  time,  the  reviewed 
firm  will  be  advised  that  it  is  under  investigation  for  purposes  of  SECPS 
§  1000.06  of  the  section's  organizational  structure  and  functions  document. 

b.  The  delay  arises  from  a  failure  to  perform  the  peer  review  in  a  timely,  profes- 
sional manner,  the  peer  review  team  captain  will  be  advised  that  the  peer  re- 
view committee  will  be  asked  to  decide  at  its  next  meeting  whether  to  refer 
the  matter  to  the  AICPA  professional  ethics  division  as  a  violation  by  the  peer 
review  team  captain  of  rule  501  of  the  AICPA  Rules  of  Conduct.  (If  the  review 
team  was  organized  by  a  member  firm  or  by  a  sponsoring  association  or  soci- 
ety, the  managing  partner  of  the  firm  or  the  appropriate  association  or  society 
representative  will  be  alerted  to  the  problem  before  the  matter  is  formally 
voted  on  by  the  peer  review  committee.)  In  reaching  such  a  decision,  the  com- 
mittee will  ordinarily  give  the  peer  review  team  captain  a  grace  period  of  not 
less  than  15  days  to  remedy  the  problem  before  the  referral  is  made  to  the 
professional  ethics  division.  A  representation  that  the  problem  will  be  rem- 
edied is  ordinarily  not  sufficient  to  forestall  referral  to  the  professional  ethics 
division.  Further,  in  these  circumstances  the  committee  may  determine  that 
a  firm  no  longer  has  the  qualifications  to  be  a  reviewing  firm  or  that  the 
sponsoring  association  or  society  should  no  longer  be  authorized  to  administer 
peer  reviews. 

c.  The  delay  arises  from  an  unreasonable  failure  by  the  reviewed  firm  to  comply 
with  its  obligations  under  the  peer  review  standards  (the  reviewed  firm  will 
be  advised  that  it  is  under  investigation  for  purposes  of  SECPS  §  1000.06)  and 
that  the  peer  review  committee  will  be  asked  at  its  next  meeting  to  decide 
to  recommend  to  the  chairman  of  the  executive  committee  that  a  hearing 
panel  be  appointed  to  consider  the  imposition  of  sanctions  on  the  firm.  In 
reaching  such  a  decision,  the  committee  will  ordinarily  give  the  reviewed  firm 
a  grace  period  of  not  less  than  15  days  to  submit  the  required  documents.  A 
representation  that  the  documents  will  be  submitted  is  not  sufficient  to  fore- 
stall the  formal  due  process  procedures  related  to  the  conduct  of  a  hearing. 

2.  Also,  when  the  peer  review  committee  or  its  staff  learns  in  whatever  manner 
from  a  peer  reviewer,  the  reviewed  firm,  or  others  that  the  peer  review  report 
for  a  given  member  firm  has  been  or  may  be  modified  or  that  the  peer  reviewer 
believes  that  the  reviewed  firm  may  have  issued  an  inappropriate  report  on  a 
client's  financial  statements,  the  matter  shall  be  investigated  by  the  peer  review 
committee  in  the  manner  and  to  the  extent  it  deems  appropriate.  (A  formal  no- 
tification to  the  reviewed  firm  of  such  investigation  is  not  required  until  such 
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time,  if  any,  that  the  peer  review  committee  decides  to  recommend  to  the  chair- 
man of  the  executive  committee  that  a  hearing  panel  be  appointed  to  consider 
the  imposition  of  sanctions  on  the  firm.)  Pursuant  to  SECPS  §  1000.06,  a  mem- 
ber firm  that  is  under  investigation  by  the  peer  review  committee  is  not  free 
to  resign  until  the  matter  is  resolved  and  until  the  firm  has  taken  the  corrective 
actions,  if  any,  deemed  necessary  by  the  peer  review  committee.  Receipt  of  a 
resignation  in  these  circumstances,  coupled  with  a  failure  to  cooperate  in  resolv- 
ing the  matter,  ordinarily  will  cause  the  peer  review  committee  to  decide  to  con- 
duct a  hearing  for  the  purpose  of  determining  whether  to  recommend  sanctions 
against  the  firm. 

.42  APPENDIX  H— Illustrative  Statement  of  Firm  Philosophy 

The  Firm  and  Its  Objectives 

ABC  &  Co.  is  a  partnership  engaged  in  the  practice  of  public  accounting  in 
Anytown  and  Everywhere.  ABC  &  Co.  maintains  correspondent  relationships  with 
selected  firms  that  enable  us  to  meet  client  needs  for  services  outside  our  normal 
practice  area. 

We  have  as  an  overriding  objective  the  provision  of  high  quality  audit,  accounting, 
tax,  and  advisory  services  to  clients  in  the  best  professional  manner.  Our  partners 
and  staff  are  expected  to  comply  with  this  statement  of  philosophy  in  order  to 
achieve  that  objective. 

'Professionalism"  in  the  accounting  profession  means  integrity,  objectivity,  inde- 
pendence where  required,  adherence  to  professional  standards  and  applicable  laws 
and  regulations,  and  a  demonstrated  will  to  maintain  and  improve  the  quality  of 
professional  services  and  to  withstand  all  pressures,  competitive  and  otherwise,  to 
compromise  on  principles,  standards,  and  quality.  In  the  field  of  auditing,  particu- 
larly, professionalism  requires  an  understanding  of  and  dedication  to  the  public  in- 
terest. 

The  public  interest  in  audited  financial  statements  has  placed  the  public  account- 
ing profession  in  a  unique  position  of  public  trust.  Moreover,  there  is  also  a  signifi- 
cant public  interest  in  the  way  in  which  the  Firm  carries  out  accounting,  tax,  and 
advisory  services.  Therefore,  no  client  or  Firm  consideration  is  allowed  to  interfere 
with  our  ability  to  carry  out  our  commitment  to  professionalism. 

Professional  Performance 

ABC  &  Co.  demands  integrity,  objectivity,  competence,  and  due  care  from  all  of 
its  personnel  in  the  conduct  of  all  of  its  engagements,  whatever  their  nature.  We 
demand  independence  in  fact  and  appearance  in  all  audit  and  other  engagements 
where  independence  is  required  by  applicable  laws  and  regulations  and  the  require- 
ments of  professional  societies.  We  take  steps  to  insure  that  personnel  assigned  to 
engagements,  whatever  their  nature,  have  the  professional  and  specialized  knowl- 
edge required  to  carry  out  their  responsibilities;  at  the  same  time,  we  recognize  that 
supervisors  and  other  reviewers  and  consultants  can  complement  that  knowledge. 

Our  Firm  is  structured  to  provide  leadership  in  achieving  high  quality  profes- 
sional performance  while  maintaining  the  concept  of  individual  responsibility  so  nec- 
essary to  clients  and  to  individuals  within  the  firm.  ABC  &  Co.  has  established  poli- 
cies and  procedures  that  we  believe  provide  assurance  that  professional  engage- 
ments are  properly  planned  and  executed  and  that  decisions  are  based  on  the  sub- 
stance of  issues,  not  on  form.  Accounting  standards  cannot  deal  with  all  possible  sit- 
uations, and  we  at  all  times  urge  our  clients  to  adopt  accounting  and  reporting  poli- 
cies that  we  believe  are  the  most  appropriate  in  the  circumstances. 

Our  policies  and  procedures  provide,  among  other  things,  for  consultation  on  sig- 
nificant matters,  and  ABC  &  Co.  has  designated  partners  of  the  Firm  whose  opin- 
ions are  to  be  sought  on  significant  ethical,  technical,  and  industry  questions.  The 
policies  and  procedures  we  nave  established  are  designed  to  assure  that  our  clients 
receive  the  best  professional  services  we  can  provide  and  that  in  providing  those 
services  we  continually  keep  in  mind  the  public  interest  in  our  work.  We  expect  our 
partners  and  staff  to  identify  and  resolve  all  important  issues  relevant  to  an  engage- 
ment. 

More  specifically,  to  achieve  high  quality  professional  performance,  and  to  comply 
with  the  membership  requirements  of  the  AICPA  Division  for  CPA  Firms,  ABC  & 
Co.  has  adopted  policies  and  procedures  that  implement  the  quality  control  stand- 
ards for  the  conduct  of  accounting  and  auditing  engagements  established  by  the 
American  Institute  of  Certified  Public  Accountants.  Those  policies  and  procedures 
relate  to  the  following  elements  of  quality  control,  among  other  matters: 

Independence — To  be  free  from  financial,  business,  family,  and  other  relationships 
involving  a  client  when  required. 
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Assignment  of  personnel — To  have  people  on  the  job  with  the  technical  training  and 
competence  required  in  the  circumstances. 

Consultation — To  have  personnel  seek  assistance,  when  necessary,  from  competent 
authorities  so  that  accounting  or  auditing  issues  are  properly  resolved. 

Supervision — To  determine  that  work  is  planned  and  carried  out  efficiently  and  in 
conformity  with  professional  standards. 

Hiring — To  have  competent,  properly  motivated  people  of  integrity  involved  in  en- 
gagements. 

Professional  development — To  provide  staff  with  the  training  needed  to  fulfill  their 
responsibilities  and  to  keep  them  abreast  of  current  developments. 

Advancement — To  select  for  advancement  people  who  are  capable  of  handling  the  re- 
sponsibilities involved. 

Client  acceptance  and  continuance — To  anticipate  problems  and  minimize  the  likeli- 
hood of  association  with  a  client  whose  management  lacks  integrity. 

Inspection — To  conduct  a  periodic  internal  review  to  be  sure  all  the  other  elements 
of  the  quality  control  system  are  working. 

We  have  also  adopted  appropriate  policies  and  procedures  in  the  above  areas  to 
guide  the  conduct  of  tax  and  advisory  services  engagements. 

The  adequacy  of  the  Firm's  quality  control  system  for  our  accounting  and  auditing 
practice  and  our  compliance  with  that  system  are  independently  evaluated  every 
three  years  through  apeer  review  conducted  under  the  auspices  of  the  AICPA  Divi- 
sion for  CPA  Firms.  The  peer  review  report  is  available  to  our  clients  and  other  in- 
terested parties. 

Relationships  With  Clients 

The  value  of  our  services  is,  to  a  large  degree,  dependent  on  the  public  perception 
of  our  integrity  and  objectivity.  If  the  public  were  to  doubt  our  integrity  or  objectiv- 
ity— or  our  competence  or  professional  care — as  a  result  of  our  work  for  a  given  cli- 
ent, the  value  of  our  services  to  that  client,  to  all  other  clients,  and  to  the  public 
at  large  could  drop  significantly.  Accordingly,  just  as  our  clients  are  selective  in 
their  choice  of  CPA  firms,  ABC  &  Co.  is  selective  in  accepting  clients.  Our  respon- 
sibilities to  existing  clients  and  to  the  public  demand  that  we  consider  the  appro- 
priateness of  client  relationships  and  that  we  carefully  consider  the  nature  of  serv- 
ices we  are  asked  to  provide  and  our  ability  to  provide  those  services  in  a  quality 
manner  in  conformity  with  all  relevant  professional  standards. 

When  potential  clients  who  disagree  with  their  present  auditors  on  significant  au- 
diting, accounting,  or  reporting  questions,  request  our  opinion  on  the  matter,  we 
consult  within  our  Firm  and  with  a  potential  client's  present  or  predecessor  CPA 
firm  before  giving  our  final  conclusion  on  the  matter. 

We  value  our  reputation  for  quality  services  and  believe  that  reputation  is  the 
basis  on  which  we  attract  new  clients  and  build  our  practice  for  the  future.  We  are 
committed  to  rendering  value  for  our  fees  and  believe  our  clients  should  have  a  rea- 
sonable basis  for  making  that  judgment  for  themselves.  Accordingly,  we  carefully 
evaluate  the  services  we  are  asked  to  provide  and  the  factors,  such  as  the  nature 
of  control  systems  and  procedures,  that  will  affect  the  costs  we  expect  to  incur  in 
providing  such  services  before  we  inform  present  and  potential  clients  of  the  fees 
we  estimate  those  services  will  entail.  Once  ABC  &  Co.  undertakes  a  client  engage- 
ment, we  bring  all  the  resources  to  that  engagement  necessary  in  the  circumstances. 

We  do  not  disclose  to  anyone  outside  of  our  Firm  any  confidential  client  informa- 
tion obtained  in  the  course  of  any  engagement  unless  the  disclosure  is  authorized 
by  the  client  or  is  required  to  discharge  properly  our  responsibilities  under  law  or 
authoritative  regulatory  or  professional  standards.  (Our  peer  reviewers  have  access 
to  client  information,  but  they  are  bound  by  the  same  standards  of  confidentiality.) 

Services  Provided 

ABC  &  Co.  provides  a  full  range  of  audit,  accounting,  tax,  and  advisory  services, 
consistent  with  ethical  and  professional  standards  and  regulatory  requirements  in 
the  United  States  and  with  the  limitations  imposed  by  our  Firm's  membership  in 
the  AICPA  Division  for  CPA  Firms. 

The  services  provided  by  CPA  firms  must  be  responsive  to  changes  in  the  environ- 
ment, which  is  affected  by  developments  in  information  technology,  the  increasing 
complexity  of  tax  laws  and  regulations,  greater  demands  by  the  public  for  new  types 
of  information  and  CPA  assurances  on  such  information,  the  increasing  need  of 
many  clients  for  advisory  services,  and  a  host  of  other  factors. 

If  the  public  accounting  profession  as  a  whole,  and  ABC  &  Co.  in  particular,  are 
to  meet  the  legitimate  ana  changing  needs  of  clients  and  the  public,  arbitrary  re- 
strictions on  the  services  provided  are  not  appropriate.  However,  ABC  &  Co.,  as  a 
matter  of  policy,  will  undertake  only  engagements  that  we  believe  we  can  perform 
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with  competence,  that  will  be  useful  to  our  clients  or  to  appropriate  third  parties, 
that  will  not  impair  our  independence  in  fact  or  appearance  when  we  also  provide 
audit  services  to  the  client  involved,  and  that  will  help  attract  and  retain  the  per- 
sonnel we  need  to  provide  the  knowledge  base  essential  to  maintain  our  ability  to 
serve  our  clients  and  the  public  in  a  professional  manner.  In  evaluating  proposed 
engagements,  as  well  as  the  way  we  inform  clients  and  others  of  our  capabilities, 
we  consider  whether  such  engagements  will  lessen  public  confidence  in  our  inde- 
pendence, integrity,  and  objectivity  in  the  performance  of  the  audit  function  or  in 
our  commitment  to  that  function. 

.43  APPENDIX  I — Standard  Form  of  Letter  Confirming  the  Cessation  of  the 
Client-Auditor  Relationship 

(Date) 

Mr.  John  Doe 

Chief  Financial  Officer 

XYZ  Corporation 

Anytown,  USA 

Dear  Mr.  Doe: 

This  is  to  confirm  that  the  client-auditor  relationship  between  XYZ  Corpora- 
tion (Commission  File  Number  X-XXXX)  and  Able  Baker  &  Co.  has  ceased. 

Sincerely, 

Able  Baker  &  Co. 

cc:  Office  of  the  Chief  Accountant 

SECPS  Letter  File 

Securities  and  Exchange  Commission 
Mail  Stop  9-5 
450  Fifth  Street,  N.W. 
Washington,  D.C.  20549 

NOTE:  The  SEC  has  indicated  that  member  firms  may  satisfy  the  SECPS  notifica- 
tion requirements  by  faxing  a  copy  of  the  SECPS  letter  to  the  SEC — Office  of  the 
Chief  Accountant  (202/504-2724;  Attn:  SECPS  Letter  File/Mail  Stop  9-5).  A  copy 
of  the  fax  log  should  be  retained  by  the  sender  as  documentation  of  timely  filing 
and  a  back-up  copy  of  the  letter  should  be  sent  by  regular  mail  to  the  SEC.  The 
SEC  strongly  encourages  sending  the  notification  letter  by  fax  and  will  accept  the 
date  of  the  fax  as  the  notification  date.  If  a  fax  transmission  is  not  available,  al- 
ternatively, by  order  of  preference,  the  SECPS  notification  letter  may  be  sent  to 
the  SEC  via  (1)  U.S.  Postal  Service  overnight  delivery,  (2)  commercial  overnight 
courier,  or  (3)  certified  mail;  "return  receipt  requested". 

The  exact  name  of  the  registrant,  the  Commission  File  Number  as  it  appears 
on  the  cover  page  of  the  Form  10-K,  and  the  complete  SEC  address,  as  shown 
above,  should  be  used  in  the  letter  and  on  the  envelope.  If  the  cessation  of  the 
client-auditor  relationship  affects  multiple  SEC  registrants  (e.g.,  a  parent  with 
publicly-registered  subsidiaries,  series  of  mutual  funds),  the  exact  name  of  each 
registrant  and  each  Commission  File  Number  should  be  set  forth  in  the  SECPS 
letter. 

.44  APPENDLX  J— SEC  Practice  Section  Dues 

1.  The  executive  committee  of  the  SEC  Practice  Section  established  the  following 
dues  structure  (effective  1/1/93): 

Dues  will  be  billed  annually  as  of  January  1  and  will  be  determined  based 
on  the  number  of  all  professional  staff  of  the  member  firm  as  of  the  preceding 
May  31st.  "Professional  staff'  includes  partners  of  the  firm  and  staff  engaged 
in  tax  and  MAS,  as  well  as  audit  activities.  Dues  are  limited  to  $750  for  firms 
with  less  than  5  SEC  clients  and  will  be  prorated  on  a  monthly  basis  for  new 
members.  In  no  event,  however,  shall  a  firm's  minimum  annual  dues  be  less 
than  $200. 

2.  The  executive  committee  determined  that  the  dues  will  be  $17.50  per  profes- 
sional staff  person,  subject  to  the  above  limitations. 
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TESTIMONY  OF  JEAN  HEAD  SISCO 

Partner,  Sisco  Associates  Management  Consulting  Firm  and 

Chairman,  National  Association  of  Corporate  Directors  (NACD) 

Mr.  Chairman  and  Members  of  the  subcommittee,  thank  you  for  inviting  me  to 
submit  my  testimony  for  the  record  today.  As  you  know  I  originally  planned  to  tes- 
tify at  this  hearing,  but  after  the  second  time  it  was  rescheduled,  a  prior-scheduled 
board  of  directors  meeting  is  preventing  me  from  appearing  before  you. 

My  name  is  Jean  Head  Sisco.  I  am  a  partner  in  Sisco  Associates,  a  management 
consulting  firm  based  in  Washington,  D.C.  that  specializes  in  international  risk  and 
trade  analysis.  I  am  also  Chairman  of  the  National  Association  of  Corporate  Direc- 
tors (NACD),  a  post  I  have  held  for  the  past  four  years.  NACD,  a  not-for-profit  orga- 
nization with  over  1,500  members,  is  devoted  exclusively  to  enhancing  corporate 
governance  by  serving  the  professional  needs  of  inside  and  independent,  outside  cor- 
porate directors. 

I  speak  here  today  in  both  these  capacities  and  as  someone  with  extensive  per- 
sonal experience  serving  on  boards  of  directors.  I  am  currently  on  the  board  of  direc- 
tors of  Textron,  Santa  Fe  Pacific  Corporation,  Chiquita  Brands  International,  the 
Neiman  Marcus  Group,  Chesapeake  &  Potomac  Telephone  Company,  Washington 
Mutual  Investors  Fund,  the  American  Funds  Tax-Exempt  Series  I,  and  the  Growth 
Fund  of  Washington,  Inc. 

My  past  experience  includes  service  on  the  board  of  directors  of  Northwest  Air- 
lines, Saga,  Carter,  Hawley  Hale,  Macke,  and  Meidinger.  Additionally,  I  was  the 
first  woman  director  of  the  Metropolitan  Washington  Board  of  Trade. 

I  want  to  commend  Chairman  Dodd  and  the  other  Members  of  this  subcommittee 
for  holding  these  hearings  on  a  topic  that  is  essential  to  the  American  public,  inves- 
tor confidence,  and  the  future  of  job  growth  and  creation  in  this  country. 

Today  in  this  country  we  are  faced  with  a  crisis  in  corporate  governance  that  is 
harming  shareholders  and  consumers.  At  the  same  time  that  the  public  is  rightly 
demanding  more  involvement  and  responsibility  from  boards  of  directors,  the  pro- 
liferation of  abusive  10(bX5)  securities  suits  is  making  it  extremely  difficult  to  at- 
tract qualified,  independent  people  to  sit  on  corporate  boards. 

More  and  more  companies  are  finding  it  virtually  impossible  to  fill  their  board  of 
directors  positions  with  qualified  individuals  because  these  unwarranted  securities 
class  action  suits  expose  outside  directors  to  personal  liability.  The  result  is  twofold: 
the  best  individuals  often  are  no  longer  willing  to  serve  and  the  routinely  high  costs 
of  settling  these  lawsuits  has  caused  the  cost  of  director  and  officer  (D&O)  insurance 
to  skyrocket,  if  it  is  available  at  all.  In  those  instances  where  D&O  insurance  is  of- 
fered, it  is  only  available  at  prohibitive  prices  and  this  cost  eventually  is  passed  on 
to  consumers. 

According  to  the  American  Business  Conference  (ABC),  71  percent  of  their  chief 
executives  report  that  they  find  it  difficult  to  attract  directors  to  their  boards  be- 
cause of  potential  liability  from  these  10(bX5)  strike  suits.  This  figure  comports  with 
my  experience.  Moreover  settling  these  suits  is  simply  the  cost  of  doing  business. 

I  want  to  make  something  perfectly  clear.  The  problems  that  I  am  testifying  about 
today  result  from  abusive  class  action  securities  suits.  In  cases  of  true  fraud,  how- 
ever, I  think  it  essential  that  everyone  involved  be  held  accountable.  This  sub- 
committee needs  to  address  the  issue  of  how  to  better  compensate  the  victims  of 
true  fraud  while  at  the  same  time  taking  steps  to  curb  baseless  strike  suits  filed 
against  companies  and  directors. 

Let  me  tell  you  why  it  is  so  important  for  companies  to  have  qualified,  independ- 
ent directors.  It  is  the  independent,  outside  director  who  protects  the  shareholder. 
The  director  is  a  check  on  management  and  makes  sure  the  company  is  being  oper- 
ated properly.  The  outside  directors  oversee  management,  corporate  officers  and  in- 
side directors.  In  order  for  the  shareholder  to  be  properly  protected,  outside  direc- 
tors of  the  highest  caliber  and  experience  must  be  recruited. 

It  is  precisely  the  best  and  most  experienced  directors  who  may  be  no  longer 
available  because  of  the  omnipresent  threat  of  these  unwarranted  and  abusive  secu- 
rities litigation  suits.  Directors  are  no  longer  interested  in  serving  because  of  the 
risk  of  being  sued  which  will  tarnish  their  reputations,  and  the  fear  that  a  compa- 
ny's D&O  insurance  is  not  sufficient  to  provide  adequate  coverage  which  will  put 
their  assets  at  risk. 

The  inability  to  attract  excellent  independent  directors  is  especially  damaging  to 
the  small,  emerging  high-tech  companies  that  are  disproportionately  the  target  of 
these  lawsuits.  These  start-up  firms  are  being  deprived  of  essential  managerial 
knowhow  that  comes  from  the  board  of  directors.  It  means  these  firms  will  not  have 
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the  talent  or  expertise  available  to  them  in  the  areas  of  finance  and  marketing  that 
come  with  the  outside  director. 

Very  few  companies  can  afford  to  have  the  talent  in-house  that  a  board  of  direc- 
tors brings  them.  For  the  small,  new  company,  a  board  of  directors  is  the  cheapest 
form  of  consultancy  and  expertise  available.  They  can  never  afford  to  have  a  mar- 
keting director  with  the  level  of  expertise  that  they  can  get  on  their  board  for  a 
minimal  fee.  It  is  an  experienced  ana  diverse  board  of  outside,  independent  directors 
that  these  new  companies  need  in  order  to  become  successful.  And  remember,  it  is 
these  small  companies  that  will  be  responsible  for  90  percent  of  the  new  jobs  created 
in  this  country  in  the  next  five  years. 

Moreover,  the  board  of  directors  is  crucial  to  any  company  obtaining  financing  for 
growth  and  expansion.  The  inability  to  attract  an  excellent  board  often  translates 
into  the  inability  to  get  financing.  A  new  company  seeking  financing  will  be  asked 
the  makeup  of  its  board  in  order  to  qualify.  Similarly,  banks  look  at  the  makeup 
of  the  board  of  directors  before  increasing  a  line  of  credit  for  an  existing  company 
or  a  private  one  that  wants  to  go  public.  Finally,  outside  directors  are  often  the 
source  of  new  leads  for  additional  sources  of  financing.  Thus,  these  companies  are 
hindered  by  their  inability  to  attract  outside  directors. 

I  understand  that  in  your  first  hearing  on  this  topic  several  weeks  ago,  Senator 
Robert  Bennett  told  a  compelling  story  about  how  his  father,  as  a  member  of  a 
board  of  directors,  was  always  the  one  named  as  a  defendant  in  the  routine  strike 
suits  because  his  name  was  the  first  alphabetically.  He  also  told  how  his  father  felt 
settling  the  suits  was  a  cost  of  doing  business. 

I  can  tell  you  that  I  have  been  sued  so  many  times  as  a  director  that  I  do  not 
even  know  how  often.  In  these  cases  I  am  not  concerned  about  my  children's  future 
because  of  the  D&O  insurance — and  I  would  not  sit  on  a  board  of  directors  of  a  com- 
pany that  did  not  have  D&O  insurance.  What  I  am  concerned  about,  however  is  my 
good  name.  To  be  put  forth  in  these  cases  and  have  your  name  appear  in  the  paper 
so  that  you  have  to  defend  being  a  director  is  horrible.  I  have  seen  my  name  in  the 
public  press  and  I  do  not  like  it.  My  name  and  my  reputation  is  all  I  have. 

The  board  of  directors  of  companies  are  sued  routinely  and  yes,  settling  these 
suits  is  often  the  cost  of  doing  business.  What  it  does  is  keep  the  lawyers  occupied 
and  take  the  directors  away  from  time  that  should  be  spent  doing  strategic  planning 
for  the  company.  When  a  lawsuit  is  pending  the  board  is  in  a  sense  paralyzed.  The 
board  cannot  be  as  critical  and  demanding  of  management  as  they  should  be  be- 
cause they  are  caught  up  in  the  suits.  Essentially  the  board  is  diverted  from  cor- 
porate management  and  it  is  unfair  to  the  shareholders. 

The  real  harm  of  these  suits  is  that  it  is  the  shareholder  and  the  customer  who 
are  being  hurt  in  the  long  run  because  of  the  extraordinary  cost  of  settling  the  suits. 
Insurance  for  the  directors  goes  up  to  astronomical  figures  as  do  the  auditing  costs, 
so  that  profit  factors  for  shareholders  are  diluted  and  eventually  this  cost  is  passed 
on  to  the  customer. 

Indeed,  I  am  acutely  aware  of  this  problem  because  I  am  currently  considering 
joining  the  board  of  a  small  company  that  is  about  to  go  public.  I  feel  that  it  is  very 
important  not  to  simply  sit  on  Fortune  500  boards,  but  I  am  hesitating  because  I 
am  worried  about  the  inability  of  the  company  to  get  adequate  D&O  insurance. 

If  this  company  is  not  able  to  get  D&O  insurance,  I  will  not  sit  on  the  board.  It 
is  the  first  question  I  asked  of  the  company  President  when  he  contacted  me  and 
I  have  to  tell  you  I  would  not  consider  joining  a  board  that  did  not  have  D&O  insur- 
ance. I  simply  cannot  afford  to  do  so. 

There  is  one  other  topic  I  want  to  address  here  today:  that  of  audit  committees 
of  the  board  of  directors.  I  have  had  extensive  personal  experience  serving  on  audit 
committees.  I  am  Chairman  of  Washington  Mutual's  Audit  committee  and  Chair- 
man of  Chiquita  Brands  International's  committee.  In  addition,  I  serve  on  Textron's 
audit  committee. 

The  audit  committee  of  the  board  of  directors  has  the  primary,  responsibility  to 
ensure  the  financial  integrity  of  the  corporation.  Persons  who  serve  on  audit  com- 
mittees are  held  to  a  higher  standard  than  other  board  members.  The  audit  commit- 
tee is  responsible  for  hiring  outside  auditors,  and  making  sure  these  audits  are 
properly  conducted. 

For  a  long  time  I  have  thought  it  important  for  audit  and  compensation  commit- 
tees of  the  board  of  directors  to  be  comprised  of  all  independent,  outside  directors. 
This  is  because  I  feel  it  is  essential  they  be  truly  separate  from  the  management 
so  that  they  can  provide  an  adequate  overview.  Only  then  can  the  audit  committee 
be  free  to  make  the  judgments  necessary  to  protect  shareholders. 

I  have  had  experience  serving  on  audit  committees  where  the  board  has  changed 
auditors.  We  felt  the  shareholders  were  not  being  well  served.  Certain  things  oc- 
curred that  the  auditors  should  have  been  aware  of  and  they  were  not.  So  we  had 
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to  switch  auditors — this  is  exactly  what  members  of  the  board  of  directors  should 
be  doing  to  protect  shareholders. 

Mr.  Chairman  and  Members  of  the  subcommittee,  again  I  applaud  your  efforts  on 
this  issue,  and  I  want  to  thank  you  for  the  opportunity  to  make  my  positions  known. 
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GROUPS  DETAIL  AUDITING  FAILURES  BY  BIG  SIX  ACCOUNTING  FIRMS 

Report  says  firms  are  spending  millions  to  reduce  their  liability. 


WASHINGTON,  D.C.  -  Consumers,  creditors  and  taxpayers  lost  more  than  $10  billion  in  six 
out  of  eleven  case  studies  of  audits  by  the  Big  Six  accounting  firms,  according  to  a  report 
released  today  by  Public  Citizen  and  the  U.S.  Public  Interest  Research  Group  (U.S.  PIRG). 

The  report,  entitled  "Bad  Audits...Not  Deep  Pockets,"  refutes  claims  by  the  Big  Six 
accounting  firms  that  they  are  being  sued  in  S&L  and  other  cases  because  they  have  money  to 
pay  damages,  not  because  they  have  performed  deficient  audits.  The  report  also  shows  that 
accounting  firms  are  prospering,  with  over  $29  billion  in  worldwide  revenue  in  1991,  despite 
their  legal  liability  in  S&L  and  other  large-scale  failures. 

"The  accountants  claim  they  get  sued  because  of  their  deep  pockets,  but  the  truth  is,  they 
get  sued  because  of  bad  audits,"  said  Janice  Shields,  Ph.D.,  associate  professor  of  accounting  and 
author  of  the  report.  "If  the  accountants  had  been  doing  their  job,  billions  of  taxpayer  and 
consumer  dollars  would  have  been  saved." 

The  case  studies  include: 

*  A  $400  million  lawsuit  filed  by  the  Resolution  Trust  Corporation  (RTC)  claiming  that 
Arthur  Andersen  ignored  its  in-house  appraisers'  valuations  of  investment  properties 
owned  by  Benjamin  Franklin  Savings  Association,  and  instead,  usea  'V  bank 
management's  own  inflated  amounts.  Ben  Franklin  failed  in  1989  at  a  cost  to  taxpayers 
of  $976  million. 

*  A  pending  lawsuit  by  the  RTC  claiming  that  Deloitte  Touche  partners  in  charge  of  the 
audit  of  CenTrust  Bank  completed  employment  contract  negotiations  for  themselves 
worth  over  $300,000  with  the  bank  while  they  were  conducting  the  audit.  CenTrust  failed 
in  1990,  costing  taxpayers  more  than  $1.8  billion. 
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A  139-page  notice  of  charges  filed  by  the  Office  of  Thrift  Supervision  (OTS)  accusing 
Ernst  &  Young  of  writing  an  opinion  letter  supporting  the  accounting  treatment  of  a 
transaction  by  Vernon  Savings  and  Loan,  resulting  in  a  $5.8  million  overstatement  of 
the  S&L's  net  worth,  even  though  Ernst  &  Young's  own  internal  memos  indicated  a  less 
favorable  treatment  was  appropriate.  Two  weeks  later.  Ernst  &  Young  was  hired  as 
Vernon's  new  outside  auditor. 

Press  accounts  of  a  jury  trial  claiming  Price  Waterhouse  tried  to  assure  the  new  owner 
of  United  Bank  of  Arizona  that  the  bank's  loan  portfolio  was  not  "sick,"  even  though 
there  were  loans  outstanding  to,  among  others,  a  company  that  had  threatened  to  file  for 
bankruptcy,  and  another  that  had  built  townhouses  on  a  land  fault.  The  new  owner 
incurred  $338 
million  in  losses  from  its  purchase  of  the  bank. 


"These  are  but  a  few  of  the  many  examples  of  actual  and  alleged  violations  of  accounting 
and  auditing  standards  by  the  Big  Six  oligopoly,"  said  Prof.  Shields.  "Clearly,  the  problem  is 
bad  audits,  and  the  result  is  millions  of  lost  or  wasted  investor,  creditor  and  taxpayer  dollars." 

The  report  explains  that  the  accounting  industry  has  launched  a  lobbying  campaign  to 
reduce  their  liability  for  audit  failures  under  the  federal  securities  laws.  According  to  the  study, 
Political  Action  Committee  (PAC)  contributions  to  Congress  from  the  American  Institute  of 
Certified  Public  Accountants  (AICPA)  have  increased  22,260  percent  in  eight  election  cycles  ~ 
from  $6,900  in  1977-78  to  $1,542,851  in  1991-92. 

"In  the  aftermath  of  the  S&L  debacle,  we  would  expect  the  accounting  industry  to  focus 
on  cleaning  up  its  own  house,  in  order  to  restore  the  public's  confidence  in  the  integrity  of 
financial  audits,"  said  Pamela  Gilbert,  director  of  Public  Citizen's  Congress  Watch.  "Instead,  the 
industry  is  investing  tens  of  millions  of  dollars  in  an  attempt  to  relieve  their  own  responsibility 
to  victims  of  wide-scale  financial  fraud." 

"Congress  must  strengthen  laws  against  financial  wrong-doing,  not  weaken  them  to  please 
a  wealthy  interest  group  that  contributes  generously  to  their  campaigns,"  concluded  Gilbert 

The  Public  Citizen/U.S.  PIRG  report  includes  recommendations  to  prevent  and  deter 
financial  fraud,  and  to  enable  victims  to  fully  recover  their  losses.  It  was  submitted  today  by 
Ralph  Nader  at  a  hearing  on  the  condition  of  financial  reporting  in  the  U.S.  held  by  the 
Subcommittee  on  Securities  of  the  Senate  Banking  Committee. 
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Copies  of  "Bad  Audits...Not  Deep  Pockets"  are  available  for  $15.00  from  Public  Citizen's 
Congress  Watch. 
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JANICE  C.  SHIELDS 

Ph.D.,  Associate  Professor  of  Accounting,  Bloomsburg  University 

Consultant  to  United  States  Public  Interest  Research  Group 

Introduction 

The  nation  is  experiencing  an  unprecedented  white-collar  crime  wave,  resulting 
in  hundreds  of  billions  of  dollars  in  losses  to  consumers  and  taxpayers.  Financial 
crimes  have  permeated  every  major  financial  institution  in  the  country,  from  banks 
and  S&Ls,  to  insurance  companies,  to  securities  firms,  to  pension  funds.  The  sav- 
ings and  loan  crisis  alone  will  cost  taxpayers  more  than  $500  billion  over  the  next 
thirty  years.  According  to  government  officials,  as  many  as  60  percent  of  thrift  fail- 
ures involved  fraud,  insider  abuse  or  serious  criminal  activity.  Former  Attorney 
General  Richard  Thornburgh  described  the  S&L  debacle  as  "the  biggest  white-collar 
swindle  in  history." 

As  more  information  about  S&L  and  other  financial  frauds  is  revealed,  it  becomes 
clear  that  the  scams  could  not  have  succeeded  without  the  participation  of  account- 
ants, lawyers  and  other  professionals.  For  example,  the  General  Accounting  Office 
found  that  accountants  followed  improper  auditing  procedures  in  6  out  of  11  failed 
S&Ls  they  reviewed.1  Just  recently,  Ernst  &  Young,  one  of  the  Big  Six  accounting 
firms,  agreed  to  pay  $400  million  to  settle  all  charges  by  Federal  Government  regu- 
lators for  inadequate  S&L  audits,  including  audits  of  four  of  the  most  notorious 
thrift  failures — Lincoln  Savings  &  Loan,  Silverado  Banking  Savings  &  Loan,  Vernon 
Savings  &  Loan  and  Western  Savings  Association.  The  Office  of  Thrift  Supervision 
(OTS),  which  regulates  the  thrift  industry,  says  that  Ernst  &  Young  (or  one  of  its 
predecessors)  audited  one  in  three  of  the  690  financial  institutions  that  have  been 
taken  over  by  Federal  regulators. 

Harris  Weinstein,  former  general  counsel  of  OTS,  concluded: 

Our  own  view  is  that  few  of  the  frauds  and  none  of  the  high-risk  schemes  could 
have  been  undertaken  without  the  active  assistance  of  professionals,  including 
lawyers  and  accountants. 

This  sentiment  was  echoed  by  U.S.  District  Judge  Stanley  Sporkin  in  an  opinion 
affirming  the  actions  of  government  regulators  who  took  over  Charles  Keatings  Lin- 
coln S&L.  Judge  Sporkin  wrote: 

Keating  testified  that  he  was  so  bent  on  doing  the  "right  thing"  that  he  sur- 
rounded himself  with  literally  scores  of  accountants  and  lawyers  to  make  sure  all 
the  transactions  were  legal.  .  .  .  Where  were  these  professionals,  a  number  of 
whom  are  now  asserting  their  rights  under  the  Fifth  Amendment,  when  these 
clearly  improper  transactions  were  being  consummated?  Why  didn't  any  of  them 
speak  up  or  disassociate  themselves  from  the  transactions? 

In  the  aftermath  of  the  S&L  debacle,  we  would  expect  the  accounting  industry  to 
focus  its  resources  on  a  review  of  its  own  practices  and  on  proposals  for  new  proce- 
dures and  requirements  to  restore  the  public's  confidence  in  the  accounting  profes- 
sion, and  to  ensure  that  the  industry  never  again  facilitates  such  widespread  wrong- 
doing in  the  nation's  financial  industries.  Incredibly,  the  industry  has,  instead, 
launched  a  multi-million  dollar  campaign  to  limit  accountants'  liability  under  the 
Federal  securities  laws. 

Accountants  claim  they  are  sued  because  they  have  deep  pockets,  not  because  of 
bad  audits.  This  report  reviews  eleven  case  studies  of  lawsuits  and  settlements 
against  the  six  largest  accounting  firms  to  illustrate  the  kinds  of  flagrant  audit  defi- 
ciencies which  lead  to  large-scale  failures  and  consumer  losses.  In  just  six  of  these 
eleven  examples,  shareholders,  investors,  creditors  and/or  taxpayers  lost  more  than 
$10  billion.  If  the  accountants  had  been  doing  their  job,  this  cost  to  society  would 
have  been  much  lower,  if  not  eliminated  altogether. 

To  influence  Congress,  accounting  Political  Action  Committees  (PACs)  gave  almost 
$2.5  million  to  House  and  Senate  candidates  during  the  1991-1992  election  cycle.2 
The  American  Institute  of  Certified  Public  Accountants'  (AICPA)  PAC  contributions 
alone  have  increased  $1,535,951  (22,260  percent!)  in  only  eight  election  cycles,  from 
$6,900  in  1977-78  to  $1,542,851  in  1991-1992.3  Meanwhile,  the  Big  Six  accounting 


1CPA  AUDIT  QUALITY  Failures  of  CPA  Audits  to  Identify  and  Report  Significant  Savings 
and  Loan  Problems,  General  Accounting  Office,  February,  1989. 

2  Rankin,  Ken,  "Accountant  PACs  Fund  Over  300  Capitol  Races,"  Accounting  Today,  June  21, 
1993. 

3  Federal  Election  Commission,  Washington,  D.C. 
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firms4  are  quietly  contributing  $2  million  each  to  a  war  chest  to  finance  lobbying 
efforts,5  and  the  AICPA  has  established  a  "grassroots"  Key  Person  Program  to  con- 
tact legislators.6 

The  accounting  profession  argues  that,  without  liability  reform,  cases  against  au- 
diting firms  could  wipe  out  their  capital  and  insurance,  expose  partners  personal 
assets  to  seizure,  and  drive  them  into  bankruptcy.  They  claim  that  the  1991  revenue 
for  the  Big  Six  was  a  mere  $5.3  billion.7  In  fact,  this  revenue  figure  counts  only 
their  accounting  and  auditing  work.  Worldwide  revenue  for  the  Big  Six  in  1991, 
the  most  recent  year  available,  was  actually  more  than  5.5  times  the  $5.3 
billion,  or  over  $29  billion.  (See  Table  1.)  In  1991,  legal  fees  and  judgments  were 
only  1.6  percent  of  revenue,  rather  than  the  9.1  percent  reported  by  the  AICPA.  In 
fact,  only  17  percent  of  the  claims  on  the  AICPA's  liability  insurance  plan  arises 
from  audits,  compared  to  40  percent  from  tax-related  services.8 

TABLE  1 

1991  Worldwide  Revenue  of  Big  6  Accounting  Firms 


Accounting  Firm 

Revenue 

KPMG  Peat  Marwick 

$    6,011,000,000 

Ernst  &  Young 

$    5,406,000,000 

Coopers  &  Lybrand 

$    5,000,000,000 

Arthur  Andersen 

$    4,948,000,000 

Deloitte  Touche  Tohmatsu 

$    4,500,000,000 

Price  Waterhouse 

$    3,603,000,000 

TOTAL  REVENUE 

"      '  i              ...              .        .  .      ' 

$  29,433,000,000 

Source:  1992  International  Accounting  Data  Book. 

Lafferty  Business  Research,  1992 

When  the  accounting  firms  are  not  pleading  for  relief  from  Federal  laws,  they 
boast  that  the  cash  outflow  from  legal  settlements  has  had  little  effect  on  income. 

For  example,  in  a  settlement  that's  been  called  a  "$400  million  bargain  for 
Ernst"9  and  "a  fabulous  deal  for  the  insurers,"10  Ernst  &  Young  agreed  to  pay  $400 
million  to  government  regulatory  agencies  for  audits  of  failed  banks.  More  than  100 
insurers  worldwide  will  pay  $300  million;  the  remaining  $100  million  will  be  paid 
by  Ernst  &  Young  partners  in  equal  installments  over  the  next  four  years.  The  audi- 
tors can  deduct  the  payment  as  a  business  expense  for  tax  purposes,  leaving  an 
after  tax  cost  of  only  $8,000  per  year  on  an  average  salary  of  $212,000.  In  a  letter 
sent  by  Ernst  &  Young's  national  director  of  recraiting  to  university  professors, 
Ernst  &  Young  stated  that  "the  annual  settlement  payments  are  about  one  percent 
of  our  revenues  and  well  within  our  financial  capability."  u  The  settlement  resolves 
all  current  and  potential  government  claims  against  Ernst  &  Young  relating  to  all 
of  its  audits  of  failed  depository  institutions. 


4  The  Big  Six  accounting  firms  are  the  six  largest  in  the  world  in  terms  of  revenue  and  are 
all  headquartered  in  the  U.S.  They  include  Arthur  Andersen,  Coopers  &  Lybrand,  Deloitte  Tou- 
che, Ernst  &  Young,  KPMG  Peat  Marwick,  and  Price  Waterhouse.  Deloitte  Touche  was  formed 
from  a  merger  of  Deloitte  Haskins  &  Sells  and  Touche  Ross.  Ernst  &  Whinney  and  Arthur 
Young  became  Ernst  &  Young.  Peat  Marwick  and  KMG  Main  Hurdman  became  KPMG  Peat 
Marwick.  (These  po6t>merger  names  are  used  throughout  the  report.) 

"Harlan,  Christi,  "Breeden  Urges  Caution  in  Effort  to  Protect  Auditors,"  Wall  Street  Journal, 
March  8,  1993,  p.  A5. 

8 "Key  Person  Program  Ranked  Effective  by  Survey,"  Capitol  Account,  AICPA,  April  1993. 

7Crenshaw,  Albert  B.,  "Accountants  Plead  for  Relief,"  Washington  Post,  June  12,  1993,  pp.  Dl, 
D6. 

8  "Most  Common  Causes  of  Claims  in  AICPA  Liability  Insurance,"  Accounting  Today,  July  20, 
1992,  p.  2. 

9Labaton,  Stephen,  "$400  Million  Bargain  for  Ernst,"  Tne  New  York  Times,  November  25, 
1992. 

10  Hofman,  Mark  A.  and  Souter,  Gavin,  "E&Y  Settlement  Praised,"  Business  Insurance,  No- 
vember 30,  1992,  pp.  1,  4. 

11Eldridge,  Charles  B..  letter  to  Faculty  Members,  November  24,  1992. 
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Likewise,  in  October  1992,  Coopers  &  Lybrand  agreed  to  pay  $95  million  to  settle 
claims  related  to  its  work  for  MiniScribe,  bringing  to  at  least  $140  million  Coopers 
&  Lybrand's  total  payments  for  MiniScribe-related  claims.  A  spokesperson  for  Coo- 

Jiers  &  Lybrand  said,  that  the  settlement  "has  not  had  a  material  impact  on  the 
irm's  financial  condition  nor  its  ability  to  serve  its  clients." 12  The  $95  million  was 
to  be  covered  by  insurance  and  other  funds. 

Moreover,  in  March  1992,  Arthur  Andersen  agreed  to  pay  as  much  as  $30  million 
to  settle  investors'  civil  fraud  claims  stemming  from  the  collapse  of  Lincoln  Savings 
&  Loan.  A  spokesperson  for  Arthur  Andersen  said  that  "the  settlement  will  not  ma- 
terially affect  the  firm." 13 

How  Accountants  Spell  Relief 

Accountants  are  spending  millions  campaigning  in  legislatures  and/or  courts  for: 

•  a  requirement  that  the  loser  pays  the  court  costs  of  the  winner.  Injured  parties 
would  be  discouraged  from  suing  accounting  firms. 

•  reductions  in  compensation  to  defrauded  victims  if  some  defendants  cannot  pay. 
Accounting  firms'  payments  would  be  reduced,  even  when  100  percent  of  the  dam- 
ages couldhave  been  avoided  had  the  audit  been  done  correctly  or  had  the  auditor 
blown  the  whistle  on  the  fraud.  Defrauded  victims  would  not  be  able  to  collect 
their  full  award  if  some  defendants  were  insolvent. 

•  restrictions  that  would  allow  only  clients  of  the  accounting  firms  to  sue.  Most  de- 
frauded consumers,  taxpayers,  investors  and  shareholders  would  be  prevented 
from  suing  auditors. 

•  restrictions  on  the  applicability  of  the  Racketeer  Influenced  and  Corrupt  Organiza- 
tions Act.  Auditors  would  be  relieved  of  responsibility  under  civil  RICO  for  any 
of  their  actions  that  aid  fraudulent  activities  by  management. 

•  reduction  in  the  amount  of  time  that  plaintiffs  have  to  file  a  suit,  after  the  alleged 
fraud  was  committed.  Injured  parties  would  have  less  time  to  file  claims,  even 
though  the  charges  involve  highly  complex  frauds  that  might  not  be  discovered 
for  years. 

Accountants:  The  Public  Watchdogs 

Accountants  play  an  essential  role  in  verifying  the  accuracy  of  financial  state- 
ments. They  are  "public  watchdogs"  that  assure  the  investing  public  that  "financial 
statements  are  free  of  material  misstatement." 14  Unfortunately,  the  public  trust  has 
been  shattered  by  recent  disclosures  of  audit  failures  that  have  cost  taxpayers,  in- 
vestors and  creditors  billions  of  dollars. 

The  Supreme  Court  affirmed  the  public  interest  nature  of  auditing  in  United 
States  v.  Arthur  Young  &  Co.  The  Court  ruled  that: 

by  certifying  the  public  reports  that  collectively  depict  a  corporation's  financial 
status,  the  independent  auditor  assumes  a  public  responsibility  transcending  any 
employment  relationship  with  the  client.  The  independent  public  accountant  per- 
forming this  special  function  owes  ultimate  allegiance  to  the  corporation's  credi- 
tors and  stockholders,  as  well  as  to  the  investing  public.  This  'public  watchdog' 
function  demands  that  the  accountant  maintain  total  independence  from  the  cli- 
ent at  all  times  and  requires  complete  fidelity  to  the  public  trust.  .  .  .15 

The  AICPA  confirms  the  profession's  public  watchdog  role  in  its  own  Code  of  Pro- 
fessional Conduct.  According  to  the  Code,  CPAs  are  required  to  "act  in  a  way  that 
will  serve  the  public  interest,  honor  the  public  trust,  and  demonstrate  commitment 
to  professionalism,"  to  "perform  all  professional  responsibilities  with  integrity,"  and 
to   maintain  objectivity  and  be  free  of  conflicts  of  interest." 16 

Every  day,  innocent  consumers  entrust  tens  of  millions  of  their  hard-earned  dol- 
lars to  banks  and  savings  and  loans,  insurance  companies,  securities  firms,  pension 
funds,  and  other  financial  institutions.  Some  of  these  investments  are  guaranteed 
by  the  government;  some  are  not.  Either  way,  consumers  and  taxpayers  must  have 
confidence  that  the  statements,  prepared  by  accountants  and  certified  by  auditors, 
attesting  to  the  financial  condition  of  each  of  these  institutions  are  complete,  accu- 


13  Harlan,  Christi,  "Coopers  &  Lybrand  Agrees  to  Payment  of  $95  Million  in  the  MiniScribe 
Case,"  Wall  Street  Journal,  October  30,  1992. 

13  Jefferson,  David  J.  and  Berton,  Lee,  "Accounting  Firm  to  Settle  Suit  on  Thrift,"  The  Wall 
Street  Journal,  March  17,  1992,  P.  A4. 

14  "Understanding  Audits  and  the  Auditor's  Report:  A  Guide  for  Financial  Statement  Users," 
American  Institute  of  Certified  Public  Accountants,  November  1988,  p.  18.  "Misstatements  are 
considered  to  be  material  if  they  are  significant  enough  to  affect  the  decisions  of  a  reasonable 
financial  statement  user." 

u  United  States  v.  Arthur  Young  &  Co.,  465  U.S.  805  (1984). 

16  AICPA,  Code  of  Professional  Conduct,  AICPA,  New  York,  1992 
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rate,  and  above  all,  free  from  fraud.  As  our  economy  becomes  more  global,  and  fi- 
nancial transactions  become  more  complex  and  less  personal,  the  role  of  the  ac- 
countant in  preparing  financial  statements  and  the  auditor  in  certifying  those  state- 
ments becomes  even  more  critical.  The  Federal  securities  laws  are  one  of  the  most 
important  tools  individuals  have  to  police  the  marketplace  and  recover  losses  due 
to  fraud  and  other  misconduct. 


Accountants  are  Sued  for  Bad  Audits 


Not  Deep  Pockets 


Right  after  the  stock  market  crash  of  1929,  the  following  poem  was  popular  within 
accounting  circles: 

We  have  audited  this  balance  sheet  and  say  in  our  report 
That  the  cash  is  overstated,  the  cashier  being  short; 
That  the  customers'  receivables  are  very  much  past  due; 
That  if  there  are  some  good  ones  they  are  very,  very  few; 
That  the  inventories  are  out  of  date  and  principally  junk; 
That  the  method  of  their  pricing  is  very  largely  bunk; 
That,  according  to  our  figures,  the  undertaking's  wrecked, 
But,  subject  to  these  comments,  the  balance  sheet's  correct.17 

At  the  same  time  as  this  poem  was  circulating,  Congress  passed  the  Securities 
Acts  of  1933  and  1934,  to  restore  public  confidence  in  the  financial  markets  by  es- 
tablishing rules,  regulations,  and  enforcement  mechanisms  to  police  market  trans- 
actions. Incredibly,  in  the  wake  of  the  massive  S&L  debacle,  and  with  more  institu- 
tional failures  lurking  in  other  industries,  accounting  firms  are  asking  Congress  to 
relieve  accountants  from  liability  under  these  same  securities  laws. 

Accounting  firms  claim  that  they  get  sued  when  a  business  fails  because  they're 
where  the  money  is.  In  fact,  accountants  are  sued  successfully  only  when  they  per- 
form bad  audits.  This  report  reviews  eleven  case  studies  of  lawsuits  and  settlements 
against  the  Big  Six  accounting  firms ls  to  illustrate  the  kinds  of  flagrant  audit  defi- 
ciencies which  lead  to  large-scale  failures  and  consumer  losses.  In  just  six  of  these 
eleven  examples,  shareholders,  investors,  creditors  and/or  taxpayers  lost  more  than 
$10  billion.1*  If  the  accountants  had  been  doing  their  job,  this  cost  to 


have  been  much  lower,  if  not  eliminated  altogether. 


society  would 


TABLE  2 


Percentage  of  Publicly-Traded  U.S.  Companies  Audited  by  Big  6 


Company's  Sales 

Revenue 

($  million) 


$  1-25 


$  26-50 


$  51-100 


$  101-250 


$  251-500 


$  501-1000 


$  1001-5000 


Percentage  of  Companies 
Audited  by  Big  6 


84% 


86% 


90% 


94% 


97% 


98% 


99% 


$5000 


100% 


Source:  Spencer  Phelps  Harris,  ed., 
Who  Audits  America.  The  Data  Financial 


Press,  Menlo  Park,  CA,  1992,  pp.  431-432. 


"The  Rise  of  the  Accounting  Profession,  Vol.  1,  "From  Technical  to  Professional,  1896-1936. 
AICPA,  NY,  1969,  p.  167. 

18  As  shown  in  Table  2,  the  Big  6  dominate  the  industry.  Worldwide  revenue  of  the  smallest 
Big  6  firm  is  $2,552,000,000  higher  than  the  revenue  of  the  next  largest  firm  in  the  world.  (See 
Table  1.) 

10  Benjamin  Franklin  Savings  Association,  $976  million  (Arthur  Andersen);  MiniScribe  Cor- 
poration, $20.5  million  for  bondholders  alone  (Coopers  &  Lybrand);  CenTrust  Bank,  $1.8  billion 
(Deloitte  Touche);  Vernon  Savings  and  Loan  Association,  Silverado  Savings  and  Loan  Associa- 
tion, Lincoln  Savings  and  Loan  Association,  and  Western  Savings  and  Loan  Association,  $6.6 
billion  (Ernst  &  Young);  Hill  Financial  Savings  Association,  $988  million  (KPMG  Peat  Marwick); 
and  United  Bank  of  Arizona,  $338  million  (Price  Waterhouse). 
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The  economy  and  individuals  are  further  harmed  when  faulty  financial  informa- 
tion prevents  investors  and  creditors  from  making  optimal  decisions.  Even  the  ac- 
counting profession  recognizes  its  essential  role,  in  the  first  Statement  of  Financial 
Concepts.  The  three  SEC  cases  presented  here  (Marsh  &  McLennan  Companies, 
Fluid  Corporation  and  U.S.  Surgical  Corporation)  illustrate  audit  failures  that  per- 
mitted publication  of  misleading  accounting  reports. 

Arthur  Andersen 

1.  Benjamin  Franklin  Savings  Association 

Benjamin  Franklin  Savings  Association  of  Texas  was  declared  insolvent  in  March 
1989,  costing  taxpayers  $976  million.20 

In  July  1992,  the  Resolution  Trust  Corporation  (RTC),  the  Federal  agency  respon- 
sible for  taking  over  failed  thrifts,  filed  a  $400  million  lawsuit  against  Arthur  An- 
dersen &  Co.  The  charges  alleged  professional  negligence  and  breach  of  contract  in 
Arthur  Andersen's  audits  of  Ben  Franklin.21  Arthur  Andersen  is  accused  of  violating 
"generally  accepted  accounting  principles"  (GAAP),  "generally  accepted  auditing 
standards"  (GAAS)  and  the  accounting  and  auditing  procedures  (RAP)  required  by 
regulatory  agencies  such  as  the  Federal  Home  Loan  Bank  Board.  Charges  include: 

•  Assets  were  overstated.  Arthur  Andersen  ignored  clear  indications  that  Ben 
Franklin's  assets  were  overvalued,  despite  GAAS  requirements  that  auditors  obtain 
sufficient  competent,  evidential  matter  through  inspection,  observation  inquiries  and 
confirmation,  ben  Franklin  acquired  properties  in  Austin  in  1984,  paying  at  least 
$28  million  more  than  the  prior  purchaser  had  paid  just  six  months  earlier.  The 
Houston  office  of  Arthur  Andersen  is  one  of  the  largest  Arthur  Andersen  offices  in 
the  world  and  has  professional  appraisers  on  its  staff.  Though  Arthur  Andersen  had 
used  its  in-house  appraisal  staff  m  reviewing  a  number  of  Ben  Franklin's  appraisals 
of  other  real  estate  developments,  Arthur  Andersen  did  not  use  the  appraisal  staff 
to  assist  in  the  valuation  of  the  Austin  properties  until  1987.  Even  then,  Arthur  An- 
dersen disregarded  the  opinions  of  its  own  appraisal  personnel,  using  instead  ap- 
praisals prepared  by  Ben  Franklin's  management.  Had  Arthur  Andersen  properly 
performed  its  audits,  it  would  have  reduced  the  reported  value  of  the  properties;  the 
material  write-down  would  have  rendered  Ben  Franklin  insolvent  in  1984,  five  years 
earlier,  and  would  have  saved  taxpayers  as  much  as  $976  million. 

•  Failed  to  report  doubts  about  Ben  Franklin's  ability  to  continue  in  business.  Ac- 
cording to  the  AICPA's  Statement  on  Auditing  Standards  #59  (supersedes  #34),  the 
auditor  has  a  responsibility  to  evaluate  an  entity's  ability  to  continue  in  business 
and  to  include  an  explanatory  note  in  the  audit  report  if  substantial  doubt  exists. 
In  July,  1987,  Ben  Franklin  itself  projected  that  it  would  not  have  enough  net  worth 
at  the  end  of  1987  to  meet  regulatory  requirements.  The  1987  financial  statements 
reported  a  loss  of  $28  million,  which  included  losses  of  $13  million  from  October  1st 
to  December  31st  alone.  Arthur  Andersen  also  knew  that  recovery  of  a  $20  million 
loan  extended  by  Ben  Franklin  was  highly  doubtful  and  that  it  was  unlikely  that 
Ben  Franklin  could  recover  its  $52.7  million  investment  in  the  Austin  properties. 
Despite  this  overwhelming  evidence,  Arthur  Andersen  did  not  issue  a  going  concern 
qualification  in  its  1987  audit  report. 

The  case  is  pending. 

2.  Marsh  &  McLennan  Companies,  Inc. 

Marsh  &  McLennan  Companies,  Inc.  (MMC)  was  primarily  engaged  in  insurance 
services,  employee  benefits  services,  and  investment  management.  The  Securities 
and  Exchange  Commission  (SEC)  found  that  MMC's  1983  assets  and  liabilities  were 
understated  by  $1.2  billion  and  MMC's  net  income  before  taxes  was  overstated  by 
$55  million.  Arthur  Andersen  auditors  were  censured  by  the  SEC  for  GAAS  viola- 
tions,22 including: 

•  Assets  were  not  confirmed.  Arthur  Andersen  failed  to  verify  the  costs  of  securi- 
ties. The  third  Standard  of  Fieldwork  and  the  Statement  on  Auditing  Standards  #31 
both  require  auditors  to  determine  whether  assets  are  reported  in  the  financial 
statements  at  the  appropriate  amount.  A  critical  step  in  determining  the  correct 
value  of  securities  involves  verifying  their  original  cost.  Costs  of  securities  pur- 
chased are  normally  supported  by  documents  sent  by  brokers  to  their  customers.  Ar- 
thur Andersen  did  request  copies  of  these  documents  from  a  member  of  MMC's  con- 


20  Thomas,  Pav'.ette,  "Arthur  Andersen  Sued  for  $400  million  for  Accounting  Work  at  Failed 
Thrift,"  Wall  Street  Journal,  August  3,  1992. 

21  Resolution  Trust  Corporation  v.  Arthur  Andersen  &  Co.,  No.  9205130  (N.D.  111.  filed  July 
31   1992). 

22  In  the  Matter  of  John  R.  Schoemer,  C.P.A.  and  Michael  P.  Denkensohn,  C.P.A. ,  File  No.  3- 
7695,  Securities  and  Exchange  Commission,  March  31,  1992. 
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trailer's  department.  From  there,  Arthur  Andersen  was  referred  to  another  division 
of  MMC,  which  in  turn  sent  the  auditors  back  to  the  controller's  department.  The 
auditors  then  attempted  to  verify  the  costs  of  the  securities  by  sending  confirmation 
requests  to  the  brokers.  The  confirmation  form,  though,  did  not  contain  a  column 
labeled  "cost;"  the  auditors  erroneously  assumed  that  numbers  reported  in  an 
unlabeled  column  were  costs.  Because  Arthur  Andersen  failed  to  obtain  sufficient 
competent  evidential  matter  with  regard  to  the  costs  of  the  securities,  they  failed 
to  discover  that  the  amounts  recorded  in  MMC's  securities  portfolio  were  wrong. 

Moreover,  Arthur  Andersen  failed  to  verify  the  existence  of  investment  accounts. 
GAAS  require  auditors  to  determine  whether  items  reported  in  the  financial  state- 
ments actually  exist.  Arthur  Andersen  sent  confirmation  requests  to  outside  brokers 
to  determine  whether  securities  recorded  in  MMC's  investment  accounts  existed  as 
of  the  balance  sheet  date.  The  auditors  used  a  company  document,  which  Arthur 
Andersen  incorrectly  believed  contained  a  complete  listing  of  MMC's  securities  port- 
folio, as  the  basis  for  preparing  their  confirmation  requests.  However,  because  the 
auditors  failed  to  test  for  or  detect  inaccuracies  in  the  company  document  before  the 
confirmations  were  prepared  and  mailed,  their  confirmation  process  was  flawed.  As 
a  result,  Arthur  Andersen  failed  to  discover  that  MMC  had  accumulated  $1.2  billion 
in  marketable  securities  and  related  liabilities  that  were  not  reported  in  the  1983 
financial  statements. 

Coopers  &  Lybrand 

3.  Silverado  Banking,  Savings  &  Loan  Association 

In  July  1991,  Coopers  &  Lybrand  agreed  to  pay  $20  million  in  a  malpractice  set- 
tlement with  the  Federal  Deposit  Insurance  Corporation  (FDIC)  stemming  from  its 
audits  of  the  defunct  Silverado  Banking,  Savings  &  Loan  Association.23  The  failure 
of  Silverado  cost  taxpayers  at  least  $1  billion.  The  notice  of  charges  contained  a 
number  of  allegations,2*  including: 

•  Lack  of  industry  expertise.  Coopers  &  Lybrand  did  not  have  the  industry  exper- 
tise needed  to  perform  the  audit  of  Silverado.  The  first  auditing  standard  requires 
that  an  audit  be  performed  by  a  person  or  persons  having  adequate  technical  train- 
ing and  proficiency  as  an  auditor  in  all  matters  relatingto  the  assignment.  The  en- 
gagement team  for  Silverado,  however,  did  not  have  sufficient  expertise  in  auditing 
allowances  for  loan  losses  or  in  auditing  the  reliability  and  accuracy  of  real  estate 
appraisals. 

•  Loan  loss  is  understated.  Coopers  &  Lybrand  did  not  ensure  that  adequate  al- 
lowances for  loan  losses  were  reported.  If  questions  exist  as  to  whether  a  lender  will 
be  able  to  collect  on  a  loan,  the  difference  between  the  amount  lent  and  the  amount 
expected  to  be  repaid  must  be  calculated.  That  difference  is  reported  in  a  loan  loss 
account.  Silverado's  loan  loss  account  in  1986  was  understated  by  $35  million  be- 
cause: (1)  inaccurate  appraisals  were  obtained  by  Silverado  to  support  the  reported 
amount  of  the  allowance;  (2)  the  allowance  was  incorrectly  calculated;  and,  (3)  pro- 
tection against  losses  was  overstated,  incorrectly  treated,  and/or  improperly  dis- 
closed in  the  audited  financial  statements.  According  to  published  accounts,  when 
one  of  Coopers  &  Lybrand's  own  auditors  challenged  Silverado's  rosy  depiction  of  its 
capital  ana  loss  reserves,  Coopers  &  Lybrand  quickly  removed  him  from  the  audit 
and  later  fired  him.25 

4.  MiniScribe  Corp. 

According  to  news  accounts,  Coopers  &  Lybrand  has  paid  at  least  $140  million 
to  settle  claims  brought  by  bondholders,  creditors  and  investors,  related  to  its  work 
for  the  now-defunct  MiniScribe  Corporation.26  Bondholders  lost  $20.5  million  when 
MiniScribe  failed.  In  the  trial,  a  CPA  serving  as  an  expert  witness  testified  that 
Coopers  &  Lybrand  had  overlooked  improper  revenue  recognition  procedures  and  al- 
lowed inadequate  reserves  for  bad  debts  and  returned  merchandise.27  News  articles 
report  lawsuits  claims  that  Coopers  &  Lybrand  engaged  in  the  following  improper 
practices: 


23  "Coopers  &  Lybrand  is  to  Pay  $20  Million  in  a  Settlement  Regarding  the  Quality  of  Audits," 
American  Banker,  July  8,  1991,  p.  13. 

24  In  the  Matter  of  Coopers  &  Lybrand  and  Arthur  L.  Knight  (Order  No.  90-3035),  Office  of 
Thrift  Supervision,  December  11,  1990. 

"Wilmsen,  Steven,  Silverado:  Neal  Bush  and  the  Savings  &  Loan  Scandal,  National  Press 
Books,  Inc.,  Bethesda,  MD,  1991,  pp.  161-174. 

26  Harlan,  Christi,  "Coopera  &  Lybrand  Agrees  to  Payment  of  $95  Million  in  the  MiniScribe 
Case,"  Wall  Street  Journal,  Oct  30,  1992. 

27  Pickering,  John,  "CPA  Stare  as  Expert  Witness,"  Accounting  Today,  March  2,  1991,  pp.  1, 
21. 


656 

•  Revenue  is  overstated.  Coopers  &  Lybrand  allowed  MiniScribe  to  overstate  reve- 
nue. MiniScribe  recorded  sales  revenue  for  products  mailed  to  customers  who  hadn't 
ordered  them  and  for  goods  that  were  never  shipped  or  were  sent  to  MiniScribe's 
own  warehouse.  The  company  even  shipped  bricks  and  booked  them  as  disk-drive 
sales.  When  customers  returned  merchandise,  the  sales  figure  was  not  reduced,  as 
required  by  GAAP.  Additionally,  1987  sales  were  "pulled:  backward"  into  1986  to 
make  1986  profits  appear  higher. 

•  Inventory  not  confirmed.  Coopers  &  Lybrand  failed  to  confirm  inventory.  A  com- 
puter program,  "Cook  Book,"  was  created  to  inflate  inventory  figures  and  inventory 
obsolescence  was  understated  by  more  than  $2.5  million. 

•  Investigations  not  completed.  Coopers  &  Lybrand  failed  to  investigate  question- 
able end-oi-the-year  journal  entries.  Auditing  standards  require  that  irregularities, 
including  the  completion  of  unusual  year-end  transactions,  be  questioned.  Manage- 
ment made  a  host  of  last-minute  journal  entries,  which  should  have  been  a  red  flag 
for  the  auditors.  Instead,  Coopers  &  Lybrand  certified  1986  profits  of  $22.7  million — 
a  figure  that  was  later  slashed  to  $12.2  million.28 

The  Coopers  &  Lybrand  auditor  had  planned  to  extend  his  auditing  procedures 
to  look  deeper  into  these  events.  However,  at  a  meeting  with  Coopers  &  Lybrand's 
contact  at  MiniScribe,  the  auditor  became  ill,  went  to  the  hospital,  and  never  re- 
turned to  the  engagement  or  to  Coopers  &  Lybrand.29 

Deloitte  Touche 

5.  CenTYust  Bank 

CenTrust  Bank  was  seized  by  Federal  regulators  in  February  1990,  costing  tax- 
payers more  than  $1.8  billion. 

The  RTC  has  charged  Deloitte  Touche  with  negligence,  breach  of  contract,  and 
aiding  and  abetting  breach  of  fiduciary  duty  in  its  audits  of  CenTrust  Bank.  Accord- 
ing to  the  RTC,  Deloitte  Touche's: 

performance  evidenced  a  shocking  disregard  for  its  professional  obligations.  Al- 
though accepting  the  responsibility  to  assure  that  CenTrust  accurately  reported 
the  results  of  its  operations,  and  receiving  over  its  tenure  at  CenTrust  in  excess 
of  $3.5  million  for  doing  so,  Deloitte  closed  its  eyes  to  how  CenTrust  generated 
its  reported  'earnings,'  failed  to  test  internal  controls  over  material  operations  of 
the  institution  and  not  only  accepted,  but  supported  [Bank  Director]  Paul's  con- 
trived justifications  for  CenTrust's  false  and  misleading  financial  statement  pres- 
entation.30 

The  RTC  claims  that  Deloitte  Touche  engaged  in  the  following  improper  practices: 

•  Negotiated  employment  contracts  with  the  client  during  the  audit.  General  [au- 
diting] Standard  #2  requires  that,  in  all  matters  relating  to  the  assignment,  an 
independence  in  mental  attitude  is  to  be  maintained  by  the  auditor  or  auditors.  Yet 
during  the  audits  of  CenTrust,  Deloitte  Touche's  partners  negotiated  employment 
agreements  for  themselves  with  the  director  of  CenTrust.  These  included  annual 
salaries  of  $300,000,  generous  bonuses  and  impressive  titles.  The  partners  contin- 
ued to  work  on  the  CenTrust  audits  after  completing  the  employment  negotiations. 

•  Properties  overvalued.  Deloitte  Touche  failed  to  obtain  independent,  current 
valuations  of  properties.  Because  Deloitte  Touche  failed  to  challenge  CenTrust, 
properties  were  overvalued  in  1988.  These  included  a  hotel  held  by  a  joint  venture 
that  had  filed  for  bankruptcy,  one  office  building  whose  mortgage  was  being  fore- 
closed, and  another  which  various  appraisers  valued  at  $40  million  below  cost,  but 
CenTrust  claimed  at  $150  million  above  cost. 

•  Junk  bonds  misclassified  as  commercial  loans.  Deloitte  Touche  ignored  the  true 
nature  of  CenTrust's  junk  bonds,  allowing  them  to  be  classified  as  "commercial 
loans."  CenTrust  needed  this  designation  because  the  Federal  Home  Loan  Bank  of 
Atlanta  had  directed  CenTrust  to  reduce  its  junk  bond  holdings.  Also,  the  Florida 
Department  of  Banking  and  Finance  had  instructed  CenTrust  not  to  invest  in  bonds 
rated  below  investment-grade. 

•  Debt  securities  overvalued.  If  debt  securities  will  not  be  held  until  maturity, 
GAAP  requires  that  they  be  shown  on  the  balance  sheet  at  the  lower  of  their  origi- 
nal cost,  or  their  market  value  on  the  balance  sheet  date.  CenTrust  did  not  follow 
a  hold-to-maturity  investment  strategy.  However,  it  also  did  not  reduce  the  recorded 
value  of  securities  whose  market  value  had  decreased.  As  a  result,  the  debt  securi- 


^Berton,  Lee,  "Numbers  Game:  How  Highflying  MiniScribe  Got  Coopers  &  Lybrand's  Bless- 
ings on  Questionable  Sales,"  Wall  Street  Journal,  May  14,  1992,  pp.  Al,  A6. 

*»  Pickering,  John,  "CPA  Stars  as  Expert  Witness,"  Accounting  Today,  March  2,  1991,  pp.  1, 
21. 

30 Resolution  Trust  Corporation  v.  Deloitte  &  Touche,  No.  93-870,  (S.D.  Fla.  filed  May  7,  1993). 
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ties  were  overvalued  by  $353  million  in  fiscal  year  1987  and  $227  million  in  fiscal 
year  1988. 

The  case  is  pending. 

6.  Fluid  Corporation 

Fluid  Corporation  was  a  publicly-held  investment  company  headquartered  in  New 
Mexico,  whose  primary  activity  in  1985  was  to  make  venture  capital  investments 
in  small,  developing,  and  unseasoned  companies,  most  of  which  were  unaudited,  un- 
registered, and  not  publicly-held.  Deloitte  Touche  auditors  were  censured  by  the 
SEC  in  1992  for  improper  professional  conduct  during  their  1985  audit  of  Fluid.31 
Numerous  violations  of  GAAS  were  cited,  including: 

•  Assets  were  overstated.  Deloitte  Touche  accepted  management's  rosy  valuations 
of  assets,  and  ignored  or  didn't  gather  sufficient  evidential  matter.  For  example, 
management  estimated  that  the  value  of  its  investment  in  an  automobile  part  fab- 
ricator had  increased  $85,000  over  the  original  cost.  The  auditors,  though,  had  avail- 
able contradictory  evidence  in  the  form  of  unaudited  monthly  income  statements 
that  showed  either  insignificant  amounts  of  income  or  losses.  The  fabricator  had 
filed  for  bankruptcy  in  1985,  prior  to  the  1985  audit. 

The  valuation  of  inventory  and  equipment  acquired  in  liquidation  from  a  diesel 
engine  fabricator  was  based  solely  on  the  amount  that  had  been  recorded  two  years 
previously.  The  existence  or  value  of  the  inventory  was  not  confirmed  by  the  audi- 
tors. 

•  Investment  losses  not  recorded.  Deloitte  Touche  failed  to  gather  sufficient  com- 
petent evidence  and  failed  to  exercise  sufficient  professional  skepticism  by  accepting 
management's  decision  not  to  record  several  investment  losses  in  the  income  state- 
ment. In  one  case,  for  example,  Fluid  had  extended  a  loan  to  a  vending  machine 
company.  The  loss  on  the  loan  had  been  classified  as  "unrealized,"  even  though  the 
president  and  personal  guarantor  of  the  loan  had  gone  into  bankruptcy,  the  com- 
pany had  ceased  operation,  the  company's  real  estate  had  been  foreclosed,  and  the 
auditors'  confirmation  request  had  been  returned  as  not  deliverable. 

Ernst  &  Young 

7.  Global  S&L  Settlement 

In  November  1992,  Ernst  &  Young  agreed  to  pay  $400  million32  to  Federal  regu- 
latory agencies  to  settle  all  current  and  future  claims  against  Ernst  &  Young  Tor 
audits  o?  failed  savings  and  loan  associations.  At  the  time  that  the  settlement  was 
announced,  the  Office  of  Thrift  Supervision  filed  a  139-page  notice  of  charges  delin- 
eating the  allegations  against  Ernst  &  Young  and  citing  specific  examples  of  im- 
proper auditing  practices  by  Ernst  &  Young  at  Vernon  Savings  and  Loan  Asso- 
ciation, Silverado  Savings  and  Loan  Association,  Lincoln  Savings  and  Loan 
Association,  and  Western  Savings  and  Loan  Association.  The  failures  of  just 
these  four  S&Ls  are  estimated  to  cost  taxpayers  $6.6  billion.  Some  of  the  settled 
charges  included: 33 

•  Income  overstated.  Ernst  &  Young  permitted  Lincoln  to  improperly  recognize  in- 
come from  the  purported  sales  of  real  estate.  In  1986  and  1987,  Lincoln  engaged 
in  a  series  of  at  least  eleven  contrived  transactions  that  accounted  for  nearly  100 
percent  of  Lincoln's  1986  and  1987  income.  In  one,  Amcor,  a  subsidiary  of  Lincoln, 
purported  to  sell  425  acres  to  U.S.  Home  for  $4,250,000,  $637,500  above  the  highest 
appraised  value.  Amcor  recorded  a  gain  of  $3,326,000  on  the  sale.  Simultaneously, 
Lincoln  committed  to  extend  U.S.  Home  a  $50,000,000  line  of  credit,  at  an  interest 
rate  of  the  prime  rate  plus  1.5  percent.  In  effect,  Lincoln  financed  U.S.  Home's  en- 
tire down  payment  on  the  property.  According  to  GAAP,  profit  on  the  sale  should 
not  have  been  recognized  because  the  seller  directly  or  indirectly  provided  funds  to 
the  buyer  for  the  down  payment  on  the  property.  The  improper  accounting  treat- 
ment of  these  transactions  caused  Lincoln  s  income  and  net  worth  to  be  overstated 
by  more  than  $143  million  in  1986  and  1987. 

•  Assets  overvalued.  Ernst  &  Young  permitted  Vernon  to  overstate  the  value  of 
assets  acquired  from  a  related  entity.  In  order  to  increase  Vernon's  net  worth,  the 
majority  stockholder  wanted  to  merge  Vernon  and  a  sister  corporation.  The  stock- 
holder argued  that,  as  a  result  of  the  merger,  the  recorded  values  of  the  sister  cor- 
poration's assets  could  be  increased  from  their  original  cost  to  their  current  pur- 
ported market  value.  The  bank  regulators  required  a  favorable  opinion  letter  from 


31  In  the  Matter  of  Robert  A  Domingues,  CPA  and  Reed  N.  Brimhall,  CPA,  File  No.  3-7806, 
Securities  and  Exchange  Commission,  July  30,  1992. 

32  Bacon,  Kenneth  H.  and  Berton,  Lee,  "Ernst  to  Pay  $400  Million  Over  Audit  of  Four  Big 
Thoughts,"  Wall  Street  Journal,  Nov.  24,  1992. 

33  In  the  Matter  of  Ernst  &  Young,  OTS  AP  No.  92-126,  Nov.  23,  1992. 
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a  national  accounting  firm  concerning  the  appropriate  accounting  treatment  of  the 
merger,  before  approving  it.  According  to  Ernst  &  Young  internal  memoranda,  Ernst 
&  Young  knew  that  GAAP  dictated  that  the  merged  assets  be  recorded  at  their 
original  cost  because  the  transfer  would  occur  between  entities  under  common  con- 
trol. Even  so,  Ernst  &  Young's  opinion  letter  indicated  that  the  assets  could  be  in- 
creased from  their  original  costs  to  their  current  market  value.  The  result  was  a 
$5.8  million  overstatement  of  Vernon's  net  worth,  the  difference  between  the  histori- 
cal cost  and  market  value  of  the  merged  assets.  Two  weeks  after  Ernst  &  Young 
wrote  the  opinion  letter,  Ernst  &  Young  was  retained  as  Vernon's  new  outside  audi- 
tor. 

8.  U.S.  Surgical  Corporation 

In  1990,  Ernst  &  Young  was  charged  by  the  Securities  and  Exchange  Commission 
(SEC)  with  violating  GAAS  and  with  improper  conduct  in  connection  with  its  audits 
of  U.S.  Surgical  Corporation  (USSC).  According  to  the  SEC,  Ernst  &  Young  failed 
to  plan  procedures  to  test  proper  assertions,  relied  unduly  on  client  representations, 
and  failed  to  resolve  material  conflicts  in  audit  evidence.  As  a  result,  Ernst  & 
Young's  New  York  offices  were  barred  from  accepting  or  undertaking  any  new  SEC 
professional  engagements  for  45  days.34 

Faced  with  rapidly  rising  expenses,  USSC  introduced  fraudulent  and  manipula- 
tive accounting  changes  in  order  to  continue  to  show  the  same  levels  of  pretax  in- 
come, according  to  the  SEC.  As  a  result,  net  income  was  overstated  by  18  percent 
in  1980  and  67.8  percent  in  1981. 

The  SEC  charged  Ernst  &  Young  with  the  following  auditing  failures: 

•  Accounting  changes  not  reported.  Ernst  &  Young  failed  to  ensure  that  USSC  re- 
ported accounting  changes.  USSC  increased  net  income  by  $2,300,000  by  beginning 
to  allocate  some  overhead  costs  to  inventory,  rather  than  deducting  them  as  ex- 
penses immediately.  Similarly,  USSC  recorded  as  assets  some  costs  for  molds  and 
dies  that  had  previously  been  expensed  as  incurred.  This  created  an  additional  $5.7 
million  in  capital.  Neither  of  these  changes  were  disclosed  in  the  company's  10K  re- 
port filed  with  the  SEC,  as  required  by  both  the  SEC  (Accounting  Series  Release 
177)  and  GAAP  (Accounting  Principles  Board  Opinion  #20). 

•  Revenue  overstated.  Ernst  &  Young  allowedUSSC  to  overstate  revenue.  USSC's 
salespersons  were  employees  of  the  company,  but  were  required  to  purchase  their 
supply  of  demonstration  products.  Upon  termination,  employees  had  to  sell  the 
demos  back  to  the  company.  USSC  reported  these  sales  to  employees  as  current  in- 
come when  the  merchandise  was  shipped,  creating  revenue  of  $2,233,000  and  a  prof- 
it margin  of  50  percent.  According  to  GAAP,  because  these  were  not  sales  between 
unrelated  parties,  they  should  not  nave  been  included  as  revenue. 

•  Confirmations  not  performed.  USSC  generated  30  percent  of  pretax  income  by 
leasing  or  loaning  $3.65  million  worth  of  instruments  to  customers.  Ernst  &  Young 
determined  that  it  needed  to  send  25  confirmation  letters  to  verify  the  existence  of 
the  equipment.  In  fact,  Ernst  &  Young  sent  eight  and  only  six  were  returned.  One 
respondent  couldn't  confirm  the  existence  of  the  instruments. 

KPMG  Peat  Marwick 

9.  Hill  Financial  Savings  Association 

Hill  Financial  Savings  Association  failed  in  1989  at  an  estimated  cost  of  $988  mil- 
lion to  taxpayers.  The  RTC  is  suing  KPMG  Peat  Marwick  for  more  than  $100  mil- 
lion,35 charging  Peat  Marwick  with  negligence,  negligent  misrepresentation,  breach 
of  contract,  and  breach  of  fiduciary  duty  in  Peat  Marwick's  audits  of  Hill  Financial 
Savings  Association.36  According  to  the  RTC,  Peat  Marwick's  failure  to  conduct  au- 
dits in  accordance  with  GAAS  and  RAP  led  to  the  material  misstatement  of  Hill's 
financial  statements  in  at  least  four  major  respects:  (1)  allowances  for  loan  losses 
were  grossly  inadequate;  (2)  allowances  for  real  estate  owned  (REO)  loss  reserves 
were  grossly  inadequate;  (3)  income  was  overstated  by  at  least  the  amount  of  the 
deficiencies  in  loss  reserves;  and,  (4)  other  disclosures  necessary  for  a  fair  presen- 
tation of  Hill's  actual  financial  condition  were  omitted. 

The  RTC  charged  Peat  Marwick  with  the  following: 

•  Valuations  not  independent  or  current.  Peat  Marwick  did  no  independent  work 
to  analyze  the  value  of  projects  or  collateral  or  to  calculate  the  net  realizable  value 
of  major  loans  or  REO  as  of  the  audit  dates.  Instead,  Peat  Marwick  relied  on  inad- 
equate, optimistic,  and  out-of-date  developer-sponsored  appraisals.  Peat  Marwick 


34  Federal  Securities  Law  Reporter,  1 84610. 

38  "Agency  Sues  Two  Audit  Firms,"  New  York  Times,  March  7,  1992,  p.  18. 
^Resolution  Trust  Corporation  v.  KPMG  Peat  Marwick  92-€V-1373,  (E.D.  Penn.  March  5, 
1992). 
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also  did  nothing  to  confirm  the  accuracy  or  the  appropriateness  of  the  loan-to-value 
ratios  provided  by  Hill  Financial,  and  let  Hill's  internal  audit  department  do  the 
high-risk  review  of  the  credit  file. 

•  Audit  not  adjusted  for  increased  risk.  Hill  used  a  number  of  methods  to  avoid 
declaring  losses  on  troubled  projects.  For  example,  instead  of  foreclosing  on  de- 
faulted loans  and  recognizing  losses,  Hill  acquired  the  properties  that  had  been  pro- 
vided as  security.  Hill  also  practiced  blending,"  or  requiring  borrowers  to  assume 
its  REO  properties  or  non-performing  loans  as  a  condition  to  acquiring  money  for 
new  projects.  Peat  Marwick  did  not  adjust  the  scope  of  its  audit  to  reflect  these 
risks,  as  required  by  GAAS. 

The  case  is  pending. 

10.  Crazy  Eddie  Inc. 

Crazy  Eddie  was  accused  by  its  shareholders  of  inflating  net  income,  inventory, 
and  per  store  sales  figures  by  using  improper  financial  reporting  practices.37  The 
inventory  account  had  to  be  reduced  by  $65  million  to  match  what  was  really  on 
hand  and  net  worth  fell  $86  million.  Shareholders  charged  that  Peat  Marwick  had 
failed  to  investigate  Crazy  Eddie's  irregular  books,  the  fabricated  records,  and  the 
false  explanations  for  the  "loss"  of  destroyed  records. 

The  lawsuit  claimed: 

•  Inventories  not  confirmed.  Crazy  Eddie  had  sold  $5-10  million  of  inventory  to 
owners  and  family  members  in  unrecorded  cash  transactions  for  eventual  resale  to 
others.  Inventory  amounts  were  then  inflated  to  offset  these  sales,  through  tricks 
such  as  booking  as  inventory  merchandise  that  was  intended  to  be  returned  to  man- 
ufacturers. Company  documents  purportedly  listed  two  to  three  times  the  amount 
of  merchandise  that  actually  existed  on  store  shelves.  In  one  case,  inventory  records 
showed  150  large-screen  video  projection  systems  at  one  store,  when  only  four  would 
have  filled  a  small  room.38 

•  Revenue  overstated.  Revenue  was  increased  by  recording  consignments  as  sales 
and  treating  wholesale  transactions  as  retail  transactions.  Some  skimmed  cash  was 
even  pumped  back  into  the  company  to  boost  quarterly  earnings  reports  and  keep 
the  company's  stock  soaring. 

In  April  1993,  Peat  Marwick  and  the  former  officials  and  director  of  Crazy  Eddie 
agreed  to  pay  investors  $60.5  million.39 

Price  Waterhouse 

11.  United  Bank  of  Arizona 

In  May  1992,  a  jury  ordered  Price  Waterhouse  to  pay  $338  million  to  Standard 
Chartered  PLC  for  negligence  related  to  the  accounting  firm's  audits  of  United  Bank 
of  Arizona.40  Standard  purchased  United  in  1987,  but  sold  it  one  year  later,  incur- 
ring $338  million  in  losses. 

According  to  a  Wall  Street  Journal  article,  Standard's  lawsuit  charged: 

•  Net  operating  income  overstated.  Price  Waterhouse  issued  unqualified  audit 
opinions  on  United  in  the  two  years  before  Standard  purchased  United.  Prior  to  the 
transaction,  Price  Waterhouse  had  conducted  six  reviews  of  United's  quarterly  data. 
According  to  Statement  on  Auditing  Standards  #71  (superseding  #36  and  66),  prob- 
lems discovered  in  a  review  must  be  disclosed  and  the  financial  statements  changed 
to  reflect  these  problems.  In  connection  with  Standard's  sale  of  securities  to  finance 
the  deal,  Price  Waterhouse  conducted  10  reviews  of  United's  results.  Price 
Waterhouse's  stated  purpose  for  these  reviews  was  to  "highlight  adverse  changes  in 
financial  position  or  other  .  .  .  events  that  may  require  disclosure."41  It  found  none. 
An  FDIC  bank  examiner,  though,  concluded  that  United's  1986  net  operating  in- 
come had  been  grossly  overstated.  According  to  Price  Waterhouse,  the  overstate- 
ment did  not  have  to  be  corrected  or  restated. 

•  Riskiness  of  the  loan  portfolio  misrepresented.  Soon  after  the  sale,  ten  major 
United  loans  began  to  fall  apart.  After  the  first  problem  loan,  Price  Waterhouse 
tried  to  assure  managers  that  this  was  only  an  isolated  breakdown  and  didn't  indi- 
cate a  sick  loan  portfolio.  However,  United  had  loans  outstanding  to  a  business  that 
had  used  phony  appraisals,  a  borrower  that  didn't  have  any  cash  and  threatened 


37 Bernstein  v.  Crazy  Eddie  Inc.,  702  F.  Supp.  962  (E.D.N.Y.  1988). 

^Anastasia,  George,  "A  Chaotic  Empire  Crumbles,"  The  Philadelphia  Inquirer,  November  2, 
1991,  pp.  Al,  A10. 
38  "Peat  Settles  Crazy  Eddie  Case,"  Accounting  Today,  April  19,  1993,  p.  37. 

40  Berton,  Lee  and  Adler,  Stephen  J.,  "How  Audit  of  a  Bank  Cost  Price  Waterhouse  $338  Mil- 
lion Judgement,"  Wall  Street  Journal,  August  14,  1992,  p.  1. 

41  Peat  Marwick  was  Standard's  auditor,  but  to  retain  the  United  account,  Price  Waterhouse 
offered  to  conduct  audits  for  $140,000  per  year,  about  half  the  going  rate. 


660 

to  seek  bankruptcy  court  protection,  a  congregate-care  facility  that  turned  out  to  be 
too  expensive  to  build,  a  questionable  tax  shelter,  a  company  building  townhouses 
on  a  land  fault,  and  the  worst-performing  unit  of  a  national  fast-food  franchiser. 
During  the  trial,  the  partner  in  charge  of  the  audit  testified  that  he  had  never  seen 
or  reviewed  a  loan  file  at  United,  nor  reviewed  minutes  of  the  bank's  senior  loan 
committee  meetings,42  even  though  Price's  staff  auditor  had  had  no  experience  re- 
viewing commercial  loan  files. 

(In  December,  the  judge  granted  Price  Waterhouse  its  motion  for  a  new  trial  be- 
cause of  questions  about  the  amount  of  the  jury  award.)43 

LAVENTHOL  &  HORWATH 

In  the  Big  6's  widely  distributed  Statement  of  Position  on  the  "liability  crisis," 
Laventhol  &  Horwath  was  cited  as  an  example  of  an  accounting  firm  that  had  been 
included  as  a  defendant  because  of  the  perception  that  it  had  "deep  pockets,"  rather 
than  because  of  deficiencies  in  the  performance  of  its  professional  responsibilities.44 
Laventhol  &  Horwath  was  the  seventh-largest  CPA  firm  in  the  United  States  when 
it  filed  for  bankruptcy  in  the  fall  of  1990.  At  that  time,  the  firm  had  been  named 
as  a  co-defendant  in  a  $757  million  class  action  suit,  for  its  role  in  the  Praise  the 
Lord  (PTL)  Club  scandal.  Investigators  discovered  a  secret  executive  payroll  account 
that  was  used  to  disburse  funds  to  PTL's  co-founder  Jim  Bakker  and  his  closest 
aides.  Although  the  account  was  so  secretive  that  PTL's  board  of  directors  were  to- 
tally unaware  of  its  existence,  the  Laventhol  &  Horwath  partner  in  charge  of  PTL's 
audit  also  maintained  the  check  register  for  the  account  and  had  notified  Bakker 
when  PTL  needed  to  deposit  additional  funds  into  the  account.  Bakker  was  later 
convicted  of  fraud  and  conspiracy.45 

Conclusions  and  Recommendations 

The  accounting  industry  shares  much  of  the  blame  for  the  recent  financial  scan- 
dals that  have  cost  our  nation  hundreds  of  billions  of  dollars.  As  the  industry  contin- 
ues to  prosper,  consumers,  investors  and  taxpayers  must  shoulder  the  burden  for 
massive  failures  of  S&Ls  and  other  financial  institutions.  The  Federal  securities 
laws  are  one  of  the  most  important  tools  that  citizens  have  to  police  the  marketplace 
and  recover  losses  due  to  financial  fraud. 

The  fact  is,  as  these  case  studies  show,  accountants  are  sued  under  the  securities 
laws  for  bad  audits,  not  deep  pockets.  Just  as  it  did  in  the  aftermath  of  the  stock 
market  crash  of  1929,  Congress  must  strengthen  the  laws  against  financial  wrong- 
doing, not  weaken  them  to  please  a  well-funded  interest  group  that  contributes  gen- 
erously to  their  campaigns.  We  recommend  the  following  proposals  to  prevent  and 
deter  financial  fraud,  and  to  enable  victims  to  fully  recover  their  losses: 

1.  Require  a  company  to  disclose  with  its  audited  financial  statements,  imme- 
diately preceding  the  auditor's  report: 

a.  if  it  engaged  a  different  auditing  firm  during  the  year;  and, 

b.  the  true  reason(s)  for  the  change. 

Statement  readers  would  then  have  some  indication  of  whether  the  company 
was  "opinion  shopping" — hiring  an  auditing  firm  that  would  agree  to  provide 
the  desired  opinion. 

2.  Require  auditing  firms  to  strictly  observe  General  [Auditing]  Standard  #2  that 
requires  that  "in  all  matters  relating  to  the  assignment,  an  independence  in 
mental  attitude  is  to  be  maintained  by  the  auditoKs)."  Specifically, 

a.  Auditors  at  all  levels  should  be  prohibited  from  obtaining  a  job  with  the  client 
for  at  least  one  year  after  the  conclusion  of  the  audit;  and, 

b.  No  services  other  than  auditing  should  be  provided  by  the  firm  signing  the 
independent  auditors'  report. 

3.  Allow  treble  damages  and  punitive  damages  for  the  most  egregious  accounting 
frauds. 


42 The  senior  loan  committee  once  approved  or  renewed  almost  400  loans  totaling  more  than 
$200  million  in  one  afternoon.  Many  of  the  loans  got  only  a  few  minutes'  attention;  some  later 
turned  sour. 

43  Berton,  Lee,  "Judge  Voids  Big  Tort  Award  on  Price's  Audit,"  Wall  Street  Journal,  December 
17   1992,  p.  A3. 

44  The  Liability  Crisis  in  the  United  States:  Impact  on  the  Accounting  Profession,  Arthur  An- 
dersen &  Co.,  Coopers  &  Lybrand,  Deloitte  &  Touche,  Ernst  &  Young,  KPMG  Peat  Marwick, 
and  Price  Waterhouse,  August  6,  1992. 

46  Knapp,  Michael,  Contemporary  Auditing  Issues  &  Cases,  West  Publishing  Co.,  New  York, 
1993,  pp.  179-181. 
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4.  Extend  the  statute  of  limitations  to  three  years  from  the  date  of  discovery  of 
the  fraud,  with  no  outside  limit  if  the  fraud  is  not  discovered. 

5.  Expand  the  class  to  whom  accountants  and  auditors  are  liable.  Relax  privity  re- 
quirements. 

6.  Amend  RICO  to  explicitly  include  acts  by  outside  professionals. 

7.  Place  no  limits  on  joint  and  several  liability. 

8.  Preserve  the  current  rule  in  which  each  party  pays  their  own  attorney's  fees. 
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A  DISPROPORTIONATE  BURDEN  OF  LIABILITY 

Introduction 

The  public  accounting  profession,  particularly  the  largest  international  firms,  has 
been  exposed  to  an  ever-increasing  level  of  litigation,  growing  especially  rapidly  dur- 
ing the  last  few  years.  While  some  contend  that  this  litigation  results  from  a  dete- 
rioration in  audit  quality,  or  from  the  profession's  failure  to  keep  pace  with  an  in- 
creasingly complex  international  business  environment,  the  accounting  profession 
believes  that  neither  is  true. 

This  paper  describes  the  effects  of  litigation  on  public  accountants.  It  reveals  in 
both  institutional  and  individual  terms  the  most  serious  financial  effects  on  the  pro- 
fession's largest  firms  over  the  past  five  years,  and  explores  the  disturbing  potential 
effects  on  the  financial  reporting  community  if  today's  trends  continue  unabated.  In 
any  portrayal  of  business  statistics,  it  is  difficult  to  isolate  one  series  of  economic 
events  from  another — so  too  in  this  paper.  Because  the  American  economy  between 
1988  and  1992  was  in  a  troubled  state,  the  statistics  presented  here  reflect  both  the 
effects  of  a  business  environment  in  a  period  of  upheaval  and  the  ever-increasing 
and  costly  litigation  process  confronted  by  the  public  accounting  profession. 

The  profession's  six  largest  firms  are  the  focus  of  this  paper.  They  are  Arthur  An- 
dersen &  Co.,  Coopers  &  Lybrand,  Deloitte  &  Touche,  Ernst  &  Young,  KPMG  Peat 
Marwick,  and  Price  Waterhouse.  They  are  referred  to  here  as  "the  six  firms,"  and 
all  information  in  the  following  tables  reflects  their  collective  experience.1 

Escalating  Litigation  Costs 

In  recent  years,  the  cost  to  the  public  accounting  profession  of  insuring  itself 
against  threatened  legal  action  and  the  cost  of  defense  and  settlements  have  created 
a  grave  threat  to  the  profession's  continued  existence.  At  least  one  firm,  the  sev- 
enth-largest, has  been  forced  into  extinction.  Insurance  companies  have  rapidly  and 
consistently  withdrawn  from  the  market  of  insuring  the  profession.  Capable  part- 
ners, facing  unprecedented  exposure  of  their  life  savings  to  risk,  are  on  the  verge 
of  leaving  their  chosen  vocation.  Retired  partners  fear  the  loss  of  retirement  bene- 
fits. 

The  cost  of  litigation  is  the  fastest  growing  expense  of  the  six  largest  firms,  in- 
creasing by  nearly  50  percent  during  the  past  two  years.  As  a  result,  net  practice 
protection  costs2  now  equal  almost  11  percent  of  the  six  firms'  accounting  and  audit 
revenues  or,  on  average,  nearly  $100,000,000  per  firm  in  1992  alone.  Table  I  illus- 
trates this  explosion  in  practice  protection  costs.  There  is  every  expectation  that 
these  costs  will  rise  again  in  fiscal  1993.  For  instance,  one  firm  announced  a  settle- 
ment of  $400  million  after  the  end  of  its  fiscal  year  1992. 


TABLE  I.    ACCOUNTING  AND  AUDIT  PRACTICE  PROTECTION  COSTS 

(in  millions) 


1990 

1991 

1992 

Gross  accounting  and  audit  revenues 

$5,257 

$5,319 

$5,470 

Costs  of  judgments,  settlements  and 
legal  defense 

$367 

$485 

$783 

Gross  costs  as  percentage  of  revenues 

7.0% 

9.1% 

14.3% 

Insurance  premiums  net  of  insurance 
recoveries  (credit) 

$37 

$(8) 

$(185) 

Net  audit  practice  protection  costs 

$404 

$477 

$598 

Net  costs  as  percentage  of  revenues 

7.7% 

9.0% 

10.9% 

As  Table  I  shows,  actual  litigation  costs,  before  considering  the  impact  of  insur- 
ance, have  more  than  doubled  over  the  past  two  years.  These  costs  now  represent 
more  than  14  percent  of  the  six  firms'  accounting  and  audit  revenues.  If  today's 


1The  six  firms  use  different  fiscal  yeare  and  different  accounting  classifications.  In  compiling 
the  firms'  collective  data,  therefore,  some  judgments  were  required  to  arrive  at  the  most  consist- 
ent presentation  possible. 

2  For  purposes  of  this  analysis,  accounting  and  audit  practice  protection  costs  include  liability 
insurance,  plus  accounting  and  audit  judgments  and  settlements,  outside  legal  fees  and  the  di- 
rect cost  of  internal  legal  departments,  net  of  insurance  recoveries. 
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trend  continues  as  expected,  litigation  costs  will  absorb  an  even  higher  percentage 
of  revenues  in  1993. 

Because  insurers  now  are  requiring  higher  premiums,  the  firms  face  a  major 
built-in  higher  charge  against  future  earnings.  Moreover,  future  commercial  insur- 
ance availability  wUl  be  severely  limited,  with  extremely  high  deductibles — if  the  six 
firms  are  able  to  obtain  outside  insurance  at  all. 

An  additional  practice  protection  cost  that  the  table  does  not  quantify  is  the  cost 
of  the  time  and  talent  diverted  from  the  principal  mission  of  the  six  firms'  auditing 
practices — providing  the  investing  public  with  assurance  regarding  the  reliability  of 
the  financial  information  that  corporate  management  discloses.  When  a  lawsuit  is 
brought,  the  attention  of  management  personnel  directly  associated  with  the  audit 
in  question — from  the  office  managing  partner  on  down — must  focus  on  defending 
the  lawsuit.  Given  the  considerable  number  of  suits  the  firms  face  (see  Table  VIII 
on  page  14),  the  diversion  of  human  resources  is  substantial. 

Litigation  also  consumes  a  significant  portion  of  senior  management's  time.  For 
example,  one  firm's  Vice  Chairman  of  Accounting  and  Auditing  estimates  that  litiga- 
tion-related matters  absorb  at  least  20  percent  of  his  time — time  lost  from  his  pri- 
mary responsibilities  of  responding  to  the  needs  of  users  of  financial  statements  by 
developing  new  audit  methodologies  and  consulting  on  complex  financial  reporting 
matters.  All  six  firms  share  similar  experiences:  litigation  management  claims  too 
much  attention,  detracting  from  their  ability  to  improve  the  way  they  fulfill  their 
mission. 

The  six  firms'  litigation-related  costs  not  only  are  growing  enormously,  they  are 
far  higher  than  similar  costs  in  other  professions  and  businesses.  One  study  esti- 
mates that  U.S.  tort  costs  consume  2.3  percent  of  our  country's  annual  gross  domes- 
tic product.3  The  cost  to  the  six  firms,  seen  in  Table  I,  is  more  than  four  times  larg- 
er, although  there  is  absolutely  no  evidence  that  the  profession's  performance  is  sub- 
standard in  comparison  to  other  economic  sectors.  To  the  contrary,  objective  meas- 
ures— numbers  of  government  enforcement  actions,  results  of  the  AICPA  peer  re- 
view process,  and  studies  of  the  auditor's  effect  on  financial  reporting — all  indicate 
that  the  profession's  work  is  of  high  quality. 

The  simple  truth  is  that  many  of  the  claims  filed  against  the  profession  are  weak. 
Indeed,  as  the  discussion  in  the  Appendix  shows,  60  percent  of  the  nearly  100  secu- 
rities fraud  lawsuits  (10b-5)  cases  closed  out  during  the  past  two  years,  collectively, 
brought  payments  to  plaintiffs  of  less  than  $1.5  million.  Yet  those  cases  cost  the  six 
firms  more  than  20  times  that  amount  in  legal  fees. 

Recent  research  studies  have  concluded  that  a  large  number  of  the  claims  ground- 
ed in  securities  laws  are  unjustified.4  These  studies  suggest  that  the  suits  are  filed 
not  because  they  have  legal  merit,  but  solely  because  certain  defendants,  such  as 
accountants,  are  perceived  to  have  financial  "deep  pockets."  Under  the  current  re- 
gime, a  large  share  of  the  six  firms'  resources — both  financial  and  human — is 
drained  by  lawsuits  that  should  never  have  been  brought. 

Today's  prevailing  doctrine  of  joint  and  several  liability  encourages  plaintiffs — 
even  plaintiffs  with  very  weak  cases — to  pursue  claims  against  so-called  "deep  pock- 
et" defendants,  because  the  threat  of  disproportionate  liability  and  the  cost  of  de- 
fense often  coerce  those  defendants  to  pay  settlements.  No  pockets,  however,  are 
deep  enough  to  sustain  the  magnitude  of  litigation  that  faces  the  profession.  At  the 
end  of  1992,  claims  against  the  six  firms  exceeded  $30  billion,  more  than  20  times 
the  level  of  permanent  capital  available  within  the  six  firms. 

The  litigation  burden  the  profession  shoulders  is  not  just  costly,  it  is  unfair.  The 
huge  disparity  between  litigation  costs  for  the  accounting  profession  and  other  eco- 
nomic sectors,  together  with  the  analyses  indicating  that  many  cases  lack  merit,  sig- 
nal that  something  is  terribly  wrong  with  the  rules  that  apply  to  the  types  of  claims 
brought  against  the  profession. 

This  tremendous  litigation  burden  has  real-world  consequences,  both  now  and  for 
the  future.  Already,  high  litigation  costs  have  considerably  disrupted  other  sectors 
of  the  U.S.  economy:  for  example,  some  areas  of  the  country  have  no  obstetrical 


3Tillinghast,  Tort  Cost  Trends:  An  International  Perspective  (1992),  p.  14,  reports  that  the  cost 
of  the  U.S.  tort  system — at  2.3  percent  of  the  GDP — costs  about  two  and  one-half  times  the  aver- 
age relative  cost  of  tort  systems  in  major  European  countries  as  well  as  in  Australia  and  Japan. 
Further,  tort  costs  in  other  major  nations  show  negligible  growth,  compared  with  a  U.S.  cost 
spiral  since  1983  (p.  15). 

*  Studies  include  Janet  Cooper  Alexander,  "Do  the  Merits  Matter?  A  Study  of  Settlements  in 
Securities  Class  Actions,"  43  Stanford  Law  Review  497  (February  1991);  Vincent  E.  O'Brien,  "A 
Study  of  Class  Action  Securities  Fraud  Cases"  (1991);  and  a  University  of  Southern  California 
School  of  Accounting  working  paper  by  Prof.  Z.  V.  Palmrose  (January  1993). 
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services  as  a  result  of  runaway  litigation.5  Prohibitive  liability  exposure  has  vir- 
tually wiped  out  the  small-aircraft  manufacturing  industry  in  the  U.S.6 

The  litigation  burden  threatens  similar  consequences  to  the  accounting  profession. 
In  recent  years,  growing  numbers  of  smaller  accounting  firms  have  stopped  perform- 
ing audits.  A  recent  survey  of  California  CPA  firms  revealed  that  only  53  percent 
are  willing  to  undertake  audit  work,  while,  of  those,  32  percent  are  discontinuing 
audits  in  what  they  consider  to  be  high-risk  economic  sectors.7  Similarly,  a  study 
by  insurance  consultants  Johnson  &  Higgins  found  that  56  percent  of  the  mid-sized 
accounting  firms  surveyed  will  not  do  business  with  clients  in  industries  the  firms 
judge  high-risk.8 

For  the  larger  firms,  risk  management  efforts  focus  on  avoiding  those  clients  and 
potential  clients  that  present  the  greatest  likelihood  of  litigation.  Most  often,  these 
are  the  start-up  and  growth  companies  whose  futures  are  least  assured  and  whose 
stock  prices  are  most  volatile.  For  example,  a  recent  study  of  securities  class  action 
lawsuits  by  National  Economics  Research  Associates,  Inc.,  reveals  that  "a  dispropor- 
tionately large  number  of  securities  class  action  settlements  were  suits  filed  agamst 
high -technology  firms."9  Yet  these  are  the  very  entities  our  country  looks  to  for 
technological  innovation,  the  bulk  of  job  creation,  and  future  competitive  strength. 
These  companies  are  also  the  ones  that  may  well  gain  most  from  an  audit.  In  the 
future,  however,  liability  risk  may  make  such  audit  and  accounting  services  more 
difficult  to  obtain. 

Other  Business  Trends 

It  would  be  incorrect  to  assert  that  the  profession's  dramatically  increasing  expo- 
sure to  litigation  has  been  the  only  area  of  change  that  accounting  firms  faced  dur- 
ing the  last  five  years.  Rising  litigation  costs,  however,  are  the  one  area  in  which 
no  cost-control  solution  is  readily  apparent — largely  because  the  solution  is  out  of 
the  profession's  hands. 

The  following  discussion  shows  how  the  largest  firms  have  coped  with  the  other 
changes — business,  technological  and  competitive — that  have  been  imposed  by  a 
sluggish  domestic  and  worldwide  economy,  and  by  the  need  to  restructure  the  six 
firms'  audit-related  service  delivery.  This  discussion  then  returns  to  the  profession's 
case  for  liability  reform  and  its  perception  of  coming  events  if  such  reform  is  not 
timely,  equitable  and  comprehensive. 

The  Business  Environment 

Like  all  American  businesses,  the  public  accounting  profession  has  been  required 
to  do  more  with  less  in  recent  years — and  to  do  it  more  effectively.  But  the  story 
involves  more  than  dismissals  and  downsizing.  According  to  both  Fortune  and 
Forbes  magazines,  making  more  effective  use  of  people  through  enhanced  focus  on 
technology  and  training  will  characterize  those  organizations  that  successfully  ad- 
just to  the  business  realities  of  the  1990's.10  The  six  firms  are  among  those  organi- 
zations. 

The  profession  as  a  whole  and  the  larger  firms  in  particular  have  recognized  the 
need  to  become  more  efficient.  The  larger  firms  have  reduced  personnel  levels  and 
raised  productivity.  The  profession's  success  is  based  largely  on  the  quality  of  its 
people  and  their  expertise.  Its  people  exemplify  what  Labor  Secretary  Reich  refers 
to  in  The  Work  of  Nations  as  "symbolic  analysts":  knowledge  workers  who,  he  pre- 
dicts, will  either  lead  the  economy  in  catching  the  wave  of  successful  21st-century 
global  capitalism,  or  cause  it  to  lag  behind  other  nations.11 

The  larger  firms  have  made  especially  substantial  investments  in  their  symbolic 
analysts — in  the  development  of  new  audit  methodology,  enhanced  staff  training, 
use  of  state-of-the-art  computer  technology,  and  in  higher  salaries  for  more  skilled 
workers.  To  remain  economically  viable,  these  investments  were  mandatory,  espe- 
cially as  the  firms  sought  to  stay  ahead  of  similar  investments  in  people  and  tech- 
nology made  by  their  clients.  Large  investments  were  also  necessary  in  order  to  con- 


5  "Medical  Liability  Forces  Physician  Exodus,"  P.R.  Newswire,  March  15  1993;  "Federal  Solu- 
tion Needed  on  Medical  Liability,  Says  American  Hospital  Association,"  P.R.  NewBwire,  May  20, 
1993 

"Peter  W.  Huber  and  Robert  E.  Litan,  eds.  The  Liability  Maze:  The  Impact  of  Liability  Law 
on  Safety  and  Innovation  (Washington:  The  BrookingB  Institution,  1991),  p.  478. 

7  "Legal- Liability  Awards  Are  Frightening  Smaller  CPA  Firms  Away  from  Audits,"  The  Wall 
Street  Journal,  March  3,  1992. 

8The  Johnson  and  Higgins  Financial  Group,  "Professional  Liability  and  the  CPA:  How  The 
Profession  Is  Responding"  (August  1990). 

•National  Economics  Research  Associates,  Inc.,  "Recent  Trends  in  Securities  Class  Action 
Suits"  (August  1992). 

10  Fortune  April  19,  1993;  Forbes  April  24,  1993;  Business  Week  1000,  March  1993. 

"Robert  B.  Reich,  The  Work  of  Nations  (New  York:  Vintage  Books,  1991),  pp.  177-180. 
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tinue  to  attract  talented  people  into  the  profession  at  a  time  when  increased  expo- 
sure to  personal  legal  liability  casts  a  shadow  over  the  future  careers  of  partnership 
prospects. 

Since  1990,  the  six  firms  have  invested  more  than  $375  million  in  training;  the 
investment  in  audit-related  advanced  computer  technology  over  just  the  last  two 
years  exceeded  $180  million.  Table  II  details  the  expenditures  for  audit  and  account- 
ing training. 

TABLE  n.    SIX  FIRMS'  INVESTMENT  IN  TRAINING 


Training 
(in  thousands) 

Training  Expenditure 

Per  Professional 
(excluding  partners) 

1990 

$126,068 

$2,804 

1991 

$123,255 

$2,900 

1992 

$126,723 

$3,136 

These  investments  have  produced  notable  gains  in  the  efficiency  and  productivity 
of  accounting  and  audit  practices.  Each  firm  has  streamlined  its  workforce  and  in- 
creased productivity.  As  shown  in  Tables  HI  and  IV,  the  total  number  of  accounting 
and  audit  partners  of  the  six  firms  dropped  significantly  over  the  past  four  years — 
down  more  than  13  percent  in  1992  from  1988.  Over  the  same  period,  the  size  of 
the  audit  staff  was  reduced  even  more  sharply — down  more  than  17  percent.  Not 
surprisingly,  new  hires  also  decreased  dramatically,  from  11,696  in  1988  to  8,667 
in  1992 — a  decline  of  more  than  25  percent.  In  the  end,  the  firms  achieved  the  de- 
sired and  necessary  goal  of  higher  productivity. 


TABLE  m.  -  CHANGES  IN  PARTNERS  AND  PROFESSIONAL 

ACCOUNTING  &  AUDITING  PERSONNEL 


Number  of 

Partners 

Departing 

During  FY 

Number  of 

Partners  Added 

During  FY 

Number  of  Non- 
Partners/  Professionals 
Departing  During  FY 

Number  of  Non- 
Partners/  Professionals 
Hired  During  FY 

1988 

286 

310 

10,965 

11,696 

1989 

327 

340 

12,241 

10,829 

1990 

475 

293 

11,834 

9,946 

1991 

508 

227 

12,615 

9,745 

1992 

354 

175 

10,096 

8,667 

Engagement  hours  fell  during  the  same  period  as  well.  Some  of  this  decline  re- 
flects a  reduced  level  of  demand  for  special  services,  as  public  stock  and  debt  offer- 
ings and  opportunities  for  other  non-recurring  work  were  significantly  curtailed. 

Much  of  the  decline,  however,  stems  from  the  six  firms'  efforts  to  increase  audit 
and  accounting  productivity  through  improved  computer  technology;  sharper  focus 
on  areas  of  audit  risk;  and  better  coordination  of  work  with  internal  auditors.  In 
addition,  most  of  the  firms  have  adopted  formal  selectivity  programs  aimed  at  cull- 
ing clients  that  present  unacceptable  levels  of  risk. 


667 


TABLE  IV.  -  PROFESSIONAL  ACCOUNTING  AND  AUDITING 

PERSONNEL  &  ENGAGEMENT  HOURS 


Number  of  Professionals  at  FY  End 
Partners               Staff                    Total 

Total 

Acct.  &  Audit 

Engagement  Hours 

Chargeable 
Hours 
Per  Professional 

1988 

4.680 

43,231 

47,911 

75,205,000 

1,570 

1989 

4,693 

41,819 

46,512 

74,911,000 

1,611 

1990 

4,511 

39,933 

44,444 

71,115,000 

1,600 

1991 

4,236 

57.W3 

41,293 

48,701. 000 

1,664 

1992 

4,051 

35,630 

39,681 

66,355,000 

1,672 

Revenue  Trends 

Overall,  the  U.S.  economy's  performance  in  recent  years  has  been  flat,  with  pock- 
ets of  extreme  downturn  in  industries  such  as  real  estate  and  banking.  This  slip- 
page in  economic  growth  will  take  time  to  remedy.  In  America  in  the  late  1980  s, 
new  enterprises  found  capital  and  credit  scarce,  while  revenue  growth  was  low  or 
flat. 

In  these  circumstances,  it  is  not  surprising  that  the  gross  revenues  of  the  firms' 
accounting  and  audit  practices  grew  only  modestly  between  1988  and  1992.  As  noted 
in  Table  V,  total  revenues  were  about  $4,700,000,000  in  1988,  increasing  to  some- 
what less  than  $5,500,000,000  four  years  later.  While  this  represents  a  compounded 
rate  of  growth  of  about  4  percent  per  year,  more  importantly,  it  represents  a  decline 
when  adjusted  for  inflation. 


TABLE  V.    ACCOUNTING  AND  AUDIT  REVENUE 


Professional  Fees 
(in  millions) 

1988 

$4,706 

1989 

$5,034 

1990 

S5,257 

1991 

$5,319 

1992 

$5,470 

Capital  Trends 

The  capital  of  accounting  firm  partnerships,  like  law  firm  partnerships,  cannot  be 
directly  compared  with  the  capital  of  business  entities  that  operate  in  the  corporate 
form.  Like  law  firms,  accounting  firms  require  less  capital  than  product-producing 
entities,  because  there  is  no  extensive  need  for  capital  assets  in  the  form  of  build- 
ings and  equipment. 

While  the  firms'  existing  capital  is  sufficient  to  support  the  day-to-day  business 
of  the  six  firms,  it  pales  in  comparison  to  current  liability  claims,  creating  dramati- 
cally higher  exposure  to  risk  for  partners'  personal  assets.  As  mentioned  earlier,  at 
the  end  of  1992,  present  claims  against  the  firms  exceeded  $30  billion,  more  than 
20  times  the  permanent  capital  available  within  the  six  firms.  More  than  $10  billion 
of  this  total  included  10(b)(5)  claims.  Also  at  the  end  of  1992,  the  six  firms  in  total 
listed  7,864  partners.  If  the  worst  case  materialized,  and  the  entire  $30  billion  in 
claims  were  realized,  the  average  partner  could  face  a  personal  liability  exposure 
of  more  than  $3.8  million.  Even  if  only  the  10(b)(5)  claims  were  realized,  the  per- 
partner  liability  exposure  would  surpass  $1.27  million.  And  this  figure  does  not  in- 
clude the  enormous  defense  costs. 

In  any  scenario  where  final  judgments  could  exceed  the  capital  and  insurance  cov- 
erage available,  the  partners'  personal  assets  could  be  attached  to  satisfy  the  defi- 
ciency. Whether  or  not  such  an  eventuality  occurs,  the  burden  of  knowing  that  any 
individual  firm  could  be  wiped  out,  with  terrible  consequences  for  individual  part- 
ners, creates  an  untenable  working  environment.  This  realization,  fueled  by  the  se- 
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vere  impact  of  the  Laventhol  bankruptcy,  has  had  a  chilling  effect  on  individual 
partners'  attitudes  toward  the  profession. 

TABLE  VI.  -  PARTNERS'  CAPITAL 

fin  millions) 


1988 

1989 

1990 

1991 

1992 

Capital 

SI.  487.4 

$1,597.2 

$1,605.6 

SI. 522.0 

$1,440.7 

Undistributed  Earnings  1/ 

$    659.2 

$    699.5 

S     775.8 

S     571.6 

S     738.1 

\l    Substantially  distributed  to  partners  shortly  after  the  end  of  each  fiscal  year 

Partner  Earnings 

Across  the  American  economy  today,  larger  capital  investments  are  required  as 
businesses  retool.  At  the  same  time,  greater  pressure  from  a  variety  of  sources  is 
exerted  upon  revenues  and  compensation.  The  accounting  profession  confronts  the 
same  pressures,  while  bearing  the  additional  burden  of  coping  with  uncontrollably 
increasing,  uniquely  devastating  litigation  costs. 

As  Table  VTJ  indicates,  very  modest  earnings  gains  achieved  by  the  six  firms  in 
1989  were  eroded  in  the  following  two  years,  only  to  show  signs  of  recovery  in  1992 
as  the  U.S.  economy  began  to  improve.  Even  with  the  1992  increase,  however,  part- 
ners' average  earnings,  when  adjusted  for  inflation,  have  actually  declined  during 
the  past  four  years;  the  $212,000  per-partner  average  for  1992  is  less  than  $179,000 
in  constant  1988  dollars. 

TABLE  VTI.    COMPARATIVE  AVERAGE  EARNINGS  PER  PARTNER 


Six-Firm  Partner 

Corporate  CFO 

Law-Firm  Partner.!./ 

1992 

$212,000 

$227,400 

N.A. 

1991 

190,000 

232,900 

$376,000 

1990 

206,000 

221,400 

391,000 

1989 

212,000 

210,000 

396,000 

1988 

198,000 

199,000 

351,000 

V  The  average  profits  per  law  firm  partner  are  based  on  the  American  Lawyer's  annual  survey  of  the  nation's 
top  100  law  firms.  The  firms  in  the  survey  were  ranked  in  order  of  size,  and  average  profits  per  partner 
were  calculated  for  that  subset  of  the  largest  law  firms  that  was  composed  of  approximately  the  same 
number  of  partners  as  makes  up  the  combined  audit  and  accounting  partnership  of  the  sbt  accounting  firms. 
Because  we  did  not  generate  the  underlying  compensation  data,  we  cannot  be  sure  it  was  calculated  on  the 
same  basis  as  the  data  for  accounting  firm  partners. 

The  six  firms  face  a  future  burdened  with  substantially  rising  litigation  costs  in 
the  form  of  higher  insurance  premiums  and  the  resolution  of  an  unprecedented  level 
of  outstanding  claims.  For  this  reason,  partners'  past  earnings  cannot  be  used  to 
forecast  the  future.  Unless  there  is  a  change  in  the  legal  environment,  the  firms' 
litigation  costs  clearly  will  continue  to  increase  far  more  rapidly  than  they  can  be 
offset  by  technology  gains.  While  these  circumstances  are  of  considerable  concern  to 
existing  partners,  the  effect  on  future  partner  candidates  is  devastating.  As  partner 
earnings  in  the  accounting  profession  decline  in  real  dollar  terms,  the  best  and 
brightest  will  leave  for  greener  pastures. 

Examples  of  the  earnings  available  in  other  professions  and  occupations,  with 
which  the  accounting  profession  competes  for  the  same  highly-trained  personnel,  are 
revealing.  A  survey  of  top  law  firms  comprising  roughly  the  same  total  number  of 

fiartners  as  the  number  of  audit  partners  in  the  six  firms  shows  that,  in  1991  (the 
ast  year  for  which  data  are  available),  average  earnings  of  an  attorney  partner 
were  nearly  $376,000. 

Consider  also  the  compensation  of  chief  financial  officers  of  large  companies,  a  rel- 
evant comparison  because  partners  in  the  six  firms  are  equivalent  in  experience  and 
responsibility  to  senior  executives  in  the  corporate  world;  indeed,  major  corporations 
frequently  recruit  them  to  fill  such  positions.  For  companies  with  revenues  above 
$750  million,  the  average  total  cash  compensation  of  CFOs  was  $227,400  in  1992.12 


12  Wyatt  Data  Services  ECS,  Top  Management  Compensation  Regression  Analysis,  1988-1992. 
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But  the  story  doesn't  end  there — corporate  officers  enjoy  significant  additional  op- 
portunities for  financial  reward  through  stock  options  as  well  as  other  forms  of  cap- 
ital appreciation  and  retirement  benefits. 

By  contrast,  accounting  firm  partners  not  only  lack  similar  opportunities  to  profit 
through  appreciation  of  their  capital  investments,  but  their  retirements  are,  in  most 
cases,  unfunded  and  thus  subject  to  substantially  higher  risk.  Most  importantly,  the 
firms'  partners  confront  the  risk  of  losing  their  personal  assets  because,  as  partners 
in  a  partnership,  they  bear  unlimited  personal  liability  for  the  liabilities  of  the  part- 
nership. 

In  1990,  this  prospect  became  a  devastating  reality  for  the  more  than  600  part- 
ners of  Laventhol  &  Horwath,  then  the  nation's  seventh-largest  accounting  firm. 
Faced  with  exploding  litigation  costs,  that  firm  formally  declared  bankruptcy  in  No- 
vember 1990 — wiping  out  3,000  jobs,  as  well  as  the  entire  capital  the  firm  s  partners 
had  accumulated  over  many  years,  and  stripping  the  firm's  retired  partners  of  all 
unfunded  pension  benefits  despite  their  decades  of  service.  If  that  were  not  enough, 
a  settlement  with  the  trustee  in  bankruptcy,  reached  after  months  of  negotiation, 
required  the  partners  to  contribute  an  additional  $47  million  from  their  personal  as- 
sets to  partially  fund  the  shortfall  in  the  firm's  assets.  This  settlement  imposed 
claims  on  active  and  previously  retired  partners  alike,  wiping  out  future  unfunded 
retirement  payments  to  all  retired  partners. 

Given  better  prospects  for  gain  in  the  corporate  sector,  and  partners'  exposure  to 
devastating  loss,  accounting-firm  partners  are  more  and  more  apprehensive  about 
their  futures  in  public  accounting.  Competing  career  opportunities  in  corporate 
America  and  other  professions  increasingly  attract  this  key  group  of  individuals. 

Potential  Effects  on  the  Financial  Reporting  System 

A  serious  concern  for  the  coming  decade  is  that  the  firms  will  not  be  able  to  at- 
tract and  retain  competent  people  in  the  public  accounting  profession.  Yet  a  steady 
flow  of  quality  entrants  is  the  lifeblood  of  the  profession,  whose  strength  is  its  peo- 

§le.  As  the  financial  risk/reward  ratio  grows  more  unpalatable,  the  firms  face  a 
windling  supply  of  talented  people  willing  to  undertake  public  accounting  careers. 
But,  you  say,  "Who  cares  if  one  or  more  of  the  larger  firms  fails?"  Every  member 
of  the  financial  community  should  care.  The  disappearance  of  any  one  of  the  firms 
for  reasons  such  as  those  that  ended  the  Laventhol  firm  may  portend  the  demise 
of  the  auditing  profession  as  we  know  it.  Together,  the  six  firms  audit  494  of  the 
Fortune  500  industrial  companies,  and  some  90  percent  of  the  publicly-traded  com- 
panies in  the  United  States  with  annual  sales  of  $1  million  or  more.13 

Since  the  Securities  Acts  of  the  1930's,  public  accountants'  responsibilities  to  at- 
test to  the  financial  statements  of  American  businesses  have  been  a  stabilizing  force 
in  the  capital  markets.  The  assistance  of  public  accountants  to  emerging  companies 
has  played  a  key  role  in  sustaining  a  healthy  stream  of  startup  opportunities.  Insu- 
perable problems  for  the  public  accounting  profession  spell  problems  for  the  nation's 
economy  and  its  capital  markets. 

The  Case  for  Liability  Reform 

The  accounting  profession's  experience  in  recent  years  offers  indisputable  evidence 
that  reforms  are  needed  urgently.  The  following  specific  examples  suggest  the  poten- 
tial for  further  damage  to  the  profession  if  today's  trends  continue. 

Effects  on  Capital  and  Earnings.  The  pool  of  pending  claims  against  the  six  firms 
has  now  risen  to  a  level  that  is  more  than  20  times  the  combined  capital  of  all  the 
firms.  Individual  settlements  have  reached  a  level  that  could  exceed  the  annual 
earnings  of  some  firms.  Unchecked,  the  current  system  likely  will  lead  to  further 
failures  of  individual  firms. 

But  perhaps  just  as  important — whether  or  not  doomsday  materializes — the  grav- 
ity of  the  threat  creates  great  uncertainty  that  may  affect  the  fundamental  operat- 
ing principles  of  the  profession.  The  prospect  of  devastating  impact  on  the  personal 
assets  of  retired  and  active  partners  creates  serious  recruiting,  promotion  and  reten- 
tion problems.  Practices  of  client  selectivity  threaten  to  exclude  high-risk  (and  in 
some  cases  medium-risk)  clients  from  the  audit  base.  There  is  also  undeniable  evi- 
dence that,  when  cornered  by  such  threats,  any  professional  consciously  or  uncon- 
sciously reacts  by  instituting  additional  practice  protection  procedures.  The  result? 
The  cost  of  the  audit  service  to  all  clients,  and  to  the  economy  generally,  may  rise 
artificially  and  unnecessarily. 

Joint  and  Several  Liability's  Unfair  Burden.  If  this  doctrine  continues  to  prevail, 
accountants  and  auditors  become  one  class  of  defendants  who  are  asked  to  foot  the 


13  Who  Audits  America?,  25th  edition  (Menlo  Park,  CA;  Data  Financial  Press,  June  1991),  pp. 
393-96. 
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bill  for  the  failures  of  others  in  the  business  system.  In  addition,  any  plaintiff  who 
files  a  broad  class  action  suit,  even  one  of  limited  merit,  can  tie  up  the  system  for 
years  while  imposing  astronomical  legal  costs  upon  defendants.  Abusive  and  frivo- 
lous litigation,  as  well  as  joint  and  several  liability,  should  be  major  targets  of  any 
reasonable  reform. 

Insurance  Protection  Is  No  Longer  a  Solution.  In  the  near  term,  accounting  firms 
may  face  the  impossibility  of  obtaining  insurance — at  any  cost.  Consider  these  facts: 
Deductibles  today  are  approaching  $45  million  per  suit,  compared  to  $2  million  a 
decade  ago.  What  little  commercial  insurance  coverage  is  available  does  not  exceed 
$50  million  per  firm.  Ten  years  ago,  commercial  insurance  was  available  up  to  levels 
of  $200  million  or  higher.  Contrast  this  to  the  situation  of  many  other  professionals, 
who  can  still  purchase  insurance  without  deductibles,  albeit  at  substantially  higher 
rates  than  in  the  past. 

Extortion  in  the  Legal  System.  Many  defendants  are  forced  into  pre-trial  settle- 
ments that  deny  them  a  judgment  on  the  merits  because,  economically,  they  cannot 
bear  the  costs  and  risk  of  losing  in  the  face  of  three  very  large  risks  inherent  in 
the  current  system.  Those  risks  are:  punitive  damages,  a  lack  of  proportionate  liabil- 
ity, and  juries  who  may  have  grossly  inflated  and  erroneous  perceptions  of  the  avail- 
ability of  insurance  and  the  ability  of  businesses  to  pay  large  judgments. 

Under  these  circumstances,  the  legal  process  becomes  not  a  tool  for  dispute  reso- 
lution, but  a  lever  to  pry  settlements  from  defendants  who  cannot  assume  the  exces- 
sive costs  and  risks  of  going  to  trial.  Conversely,  the  risks  to  plaintiffs  are  slight, 
particularly  when  claims  can  be  pursued  at  little  or  no  financial  cost  to  the  plaintiff. 

Unfortunately,  the  consequences  of  the  present  system  are  not  limited  to  the  ex- 
tortion defendants  face;  many  unhealthy  consequences  turn  up  later — in  lost  jobs, 
lagging  recruitment,  firms  driven  out  of  business,  costly  defensive  practices,  and 
withdrawal  of  key  business  services  from  those  who  need  them  most. 

What  Happens  Without  Reform?  If  reasonable  reforms  cannot  be  agreed  on,  the 
future  may  become  a  spiral  of  negative  consequences  for  the  profession.  The  litiga- 
tion issues  will  not  abate  with  improved  economic  conditions,  because  declines  in 
stock  prices  and  business  failures  are  an  inherent  feature  of  every  dynamic  free-en- 
terprise system.  The  litigation  process  can  be  brought  back  into  balance  only  if  there 
is  a  recognition  of,  and  a  desire  to  correct,  current  inequities. 

Unchanged,  today's  system  can  lead  only  to  the  decline  of  a  profession  that  sup- 
ports a  substantial  part  of  the  economy.  The  more  than  134,000  certified  public  ac- 
countants in  public  practice1*  touch  the  lives  of  an  estimated  213,000  family  mem- 
bers;15 tens  of  thousands  of  employees  and  their  families;  more  than  11,900  major 
corporate  clients  (the  six  firms'  total  number  of  SEC  clients  alone); 16  and  countless 
vendors  and  suppliers. 

The  accounting  profession  cannot  sustain  much  longer  today's  litigation  trends 
without  drastic  changes  in  the  mix  of  services  the  profession  offers.  Such  changes 
will  include  smaller  audit  practices  and,  as  a  result,  reduced  availability  of  inde- 
pendent auditors.  A  reduction  in  audit  resources  will,  of  course,  affect  the  profes- 
sion's ability  to  perform  its  public  function.  In  turn,  that  will  affect  the  nation's  fi- 
nancial reporting  system,  the  investment  community  and  capital  markets  that  rely 
on  the  consistent  benchmarking  services  the  profession  provides. 

Conclusion 

Reasonable  Litigation  Reform  Solutions.  Substantive  reform  of  both  federal  and 
state  liability  laws  is  needed  to  restore  equity  and  fairness  to  the  liability  system, 
and  to  offer  reasonable  assurance  that  the  accounting  profession  will  be  able  to  con- 
tinue meeting  its  public  obligations.  Accounting  firms  must  accept  responsibility 
where  accountants  are  culpable,  and  should  pay  for  their  share  of  damages.  Eco- 
nomically realistic  reforms  do  not  mean  unjust  ones.  No  curbs  should  be  placed  on 
anyone's  right  of  redress.  Yet  no  reasonable  system  can  promise  plaintiffs  an  exemp- 
tion from  all  risk  of  loss — just  as  it  should  not  promise  defendants  an  exemption 
from  responsibility  for  proven  fault. 

Our  society's  notions  of  risk  and  reward  are  skewed,  for  Americans  sometimes  ap- 
pear to  believe  that  there  is  reward  without  risk,  and  that  all  risks  must  be  guaran- 


14  As  of  April  30,  1993,  the  American  Institute  of  Certified  Public  Accountants  classified 
134,190  of  its  members  as  employed  in  public  practice.  That,  of  course,  does  not  include  the  sub- 
stantial number  of  accountants  in  public  practice  who  are  not  members  of  the  AICPA. 

18  Assuming  that  at  least  half  the  accountants  in  public  practice  are  married,  this  estimate 
is  arrived  at  by  using  a  Census  Bureau  multiplier  of  3.18,  the  "average  size  of  family  households 
with  own  children  under  18,"  including  single  parents;  sociologists  consider  this  a  reliable  meth- 
od of  estimating  family  size.  Source:  U.S.  Bureau  of  the  Census,  Statistical  Abstract  of  the  U.S., 
112th  edition  (Washington,  D.C.:  U.S.  Bureau  of  the  Census,  1992),  Table  66,  p.  53. 

16  Bowman's  Accounting  Report,  Vol.  7,  No.  3  (March  1993),  p.  15. 
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teed  against  loss.  The  profession  believes  that  everyone  should  be  held  responsible 
for  his  or  her  own  failures,  but  not  for  the  failures  of  others,  or  for  an  unexpected 
turn  in  the  financial  condition  or  prospects  of  a  particular  enterprise.  Holding  others 
responsible  for  one's  failure  is  the  fundamental  injustice  of  joint  and  several  liabil- 
ity, and  the  fundamental  reason  why  the  profession  supports  proportionate  liability, 
which  best  embodies  the  principle  of  accountability. 

Individually,  auditors  must  continue  to  be  held  accountable  for  their  failures,  but 
firms  and  their  partners  cannot — and  should  not — continue  to  be  designated  as  the 
"deep  pocket"  stand-ins  for  those  who  are  individually  responsible  for  business  fail- 
ures. The  prevailing  doctrine  of  joint  and  several  liability  means,  more  often  than 
not,  that  the  last  defendant  left  with  financial  resources  pays  every  other  defend- 
ant's share  of  damages. 

Reforming  joint  and  several  liability  would  help  to  stem  the  tide  of  meritless  liti- 
gation facing  the  profession.  The  current  system  makes  suing  an  accounting  firm 
an  excellent  investment,  because  plaintiffs  pay  little  to  add  an  accounting  firm  to 
the  list  of  defendants  on  a  form  complaint.  The  high  cost  of  legal  defense  may  well 
coerce  a  settlement  by  the  firm.  Further,  if  the  plaintiff  wins  a  large  verdict,  the 
accounting  firm  could  be  forced  to  pay  it  all.  Virtually  all  of  the  suits  against  the 
six  firms,  even  those  arising  from  transactions  in  which  they  had  only  tangential 
involvement,  could  lead  to  very  large  liability  if  an  adverse  finding  occurs.  Plaintiffs' 
lawyers  know  this,  and  it  allows  them  to  hold  out  for  settlements  far  higher  than 
the  merits  of  their  claims  would  otherwise  command.  An  important  first  step  in 
breaking  this  vicious  circle  would  be  to  assign  liability  justly — in  proportion  to  prov- 
en fault. 

APPENDIX 

Although  the  six  firms  have  succeeded  in  reducing  the  absolute  number  of  claims 
faced  today,  that  achievement  has  come  at  a  tremendous  cost,  as  Table  VIII  shows. 
Moreover,  though  the  number  of  pending  claims  fell  somewhat  in  1992,  the  total 
amount  of  damages  sought  in  these  lawsuits  is,  in  fact,  somewhat  higher  than  the 
total  amount  sought  in  the  larger  number  of  cases  the  six  firms  faced  at  the  end 
of  fiscal  1991.  The  number  of  pending  claims  has  decreased,  but  the  total  expo- 
sure— already  unacceptably  high — continues  to  grow.  Further,  because  several  years 
typically  elapse  after  the  date  of  an  audit  and  before  a  claim  is  brought,  it  is  vir- 
tually certain  that  the  six  firms  will  face  numerous  additional  claims  against  past 
work. 

Table  VIII  describes  the  firms'  total  audit-related  litigation  experience  over  the 
past  three  years.  Tables  DC  and  X  disclose  the  firms'  combined  experience  with  cer- 
tain kinds  of  suits,  including  federal  securities  claims  for  relief.17 


17  Tables  IX  and  X  focus  on  lawsuits  with  federal  claims  and  therefore  do  not  embrace  all  of 
the  suits  reported  in  Table  VIII. 
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TABLE  Vm.  AUDIT-RELATED  LITIGATION.  ALL  CASES 


1990 

1991 

1992 

Number  of  Suits  Filed  11 

192 

172 

141 

Total  Amount  of  Awards  and  Settlements  Paid  2/ 

$89.6  M 

$160.3  M 

$752.4  M 

Amount  of  Awards  and  Settlements  Per  Audit  Partner 

$19,865 

$37,900 

$185,737 

Number  of  Cases  Settled 

52 

67 

115 

Amount  of  Settlements  2/ 

$54.4  M 

$146.6  M 

$748.3  M 

Number  of  Cases  Dismissed 

23 

29 

79 

Number  of  Cases  Tried 

9 

7 

15 

Number  of  Verdicts  for  Defendants 

3 

•> 

3 

12 

Number  of  Verdicts  for  Plaintiffs 

6 

4 

3 

Total  Amount  of  Awards  to  Plaintiffs  2/ 

$35.2  M 

$13.7  M 

$4.1  M 

1/    Multiple  lawsuits  growing  out  of  a  single  audit  are  counted  as  a  single  suit  for  purposes  of  this  figure. 

2/  These  amounts  represent  the  total  awards  and  settlements  in  cases  closed  in  the  years  indicated,  regardless  of  when 
the  firms  included  the  specific  amounts  in  their  income  statements  Hence,  these  figures  do  not  relate  consistently 
to  the  figures  in  Table  I. 


A  few  of  these  numbers  deserve  special  attention.  For  example,  in  Table  DC,  out 
of  the  58  cases  including  a  10(bX5)  claim  that  closed  in  1992,  23  cases,  or  40  per- 
cent, were  dismissed  before  trial  with  no  payment  to  the  plaintiffs.  Defending  these 
cases,  however,  cost  the  six  firms  over  $10  million. 

It  is  equally  telling  that,  of  the  35  10(bX5)  cases  that  were  settled  in  1992  (Table 
DC),  plaintiffs  in  11  of  those  cases,  or  31  percent,  settled  for  $150,000  or  less — a  total 
of  less  than  $650,000.  Yet  to  defend  those  "strike  suits"  cost  the  six  firms  nearly 
13  times  that  amount — or  more  than  $8  million.  All  told,  the  six  firms  spent  ap- 
proximately $18.5  million  defending  these  34  10(bX5)  claims18  that  were  found 
weak,  as  determined  by  the  courts  or  by  the  very  modest  settlement  amounts.  Fur- 
ther, a  large  portion  of  those  modest  settlements  went  to  the  plaintiffs'  lawyers,  ex- 
perts and  administrators,  not  to  the  plaintiffs  themselves. 

In  Table  DC,  six-firm  litigation  figures  for  1991  show  a  similarly  high  proportion 
of  weak  claims.  Out  of  39  cases  (including  a  10(bX5)  claim)  closed  in  1991,  14  cases, 
or  36  percent,  were  either  dismissed  before  trial  or  resulted  in  a  verdict  in  favor 
of  the  accounting  firm.  Further,  10  of  the  24  10(bX5)  cases  settled  in  1991 — 42  per- 
cent of  those  cases — involved  settlements  of  $150,000  or  less.  In  those  10  cases, 
plaintiffs  received  a  total  of  less  than  $700,000.  But  the  six  firms  spent  nearly  13 
times  as  much — close  to  $9  million — in  defending  those  cases. 

Thus,  60  percent  of  the  nearly  100  10(bX5)  cases  closed  out  during  the  past  two 
years,19  brought  payments  to  plaintiffs  of  less  than  $1.5  million.  Yet  these  cases  cost 
the  six  firms  many  times  that  amount  in  legal  fees.  These  facts  demonstrate  that, 
under  the  current  regime,  a  large  share  of  the  firms'  resources  is  being  drained  by 
lawsuits  that  have  little  or  no  success  in  court. 


18 The  23  cases  that  closed  with  no  payment  to  the  plat nti IT  and  the  11  cases  that  settled  for 
modest  amounts. 

"This  number  is  derived  from  the  discussion  in  the  prior  two  paragraphs — the  34  of  58  cases 
closed  in  1992  and  the  24  of  39  cases  closed  in  1991. 
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TABLE  IX.  AUDIT-RELATED  CASES  INCLUDING  10b-5  CLAIMS  1/ 


1990 

1991 

1992 

Total  Amount  of  Awards  and  Settlements  Paid 

S58.5  M 

$85.3  M 

$373.8  M 

Amount  of  Awards  and  Settlements  Per  Audit 
Partner 

$13,964 

$20,166 

$92,278 

Number  of  Cases  Settled 

12 

24 

35 

Amount  of  Settlements 

H6.S  M 

$77.3  M 

$373.8  M 

Number  of  Cases  Dismissed 

7 

11 

23 

Number  of  Cases  Tried 

1 

4 

0 

Number  of  Verdicts  for  Defendants 

0 

3 

0 

Number  of  Verdicts  for  Plaintiffs 

1 

1 

0 

Total  Amount  of  Awards  to  Plaintiffs 

$22  M 

S8  M 

$0 

Number  of  Cases  with  an  Insolvent  Co-defendant 

Not 
Available 

17 

34 

XI    Includes  all  cases  thai  contain  a  10b- 5  claim,  even  if  other  federal  and  state  claims  were  also  alleged  in  the 
complaint 


TABLE  X.    AUDIT-RELATED  CASES  INCLUDING 
OTHER  FEDERAL  SECURITIES  CLAIMS  1/ 


1990 

1991 

1992 

Total  Amount  o£Awards  and  Settlements  Paid 

$39.2  M 

$7.1  M 

$232.2  M 

Amount  of  Awards  and  Settlements  Per  Audit 
Partner 

$8,682 

$16,805 

$57,320 

Number  ot  Cases  Settled 

8 

11 

16 

Amount  of  Settlements 

$17.2  M 

$7.1  M 

$232.2  M 

Number  of  Cases  Dismissed 

1 

3 

9 

Number  of  Cases  Tried 

1 

0 

0 

Number  of  Verdicts  for  Defendants 

0 

0 

0 

Number  of  Verdicts  for  Plaintiffs 

1 

0 

0 

Total  Amount  of  Awards  to  Plaintiffs 

$22  M 

SO 

SO 

U    Includes  all  cases  thai  contain  a  federal  claim  other  than  a  claim  under  10h-5.  even  if  a  10b-5  claim  or  state  claims 
were  also  alleged  tn  the  complaint 
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July  16,  1993 

The  Honorable  Christopher  J.  Dodd 

Chairman 

Securities  Subcommittee 

Senate  Banking  Committee 

534  Dirksen  Senate  Office  Building 

Washington,  DC  20510-6075 

Dear  Chairman  Dodd: 

I  have  recently  completed  a  study  analyzing  voluntary  information  disclosures  publicly 
made  by  550  companies  prior  to  their  announcements  of  a  large  earnings  surprise.  Since 
my  findings  indicate  that  the  threat  of  securities  litigation  seems  to  affect  the  voluntary 
disclosure  of  quantitative  information  that  is  important  to  investors,  the  study  seems 
pertinent  to  your  subcommittee's  review  of  the  securities  laws. 

The  study  demonstrates  that  the  threat  of  securities  fraud  litigation  seems  to  inhibit 
the  voluntary  disclosure  of  important  quantitative  information  about  a  company's  prospects. 
When  voluntary  disclosures  about  operational  prospects  are  made,  they  are  usually 
qualitative  and  are  overwhelmingly  more  likely  to  be  negative  (e.g.,  warnings)  than  positive. 
Good  news,  which  would  be  of  considerable  value  to  the  market,  is  often  withheld 
apparently  out  of  concern  that  changed  circumstances  will  attract  securities  fraud  litigation. 
As  a  result,  a  company's  shares  may  be  undervalued.  Investors  may  suffer  considerable 
losses  because  of  the  lack  of  this  crucial  information. 

Securities  litigation  seems  to  be  having  a  perverse  effect  on  the  information  market. 
The  threat  of  litigation  discourages  management  from  disclosing  some  types  of  information 
that  investors  need  to  make  intelligent  decisions.  The  SEC  has  repeatedly  emphasized  the 
need  for  more  quantitative,  future-oriented  information  from  companies,  but  the  system  of 
private  10b-5  litigation  appears  to  work  at  odds  with  that  policy  goal. 

I  hope  that  this  study  will  be  helpful  to  your  review  of  the  nation's  securities  laws. 
Please  contact  me  if  I  can  be  of  any  further  assistance.  ,  / 

\  ■  ' 

All  the  best,  "  >    ; 

w   :, v-   r  i 

Baruch  Lev      \  " 
BL/ls  \ 
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THE  CHARACTERISTICS  AND  CONSEQUENCES  OF  CORPORATE 
DISCRETIONARY  DISCLOSURES 

By  Ron  Kasznik  and  Baruch  Lev* 

Abstract 

We  document  in  this  study  the  characteristics  of  all  voluntary  disclosures  made 
by  530  public  companies  prior  to  announcing  large  earnings  surprises,  as  well  as 
investors'  reaction  to  such  disclosures.  We  also  identify  the  factors  disclosure  driv- 
ers— associated  with  the  communication  policies  of  firms.  This  examination  is  per- 
formed within  the  framework  of  economic  and  legal  theories  dealing  with  informa- 
tion disclosure. 

Our  major  findings,  particularly  the  significant  skewness  of  disclosures  toward 
bad  news  announcements  and  the  apparent  absence  of  a  reward  by  investors  for  vol- 
untary disclosure,  seem  inconsistent  with  the  predictions  of  most  information  eco- 
nomics and  signaling  models.  The  evidence,  particularly  on  the  disclosure  drivers, 
points  at  litigation  threat  as  a  maior  force  shaping  disclosure  policies  of  firms.  We 
close  by  reflecting  on  the  possible  conflict  (agency  costs)  between  shareholders' 
"right  to  know"  and  managers'  concern  with  litigation,  and  regulators'  role  in  this 
respect. 

The  Characteristics  and  Consequences  of  Corporate 
Discretionary  Disclosures 

I.  Introduction 

We  examine  in  this  study  the  characteristics  of  the  information  voluntarily  dis- 
closed by  public  corporations,  the  attributes  of  firms  that  make  discretionary  disclo- 
sures and  the  capital  market  consequences  of  such  disclosures.  This  empirical  exam- 
ination is  conducted  in  the  context  of  information  economics  models  of  disclosure  as 
well  as  legal  theories  concerning  managers'  duty  to  disclose  and  investors  right  to 
know.  To  enrich  our  sample  of  discretionary  disclosures  and  enhance  the  power  of 
the  tests,  we  focus  on  companies  that  announced  large  earnings  surprises,  namely 
companies  for  which  the  likelihood  of  managers  making  discretionary  disclosures  is 
relatively  high. 

The  empirical  investigation  of  voluntary  information  disclosure  by  public  corpora- 
tions was  until  recently  mostly  restricted  to  managerial  earnings  forecasts  (e.g.,  Lev 
and  Penman  [1990],  Pownall  and  Waymire  [1989],  Frankel,  et  al.  [1990]).  While 
yielding  interesting  insights  (e.g.,  investors  react,  on  average,  to  the  release  of  man- 
agers' Forecasts),  the  scope  of  this  research  is  quite  restricted,  since  only  about  5— 
10  percent  of  public  corporations  release  quantitative  estimates  of  earnings.  Fur- 
thermore, these  firms  tend  to  be  non-representative,  they  are  relatively  large  and 
heavily  followed  by  analysts.  Given  the  substitutability  between  earnings  forecasts 
and  other  types  of  prospective  disclosures  (e.g.,  qualitative  operating  statements, 
disclosure  of  plans  and  strategies),  a  study  of  corporate  discretionary  disclosure 
clearly  has  to  encompass  the  broadest  set  feasible  oi  information  releases  by  public 
corporations. 

Several  recent  studies  expanded  beyond  earnings  forecasts.  For  example,  Skinner 
[1992]  considers  a  broad  set  of  corporate  announcements  and  finds  that  managers 
tend  to  disclose  "bad  news"  (i.e.,  announcements  that  trigger  stock  price  decreases) 
more  often  than  good  news.  He  conjectures  that  this  is  aimed  at  mitigating  the 
threat  of  litigation.  Lang  and  Lundholm  [1992]  examine  the  validity  of  various  theo- 
retical predictions  about  the  attributes  of  firms  engaging  in  voluntary  disclosure. 
They  examine  analysts'  evaluations  of  firms'  disclosure  level  (in  contrast  with  the 
actual  disclosures),  and  report  that  large  firms,  above-average  performers,  and  those 
frequently  issuing  securities,  tend  to  have  a  higher  than  average  level  of  disclosure. 
Francis  et  al.  [1993]  compare  pattern  of  stock  returns  and  types  of  disclosures  of 
defendant  firms  in  shareholder  litigation  with  that  of  a  control  sample  of  "at  risk' 
firms  that  experienced  sharp  earnings  and  sales  declines,  yet  were  not  sued.  They 
conclude,  among  other  things,  that  defendant  firms  made  more  disclosures  than  the 
control  firms,  and  that  the  release  of  an  early  warning  of  bad  news  is  not  an  effec- 
tive deterrent  to  litigation. 

We  consider  in  this  study  the  full  range  of  disclosures  made  public  by  a  large 
sample  of  firms — about  550 — prior  to  announcing  relatively  large  earnings  surprises. 
Our  objective  is  to  gain  insight  into,  the  discretionary  disclosure  phenomenon.  This 
is  done  by  first  documenting  the  content  and  form  of  disclosures  made  by  public  cor- 


*University  of  California  at  Berkeley.  The  assistance  of  Amir  Guttman,  Alan  Kleidon  and 
Brett  Trueman  is  gratefully  acknowledged.  So  is  IBES's  provision  of  analysts'  forecasts  of  earn- 
ings. Please  do  not  quote  without  the  authors'  permission. 
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poration8  and  investors'  reaction  to  such  disclosures,  and  then  drawing  inferences 
about  managers'  motives  for  voluntary  disclosure  and  the  role  of  regulation  in  the 
dissemination  of  financial  information  to  capital  markets.  Specifically,  we  address 
the  following  questions: 

(a)  What  do  companies  soon  to  announce  large  earnings  surprises  disclose,  and 
in  what  form  (e.g.,  quantitative  vs.  qualitative  information,  earnings  or  non-earn- 
ings information)? 

(b)  Is  the  information  disclosed  affected  by  operating  circumstances,  such  as  the 
size  and  sign  of  the  earnings  surprise  (i.e.,  good  or  bad  news  and  the  extent  of 
such  news),  or  the  occurrence  of  corporate  restructuring? 

(c)  What  are  the  capital  market  consequences  of  discretionary  disclosures?  In 
particular,  are  companies  that  alert  investors  to  a  forthcoming  surprise  rewarded 
by  investors  in  the  form  of  higher  returns  relative  to  "silent"  companies? 

(d)  What  are  the  systematic  firm  and  capital  market  attributes  that  discrimi- 
nate between  disclosing  and  non-disclosing  firms? 

(e)  Given  the  patterns  of  voluntary  disclosure  identified  in  this  study,  what  is 
the  role  of  regulation  in  disseminating  financial  information? 

Our  major  findings  are: 

(a)  The  disclosure  frequency  of  quantitative,  operational  information  (e.g.,  point 
or  range  estimates  of  earnings  or  sales)  is  low — only  5—7  percent  of  the  large-sur- 
prise sample  firms  provided  such  information.  This  paucity  of  disclosure  is,  to 
some  extent,  compensated  for  by  the  release  of  qualitative  information.  Over  half 
the  sample  firms  did  not  provide  any  operational  information  prior  to  surprising 
investors. 

(b)  The  frequency  of  disclosure  is  significantly  skewed  toward  "bad  news"  firms 
(i.e.,  those  releasing  negative  earnings  surprises).  For  example,  the  frequency  of 
sales  and  earnings-related  disclosures  among  these  firms  is  2Vi  times  as  high  as 
for  "good  news"  firms.  This  finding  is  inconsistent  with  some  economic  models. 

(c)  In  contrast  with  the  predictions  of  some  economic  models,  voluntary  disclo- 
sure does  not  appear  to  be  rewarded  by  investors.  Conditioned  on  the  earnings 
surprise  and  on  firm  size,  the  abnormal  stock  returns  of  disclosing  firms  during 
the  disclosure  and  earnings  announcement  period  is  not  significantly  different 
from  the  returns  to  the  "silent"  firms. 

(d)  This  finding  raises  the  question  of  why  do  the  disclosing  firms  voluntarily 
provide  information?  Based  on  a  logit  analysis,  we  identify  the  following  factors 
as  systematically  discriminating  between  disclosing  and  nondisclosing  firms:  firm 
size,  volume  of  trade,  number  of  analysts  following,  size  of  earnings  surprise,  reg- 
ulatory status,  and  operating  in  high  tech  industries.  While  some  of  these  factors 
are  consistent  with  predictions  of  economic  and  legal  theories  of  disclosure,  it  ap- 
pears that  most  factors  are  consistent  with  managerial  litigation  deterrence  mo- 
tives. That  is,  the  disclosure  patterns  identified  here,  particularly  the  bad  news 
skewness,  suggest  that  the  threat  of  litigation  exerts  a  significant  effect  on  man- 
agers' communication  with  investors. 

(e)  These  conclusions  appear  to  support  regulators'  attempts  to  expand  the 
scope  of  corporate  disclosure,  such  as  the  SEC's  recent  efforts  to  enhance  the  rel- 
evance of  the  Management  Discussion  and  Analysis  section  of  the  10— K  report. 

The  order  of  presentation  is  as  follows.  We  open  (section  II)  with  a  chronology  of 
Harley  Davidson's  case  which  clearly  highlights  many  of  the  disclosures  issues  ad- 
dressed in  this  study.  We  then  outline  in  section  III  various  hypotheses  concerning 
voluntary  disclosure  to  provide  a  framework  for  the  subsequent  empirical  analysis. 
Data  and  test  design  are  discussed  in  section  IV,  while  section  V  reports  on  the 
characteristics  of  discretionary  disclosures.  In  section  VI  we  report  on  the  market 
returns  to  disclosing  and  nondisclosing  firms,  and  in  section  VII  we  report  on  the 
factors  that  discriminate  between  these  firms  (disclosure  drivers).  Based  on  our  find- 
ings about  the  characteristics  of  voluntary  disclosures,  we  provide  in  section  VIII 
some  reflections  on  shareholders'  right  to  know  and  the  role  of  regulation  in  this 
respect. 

II.  The  Rise-Fall-and-Rise  Again  of  Harley  Davidson 

To  concertize  and  emphasize  the  relevance  of  the  issues  examined  in  this  study 
we  outline  below  the  events  and  disclosures  leading  to  the  dramatic  changes  in  Har- 
ley Davidson's  (H-D)  share  prices  during  the  ten  months  period  September  1,  1991 
to  June  30,  1992  (see  also  Figure  l).1 


xThe  search  for  news  items  was  done  through  the  LEXIS-NEX3S  services. 
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Figure  1 


HARLEY  DAVIDSON 

Stock  Prices  from  July  1, 1991 

to  March  31, 1992 
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9/1/1991  to  10/7/1991— No  disclosures  made  by  H-D. 

10/8/1991 — Asked  to  comment,  H-D  says  it  knows  of  no  reason  for  its  stock  price 
increase  of  $2%  to  a  new  high  of  $59  Ve.  H-D  also  declines  to  comment  on  analysts' 
estimates  for  third  quarter  1991  EPS  ranging  from  $0.60  to  $0.80.  Analyst  Tim 
Reiland  declares,  "Harley  is  hot.  Harley  is  The  Product,  .  .  ." 

10/23/1991 — Trading  in  H-D  is  halted  due  to  an  unusual  activity  in  the  stock  and 
a  drop  in  price  of  $6%  to  $52 Y*.  Responding  to  the  NYSE  demand,  H-D  issues  an 
abbreviated  announcement  that  its  third  quarter  EPS  are  $0.40  (year-ago  quarterly 
EPS  were  $0.36).  H-D  says  it  will  issue  a  full  report  the  following  day. 
10/24/1991— H-D  price  falls  an  additional  $11 Vfe,  for  a  total  two-day  drop  of  31  per- 
cent (the  S&P  500  fell  over  these  two  days  by  0.71  percent).  H-D  blames  the  earn- 
ings disappointment  on  a  weak  market  for  recreational  and  commercial  vehicles. 
Analyst  Daniel  Kapusta  downgrades  the  stock  to  a  "hold"  from  a  "buy^  and  lowers 
his  1991  earnings  estimate. 

10/25/1991 — H-D  says  it  was  informed  that  the  SEC  began  an  investigation  into  its 
stock's  recent  activity. 

11/19/1991 — Analyst  William  Steele  cuts  his  1991  and  1992  earnings  estimates  for 
H-D.  Stock  price  off  10.4  percent. 

12/11/1991 — H-D  announces  its  production  rates  have  not  reached  the  expected  level 
due  to  transition  problems  at  the  new  paint  facility.  Stock  price  falls  next  day  by 
4.6  percent. 

2/5/1992 — H-D's  CFO,  James  Ziemer,  says  he  expects  Holiday  Rambler  recreational 
vehicle  unit  to  break  even  in  1992,  but  declines  to  comment  on  analysts'  consensus 
estimates  of  $0.41  for  H-D's  1991  fourth  quarter. 

2/20/1992 — H-D  price  increases  8  percent  upon  fourth  quarter  1991  earnings  an- 
nouncement of  $0.41  which  met  analysts'  estimates.  Analyst  Peter  Keane  says, 
"Harley  is  a  company  that  does  not  give  a  lot  of  visibility  on  the  orders.  When  they 
announce  earnings  there  is  a  drumroll  because  it's  an  unknown.  In  addition,  the  two 
previous  disappointing  announcements  set  people  up  to  be  anxious  and  ready  to  be 
disappointed.  When  the  results  came  in  and  everything  was  right  with  the  world, 
that  led  to  a  blowoff  in  the  stock." 
2/26/1992— Analyst  Jill  Krutick  upgrades  H-D  to  "buy"  from  "neutral." 

4/21/1992— H-D  announces  first  quarter  1992  EPS  of  $0.48,  a  93  percent  increase 
over  the  year-ago  quarter.  The  stock  falls  slightly.  Analysts  are  apparently  con- 
cerned about  a  27  percent  increase  in  sales  and  administrative  expenses. 
5/11/1992 — H-D  announces  a  two-for-one  stock  split.  Stock  trades  at  $59Vi. 
6/21/1992 — H-D  falls  5.7  percent  after  it  announces  a  one-week  production  backlog. 
Harley  Davidson's  chronology  demonstrates  some  of  the  fundamental  questions 
concerning  discretionary  information  disclosure  by  public  corporations.  In  particular 

(a)  Why  do  some  managers  soon  to  surprise  investors  (H-D's  EPS  of  $0.40  vs. 
analyst  forecasts  of  $0.60-$0.80)  keep  silent  despite  insistent  calls  for  comments 
by  analysts? 

(b)  Could  the  31  percent  stock  price  drop  on  the  disappointing  earnings  an- 
nouncement of  October  23-24,  1991,  the  consequent  shareholder  lawsuits,  and  the 
loss  of  confidence  in  managerial  ability,  have  been  avoided  or  mitigated  by  the  re- 
lease of  an  early  warning?2 

(c)  Despite  persistent  analysts'  demands,  H-D  declined  to  disclose  quantitative 
sales  or  earnings  information  even  after  the  October  23,  1991  debacle,  restricting 
its  public  announcements  to  three  voluntary  releases  over  a  ten  months  period; 
two  about  production  slowdowns  and  one  about  a  subsidiary  expected  to  break 
even.  This  raises  several  questions:  in  particular,  are  firms  rewarded  for  vol- 
untary disclosures?  Also,  what  is  the  effectiveness  (e.g.,  in  changing  investors'  ex- 
pectations) of  "soft"  background  information  relative  to  liard"  sales  or  earnings 
disclosures? 

(d)  H-D  was  severely  penalized  for  disappointing  investors  on  October  23-24, 
1991,  and  later  rewarded  for  just  meeting  analysts  expectations  (2/20/1992).  This 
raises  questions  about  the  benefits  of  a  disclosure  strategy  that  continually  guides 


2The  SEC  investigated  allegations  of  leakage  of  information  on  October  23,  1991.  Also,  several 
stockholders'  class  action  suite  were  filed  against  H-D  in  wake  of  the  sharp  stock  price  decline 
on  October  23-24,  1991.  Investors'  loss  of  confidence  in  management  is  amply  demonstrated  by 
analysts'  comments  that  H-D's  silence  seems  to  suggest  that  its  management  was  also  surprised 
by  the  low  earnings.  Investors  also  felt  betrayed  by  management's  silence.  For  example,  The 
Wall  Street  Journal,  (October  24,  1991)  quotes  a  fund  manager  saying:  "It  could  take  a  while 
to  repair  relations  with  large  stockholders." 
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analysts'  expectations,  relative  to  a  steadfast  policy  (such  as  H-D's)  of  declining 
to  comment  on  analysts  forecasts.3 

(e)  Finally,  a  question  of  particular  interest  to  researchers.  If,  as  some  economic 
and  legal  models  postulate,  voluntary  disclosures  are  beneficial  to  firms  and  their 
shareholders  in,  among  other  things,  increasing  the  stock's  liquidity  (e.g.,  Glosten 
and  Milgrom  [1985],  Amihud  and  Mandelson  [1988]),  correcting  securities' 
misvaluations  (e.g.,  Ayres  [1991],  Lev  [1992]),  and  enabling  investors  to  better 
monitor  and  identify  superior  managers  (e.g.,  Jensen  and  Meckling  [19761, 
Trueman  [1986]),  why  is  it  that  a  widely  held  public  corporation  like  H-D  keeps 
voluntary  disclosure  to  a  bare  minimum?  What  are  the  incentives  that  tend  to  re- 
strict managers'  communication? 

Before  addressing  empirically  these  and  related  questions,  we  examine  in  the  next 
section  the  implications  of  some  economic  models  concerning  information  disclosure. 

III.  Hypotheses 

What  does  economic  theory  say  about  the  questions  raised  in  the  preceding  sec- 
tions? The  general  prediction  emerging  from  information  economics  models  is  that, 
given  managers'  incentives  to  disclose  favorable  (i.e.,  value  increasing)  information, 
they  will  do  so  whenever  such  information  is  available  to  them  and  when  the  disclo- 
sure does  not  compromise  investors'  interests,  by  say  revealing  proprietary  informa- 
tion to  competitors.4  However,  if  investors  can  identify  managers  who  possess  infor- 
mation but  do  not  disclose  it,  they  will  suspect  the  worst  and  bid  down  the  securi- 
ties of  these  companies,  thereby  "forcing"  managers  to  disclose  (e.g.,  Ross  [1979] 
Milgrom  [1981]).  What  drives  such  a  full  revelation  of  information  is  the  principle 
that  in  information  disclosure — no  news  is  bad  news,  and  that  information  can  be 
credibly  and  costlessly  disclosed  by  managers. 

When  disclosure  is  costly,  such  as  in  cases  where  competitors  might  benefit  from 
it  or  when  it  may  attract  regulatory  intervention,  these  costs  create  a  threshold 
level  of  disclosure  so  that  only  firms  whose  expected  gains  from  disclosure  are  larger 
than  these  costs  will  release  information  (Jovanovic  [1982],  Verrecchia  [1983], 
McNichols  [1984]).  Another,  perhaps  more  dominant  factor  preventing  full  revela- 
tion of  information  by  all  firms  is  investors'  imperfect  knowledge  about  managers' 
possession  of  information.  Specifically,  the  dictum  no  news  is  bad  news  which  leads 
to  investors  bidding  down  security  prices  of  silent  firms  until  they  disclose,  will  pre- 
vail only  when  investors  know  that  managers  possess  information.  If  this  knowledge 
is  not  certain,  there  is  no  reason  for  investors  to  "suspect  the  worst"  and  bid  down 
security  prices,  and  the  driving  force  for  full  revelation  will  stall. 

The  partial  revelation  scenarios  of  costly  information  or  of  investors'  imperfect 
knowledge  about  managers'  information  appear  more  consistent  with  reality  than 
the  full  revelation  models.  For  example,  it  has  been  observed  that  even  within  the 
same  industry  some  managers  engage  in  voluntary  disclosure  (e.g.,  release  forecasts 
of  earnings)  while  others  do  not  (e.g.,  Lev  and  Penman  [1990]). 

The  prediction  of  information  economic  models,  particularly  of  the  partial  revela- 
tion type,  is  that  voluntary  disclosure  would  be  predominantly  of  favorable  nature 
(i.e.,  price  increasing).  This  indeed  appears  to  have  been  the  case  in  the  1960's  and 
1970's,  as  evidenced  for  example  by  the  findings  that  managers  tended  to  issue 
earnings  forecasts  when  they  had  good  news  relative  to  investors'  assessments  (e.g., 
Waymire  [1984],  Lev  and  Penman  [1990]).  In  the  1980's,  however,  circumstances  ap- 
pear to  have  changed,  as  many,  perhaps  most  of  managerial  voluntary  disclosures 
were  found  to  be  of  unfavorable  nature,  associated  with  stock  price  declines  (e.g., 
McNichols  [1989]).  Thus,  the  straightforward  prediction  of  information  economics 
concerning  the  positive  nature  of  voluntary  disclosures  appears  inconsistent  with  re- 
ality. 

Trueman  [1986]  constructed  a  model  where  managers  are  as  likely  to  disclose 
good  news  as  bad  news.  Managers'  disclosure  objective  is  mainly  to  signal  their  abil- 
ity to  investors: 

".  .  .  the  market  value  of  the  manager's  firm  is  a  function  of  investors'  percep- 
tions of  his  [the  manager's]  ability  to  anticipate  future  changes  in  the  firm's  eco- 
nomic environment  and  adjust  the  firm's  production  plan  accordingly.  Since  the 


3  The  Gap  provides  another  case  in  point.  After  a  series  of  positive  earnings  surprises,  the 
March  5,  1992  announcement  cf  a  nearly  30  percent  increase  in  quarterly  sales  and  a  50  percent 
increase  in  earnings  disappointed  investors  (Gap's  stock  price  dropped  by  5  percent)  since  it  just 
met  analysts'  expectations.  In  the  words  of  one  analyst:  ".  .  .  investors  had  become  conditioned 
to  believe  that  [Gap's]  earnings  would  exceed  expectations." 

4  Managers'  incentives  to  enhance  share  price  by  disclosing  favorable  information  may  derive 
from  their  own  stock  holding,  from  their  attempts  to  maximize  shareholder  wealth,  or  from  con- 
cerns with  their  reputation  in  the  capital  and  labor  markets. 
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investors  cannot  directly  observe  his  ability,  the  manager  has  an  incentive  to 
provide  the  most  favorable  information  about  it  as  possible  by  releasing  an  up- 
dated earnings  forecast  each  period  as  soon  as  he  observes  changes  in  the  firm  s 
economic  environment."  Trueman  [1986,  p.  70]. 

Trueman's  hypothesis  thus  suggests  that  managers  will  be  willing  to  release  bad 
news  as  frequently  as  good  news,  if  disclosure  is  costless.  However,  and  this  is  im- 

gortant  for  our  study,  the  average  price  reaction  at  the  time  of  disclosure  should 
e  positive,  since  investors  learn  from  the  disclosure  about  manager's  above-average 
ability.5 

We  thus  have  models  that  predict  the  disclosure  of  good  news,  and  those  that 
allow  for  both  good  and  bad  news,  yet  predict  a  positive  investor  reaction,  on  aver- 
age, to  disclosure.  The  high  frequency  of  bad  news  disclosures  in  the  1980's  (e.g., 
warnings  of  earnings  declines)  naturally  led  to  attempts  to  explain  this  phenome- 
non, mostly  revolving  around  the  threat  of  litigation.  The  conventional  wisdom  used 
to  be  that  this  threat  works  against  the  discretionary  release  of  information,  since 
shareholders  might  allege  that  they  were  misled  by  the  voluntary  disclosures  (e.g., 
Trueman  [1986]).  The  threat  of  litigation  might,  however,  lead  to  the  opposite  pre- 
diction. Plaintiffs  in  most  securities  litigations  allege,  among  other  things,  that  man- 
agers had  prior  knowledge  of  the  event  that  caused  the  price  crash  (e.g.,  a  dis- 
appointing earnings  announcement),  yet  withheld  this  information.  Accordingly, 
managers  may  be  motivated  to  provide  an  early  warning  of  bad  news  to  preempt 
the  withholding  of  information  allegation,  thereby  decreasing  the  litigation  threat. 
Skinner  [1992]  elaborates  on  this  argument  and  provides  evidence  that  managers 
are  more  likely  to  preempt  disappointing  quarterly  earnings  announcements  with  a 
voluntary  disclosure  than  to  preempt  good  earnings  announcements,  concluding 
that:  ".  .  .  managers  attempt  to  preempt  the  large  stock  price  declines  that  accom- 
pany bad  quarterly  earnings  news,  thus  reducing  the  likelihood  of  stockholder  law- 
suits" (p.  2).  While  the  predominance  of  bad  news  announcements  suggests  a  litiga- 
tion deterrent  motive,  one  has  still  to  establish  that  a  disclosure  of  a  warning  indeed 
decreases  the  likelihood  or  the  cost  of  litigation.  The  evidence  in  Francis  et  al. 
[1993]  casts  doubt  on  the  validity  of  this  argument. 

Summarizing,  we  have  three  classes  of  hypotheses/conjectures  whose  predictions 
are  outlined  in  Table  1. 


TABLE  1 

Discretionary  Disclosure  Models  and  their  Predictions 

Predictions 

Model 

Predominant 
Type  of 
Disclosure 

Market  Reaction 
at  Voluntary 
Disclosure 

1.         Information  economics 

Good  News 

Positive 

2.         Managerial  signaling 
of  ability 

Good/Bad  News 

Positive 

Litigation  deterrent 


Bad  News 


Negative 


The  three  classes  of  disclosure  models  have  different  predictions  and  thus  provide 
a  framework  for  the  following  empirical  tests.  Note,  however,  that  all  three  models 
predict  that  investors'  will  reward  discretionary  disclosure:  the  first  model,  because 
the  disclosing  firms  signal  themselves  as  having  good  news  relative  to  investors'  as- 
sessment; the  second  model  predicts  reward  to  disclosure  because  managers  signal 
superior  ability;  and  the  thira,  because  the  threat  of  costly  litigation  (paid  by  share- 
holders) is  decreased,  assuming  disclosure  indeed  deters  litigation.  The  models'  pre- 


6  Another  hypothesis  consistent  with  the  voluntary  release  of  both  good  and  bad  news  and  pre- 
dicting a  positive  reaction  to  information  was  advanced  by  Diamond  [1985],  arguing  that  the 
released  information  is  aimed  at  decreasing  the  needs  of  investore  to  collect  their  own  costly 
information  about  the  firm's  future  prospects.  Teoh  and  Hwang  [1991]  also  predict  the  release 
of  both  good  and  bad  news. 


681 

dictions  can  be  distinguished  on  other  implications:  the  first  model  predicts  that  the 
news  released  will  be  predominantly  positive,  the  second  allows  for  both  positive 
and  negative  news,  while  the  third  implies  the  preponderance  of  bad  news  disclo- 
sures. 

IV.  Data  and  Sample  Selection 

Previous  studies  suggested  that  the  level  of  discretionary  disclosure  among  public 
corporations  is  rather  low.6  Since  we  wished  to  increase  the  likelihood  of  observing 
such,  disclosures,  we  selected  a  sample  of  firms  experiencing  relatively  large  earn- 
ings surprises.  It  stands  to  reason  that  managers,  soon  to  surprise  investors,  will 
have  stronger  incentives  to  break  some  of  the  news  earlier  (e.g.,  in  order  to  prove 
that  they  were  not  surprised),  than  managers  making  no-surprise  announcements. 
Our  sample  was  selected  by  ranking  the  firms  on  the  Compustat  quarterly  tape  by 
their  earnings  surprise  (relative  to  analysts'  forecasts)  for  the  fourth  fiscal  quarter 
of  1988,  1989  and  1990.7  From  each  years  ranking,  we  selected  the  companies  with 
earnings  surprises  larger  than  one  percent  of  stock  price  (both  positive  and  nega- 
tive). This  yielded  a  total  sample  of  622  firms,  of  which  186  had  positive  earning 
surprises  (good  news  firms)  and  436  had  negative  surprises  (bad  news  firms),  see 
Table  2. 

The  definition  of  the  earnings  surprise,  the  length  of  the  disclosure  observation 
interval,  and  the  various  stock  return  windows  used  in  this  study  are  depicted  on 
the  following  time  line: 


Analysts' 

Forecasts  Discretionary  Disclosures 

J I u 

E3        30  Days  =60  days  E4 


6  For  example,  Lees  [1981]  reports  that  only  about  10  percent  of  public  companies  issue  earn- 
ings forecasts  in  a  given  year. 

'The  fourth  quarter  of  each  year  was  chosen  because  it  had  by  far  the  largest  number  of  ana- 
lysts' forecasts  on  the  IBES  tape.  The  three  years  were  chosen  for  sample  generality  with  re- 
spect to  economic  conditions:  1988  was  a  year  of  significant  earnings  increases  (e.g.,  the  ratio 
of  net  profit  to  equity  of  all  manufacturing  corporations  was  16.1  percent  in  1988  vs.  12.8  per- 
cent in  1987),  while  1989  and  1990  were  generally  characterized  by  earnings  decreases  (net  prof- 
it to  equity  ratios  of  13.6  and  10.7  percent,  respectively  for  all  manufacturing  corporations.  Data 
obtained  from  the  Economic  Report  of  the  President  January  1993,  p.  451). 
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Table  2 


Sample  Selection  Procedure 

Number  Of  Good  News  (Positive  Earnings  Surprise)  And  Bad  News 

(Negative  Earnings  Surprise)  Firms  Included  In  Th»  Various  Tests 

Reported  In  This  Study. 


Good  News 

Bad  News 

lotal 

186 

_436 

622 

(15) 

(42) 

(57) 

„.. 

(35) 

(35) 

Initial  sample1 

Firms  with  corporate 
control  announcements 

Firms  with  confounding 
information2 


Subifiial  (Used  in  the  analysis  171  359  530 

reported  in  tables  3,  4,  and  8) 


Firms  with  large  special 


items  (reported  in  table  5) 

(29) 

(105) 

(134) 

Suhiaiai 

142 

254 

226 

Missing  stock  returns 

(13) 

(13) 

(26) 

Total  (Used  in  the  analysis 
reported  in  tables  6  and  7) 

122 

241 

222 
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Table  3 

Sample  Descriptive  Statistics 

Good  News  Firms  Are  Those  With  Fourth  Quarter  Earnings  Larger  Than  Analysts' 

Forecasts,  While  Bad  News  Firms  Are  Those  With  Earnings  Below  Analysts'  Forecasts 


ews  Firms  (N 

=   1711 

Bad  News  Firms  CN  = 
Mean          Std.  Dev, 
-0.0750            0.1434 

=  3591 

Std.  Dev. 
0.0308 

Median 
0.0182 

Median 
-0.0306 

'0.0275 

0.0171 

-0.0632             0.1291 

-0.0261 

0.0678 

0.0184 

-0.0581            0.2046 

-0.0304 

0.0646 

0.0175 

-0.0497             0.1740 

-0.0275 

0.1490 

0.0768 

0.1229            0.2506 

0.0786 

1752.83 

380.77 

1525.65           4292  J I 

398.78 

Mean 
Earnings  Surprise  (AF)1  0.0292 
(Inch  special  items) 

Earnings  Surprise  (AF)'    0.0261 
(Without  special  items) 

Earnings  Surprise  (RW)1   0.0377 
(Lad.  special  items) 

Earnings  Surprise  (RW)1   0.0339 
(Without  sperial  items) 

Sales  growth  (annualized)  0.1057 

Size  1146.07 

(Market  capitalization) 

Beta  1.084  0394  1.077  1.146  0.366  1.149 

Market  Adjusted  Returns:2 
(Incl.  special  items) 

Long  window  0.036 1  *  * " 

5-day  disclosure       0.03 10* " 

5-day  earnings         0.0195 


■  ■  ■ 


0.1741 

0.0243 

-0.0596*  *  * 

0.1788 

-0.0757"* 

0.0761 

0.0193" 

-0.0394*" 

0.0884 

-0.0255'" 

0.0872 

0.0092*  ** 

-0.0127*" 

0.0729 

-0.0129*" 

Market  Adjusted  Returns:2 
(Without  special  items) 

Long  window  0.0325" 

5-day  disclosure       0.0293" 

5-day  earnings         0.0202" 

1  (AF)  indicates  an  earnings  surprise  based  on  analysis'  forecasts,  while  (RW)  indicates  a  seasonal  random  walk  earnings  surprise. 

"Long  window'  returns  are  cumulated  from  the  31st  day  after  the  third  quarter  earnings  announcement  through  the  10th  day  after 
the  fourth  quarter  announcement.  "5-day  disclosure*  returns  are  cumulated  from  -2  through  ♦  2  days  around  the  voluntary  disclosure. 
*5-dav  earnings'  are  returns  cumulated  around  the  fourth  quarter  earnings  announcement. 

•  •••••    _   jtjyjj^y  significant  (relauve  to  zero)  at  the  0.10.  0.05  and  0.01  levels,  respectively. 


0.1746 

0.0185 

-0.0673*" 

0.1761 

-0.0837"* 

0.0803 

0.0134 

-0.0469*" 

0.1014 

-0.0279"* 

0.0929 

0.0092*  *  * 

-0.0145*" 

0.0743 

-0.0162*" 
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E3  and  E4  are  the  earnings  announcement  dates  for  the  third  and  fourth  fiscal 
quarters  of  a  given  firm.8  We  split  the  interval  between  these  two  earnings  an- 
nouncements into:  (1)  a  30  day  interval  after  the  E3  earnings  announcement  for  col- 
lection of  analyst  forecasts  of  E4,  and  (2)  the  remaining  interval  up  to  the  E4  an- 
nouncement (typically  extending  for  60  days)  for  observation  of  voluntary  disclo- 
sures. The  post-Es  30-day  window  for  collecting  analyst  forecasts  was  specified  so 
that  our  earnings  surprise  measure  for  E4  will  be  based  only  on  updated  forecasts, 
namely,  those  made  by  analysts  after  observing  E3.9  Given  that  some  analysts  pre- 
dict primary  EPS,  while  others  predict  fully  diluted  EPS,  we  measured  the  E4  earn- 
ings surprise  for  a  sample  firm  by  first  computing  the  surprise  for  each  analyst 
(using  either  primary  or  diluted  EPS),  and  then  averaging  the  individual  surprises 
to  obtain  an  average  firm  surprise.  Each  surprise  (actual  minus  predicted  earnings) 
was  deflated  by  stock  price  at  the  end  of  the  third  quarter. 

Most  studies  on  discretionary  disclosures  were  limited  to  a  small  subsample  of 
corporate  communications,  mainly  managerial  earnings  forecasts.  We  consider  in 
this  study  all  disclosures  made  by  the  sample  firms  within  the  specified  window: 
from  30  days  after  E3  to  E4.  This  was  done  by  retrieving  from  the  NEXIS  file  all 
corporate  disclosures  made  through  the  various  news  wire  systems.10  Each  firm's 
disclosures  were  classified  into  the  following  nine  categories: 

1.  Point  estimates  of  fourth  quarter  sales  or  earnings. 

2.  Range  estimates  of  sales  or  earnings. 

3.  Qualitative  disclosures  about  sales  or  earnings. 

4.  Disclosures'  concerning  earnings  components  (e.g.,  asset  writeoffs). 

5.  Periodic  (generally  monthly)  reports  of  sales,  load  factors,  etc. 

6.  Announcements  of  capital  expenditures,  new  products,  contracts,  joint  ventures, 
etc. 

7.  Shareholder  payouts:  dividend  changes,  stock  repurchases,  etc. 

8.  Nonoperating  announcements  (typically  appointments  of  officers  and  board 
members,  community  services,  etc.). 

9.  No  discretionary  disclosures. 

Disclosure  types  1-4  reflect  the  most  specific  releases  concerning  the  forthcoming 
earning  announcement  (E4);  types  5-6  provide  operating  information  of  a  more  gen- 
eral nature;  type  7  may  be  considered  a  financial  signal;  while  type  8  is  of  doubtful 
relevance  concerning  the  forthcoming  earnings  announcement. 

Our  computation  of  earnings  surprises  is  based  on  EPS  before  extraordinary 
items.  Inspection  of  the  data  revealed  that  many  of  the  large  earnings  surprises 
(about  25  percent  of  the  total  sample)  were  the  result  of  one-time  items,  such  as 
asset  writeoffs  and  large  restructuring  charges.  Our  sample,  mainly  based  on  fiscal 
fourth  quarter  earnings,  has  a  particularly  large  number  of  these  one-time  items, 
since  firms  tend  to  write-down  assets  in  the  fourth  quarter  (see  Zucca  and  Campbell 
[1992]).  Large  earnings  surprises  due  to  asset  writeoffs  or  restructuring  charges  are 
problematic  because  the  disclosure  of  such  items  is  not  uniform:  often  they  are  re- 
ported separately  from  other  items  but  "above  the  line,"  yet  sometimes  they  are  re- 
ported below  the  line  as  extraordinary  items.  Occasionally,  such  special  items  are 
aggregated  in  cost  of  sales.11  Consequently,  it  is  not  clear  whether  and  to  what  ex- 
tent do  analysts  consider  these  one-time  items  in  their  earnings  forecasts.  If,  for  ex- 
ample, an  analyst  predicts  earnings  from  continuing  operations  (i.e.,  excluding  these 
special  items)  but  fails  to  specify  it,  the  conventional  computation  of  the  earnings 
surprise  by,  researchers — earnings  before  extraordinary  items  minus  the  forecast — 
will  result  in  a  seemingly  large  surprise,  while  in  fact  the  surprise  was  small  (and 
so  probably  the  market  reaction).  Since  we  could  not  determine  for  each  analyst 
forecast  the  type  of  earnings  forecasted  (i.e.,  including  or  excluding  the  special 


8The  NEXIS  announcement  dates  were  in  some  cases  different  from  the  Compustat  dates.  In 
such  cases,  we  used  the  former. 

9 Of  the  sample  firms,  49  percent  had  one  analyst  forecast  during  the  30  day  period,  21  per- 
cent had  two  forecasts;  12  percent  had  three  analysts  forecasts;  and  the  remaining  firms  had 
four  or  more  analysts'  forecasts.  Given  the  relatively  large  number  of  earnings  surprises  based 
on  one  analyst  forecast,  we  replicated  all  our  tests  with  an  alternative  surprise  measure — sea- 
sonal random  walk. 

10  NEXIS  also  reports  managerial  disclosures  made  through  conference  calls  with  analysts. 
However,  we  were  unable  to  ascertain  the  completeness  of  this  coverage.  We,  of  course,  miss 
disclosures  which  were  made  privately  to  investors.  However,  given  that  it  is  illegal  to  disclose 
privately  relevant  information,  this  omission  is  probably  of  negligible  nature.  Private  disclosures 
made  to  lenders  are  obviously  not  included  in  our  study. 

11  See  Zucca  and  Campbell  [1992]  for  the  disclosure  patterns  of  discretionary  writedowns. 
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items),  we  separated  from  the  main  sample  all  firms  with  substantial  one-time 
items  and  analyzed  them  as  a  subgroup  (see  Tables  2  and  5).12 

Announcements  of  corporate  control  changes  (mergers,  acquisitions,  divestitures, 
etc.)  create  problems  for  this  study,  since  the  stock  price  reactions  to  these  an- 
nouncements are  generally  large  and  may  swamp  the  reaction  to  discretionary  dis- 
closures examined  here.  We,  therefore,  eliminated  in  the  initial  search  firms  that 
had  corporate  control  announcements  during  the  disclosure  window.  Also,  35  firms 
having  negative  earnings  surprises  increased  dividends  or  announced  share 
repurchases  prior  to  the  disappointing  earnings  announcement.  Since  this  confound- 
ing information  is  apparently  the  reverse  of  an  early  warning  or  an  attempt  to  mis- 
lead investors,  we  eliminated  these  firms  from  the  sample.  Twenty-six  firms  had 
missing  return  data  and  were  eliminated  from  the  stock  return  tests.  The  various 
samples  used  in  the  tests  reported  below  are  specified  in  Table  2. 

Table  3  presents  descriptive  statistics  of  our  sample  which  contains  firms  from 
practically  every  4-digit  sic  code  on  Compustat.  The  mean  earnings  surprise  of  the 
good  news  firms  is  about  3  percent  of  stock  price,  and  ranges  between  -6  to  -7.5  per- 
cent for  the  bad  news  firms.  3  The  median  surprises  are  lower  than  the  means,  indi- 
cating the  existence  of  large  (positive  and  negative)  surprises  in  the  sample.  Note 
that  the  mean  and  median  earnings  surprises  based  on  analysts'  forecasts  (AF)  are 
very  close  to  the  random  walk  (RW)  mean  and  median  (the  correlation  is  0.76).  This 
suggests  that  the  findings  to  be  reported  below  are  not  very  sensitive  to  the  way 
the  earnings  surprise  is  measured.  The  sales  growth  rate  of  the  good  and  bad  news 
firms  is  very  similar  (mean  of  10-12  percent  per  year),  as  is  the  median  size  of  the 
sample  firms.  The  systematic  risk  oi  the  bad  news  firms  (mean  =  1.146)  is  some- 
what higher  than  that  of  the  good  news  firms  (mean  =  1.084).  The  mean  market- 
adjustea  stock  returns  for  the  three  windows  are  significantly  different  from  zero, 
and  their  sign  is,  as  expected,  in  conformity  with  the  sign  of  the  earnings  surprise. 
The  returns  for  the  bad  news  firms  without  special  items  are  more  negative  than 
those  for  the  total  sample,  indicating  that  investors  discounted  heavily  the  value- 
implications  of  special  items  (e.g.,  asset  writeoffs). 

V.  Characteristics  of  Voluntary  Disclosure 

The  data  in  Tables  4  and  5  summarize  the  disclosure  frequencies  of  the  sample 
firms  by  type  of  disclosure.  The  firms  are  classified  into  "good  and  "bad"  news  firms 
(i.e.,  reported  E4  earnings  were  above  or  below  analysts'  expectations),  and  data  for 
the  total  sample  (Table  4)  as  well  as  for  the  subsample  of  firms  with  large  special 
items  (Table  5)  are  reported.  For  firms  with  multiple  disclosures  within  the  observa- 
tion window  (roughly  60  days  before  the  E4  earnings  announcement),  the  tables  re- 
?>ort  just  one  disclosure,  the  one  highest  in  the  one  to  nine  disclosure  type  racing 
i.e.,  the  most  quantitative,  earnings-related  disclosure).14  The  main  inferences 
drawn  from  Tables  4  and  5  are: 

(a)  Disclosure  of  quantitative,  prospective  information  about  sales  or  earnings 
(disclosure  types  1  and  2),  is  obviously  a  rare  phenomenon  even  among  firms  ex- 
periencing relatively  large  earnings  surprises  (i.e.,  the  sample  firms).  For  the  total 
sample  (Table  4),  only  5.8  percent  and  8.4percent  of  the  good  and  bad  news  firms, 
respectively  disclosed  such  information.  The  frequency  01  discretionary  disclosure 
is  higher  when  all  earnings  or  sales-related  information  (disclosure  types  1 
through  4)  are  considered:  12.2  and  31.5  percent  of  the  good  and  bad  news  firms, 
respectively  disclosed  such  information.  Note  that  the  disclosure  frequencies  are 
significantly  skewed  toward  bad  news  firms:  the  difference  between  the  fre- 
quencies (12.2  percent  vs.  31.5  percent)  is  statistically  significant  at  the  0.01  level. 
Thus,  managers  are  largely  avoiding  the  disclosure  of  "hard"  prospective  informa- 
tion, relying  principally  on  qualitative  disclosures,  mostly  intended  to  warn  inves- 
tors of  earnings  disappointments. 

(b)  The  disclosure  frequency  of  general  (non-earnings)  operating  information, 
disclosure  types  5  and  6,  is  close  to  20  percent,  with  no  discernible  difference  be- 
tween good  and  bad  news  firms.  Shareholder  payout  (e.g.,  dividend  change)  an- 
nouncements (type  7),  are  naturally  much  more  frequent  tor  good  news  firms. 


"One-time  items  were  identified  by  using  Compustat's  "Special  items"  category.  We  defined 
substantial  one-time  items  as  those  constituting  more  than  10  percent  of  income  from  continuing 
operation. 

13  These  price-deflated  earnings  surprises  are  fairly  large.  For  example,  a  3  percent  earnings 
surprise  considered  permanent  by  investors,  will  cause  the  stock  price  to  change  by  45  percent, 
for  a  stock  with  a  Price/Earnings  multiple  of  15. 

14  For  example,  if  a  given  firm  released  during  the  disclosure  interval  the  following  three  vol- 
untary announcements:  election  of  a  new  board  member  (type  8),  a  planned  capital  expenditure 
(type  6),  and  an  earnings  forecast  (type  1);  only  the  latter  is  reported  on  in  Tables  4  and  5, 
and  included  in  the  empirical  tests. 
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(c)  Roughly  half  our  sample  of  large  surprise  firms  did  not  disclose  any  oper- 
ational information  (types  8  and  9)  prior  to  the  earnings  announcement. 

(d)  Regarding  the  subsample  of  firms  with  large  "special  items"  (Table  5),  the 
main  difference  between  these  firms  and  the  rest  of  the  sample  firms  is  in  disclo- 
sure type  4— components  of  earnings.  There  is  a  clear  tendency  for  firms  with 
large  special  items  to  provide  an  early  disclosure  of  the  amount  and  nature  of 
these  items,  mostly  asset  writedowns  and  restructuring  charges. 

Overall  then,  the  disclosure  behavior  of  the  sample  firms,  appears  inconsistent 
with  the  economic  models  discussed  in  section  HI,  which,  in  general,  imply  that 
firms  will  tend  to  disclose  good  news.  The  disclosure  patterns  in  Tables  4  and  5  also 
do  not  appear  to  support  the  models  claiming  that  managers  signal  their  ability  by 
voluntary  disclosures.  If  ability  is  being  signaled,  why  would  managers  of  bad  news 
firms  disclose  significantly  more  frequently  than  good  news  managers?  At  this  stage 
of  the  analysis,  the  disclosure  patterns  of  our  sample  firms  appear  to  support  the 
litigation  deterrence  hypotheses.  The  following  stock  return  tests  will  shea  further 
light  on  disclosure  motives  and  consequences. 
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1  Table  4 

Discretionary  Disclosures  By  Type  Of  Information:  Total  Sample 

Classification  of  Discretionary  Disclosures  Made  By  All  Sample  Firms  (N  =  530)  During  A 
60-Day  Interval  Prior  to  Announcing  Surprising  Earnings.  For  Firms  That  Released  Multiple 
Disclosures  Within  The  Interval,  This  Table  Reports  Only  One  Disclosure,  That  Which  Ranks 
Highest  In  The  One  To  Nine  Disclosure  Type  Ranking  (Namely,  The  Most  Quantitative,  Earnings- 
Related  Disclosure).  Good  News  Firms  Are  Those  Disclosing  Earnings  Above  Analysts' 
Expectations  While  Bad  News  Firms  Are  Those  Whose  Earnings  Fell  Below  Analysts'  Expectations. 


Disclosure  tvpe 

1.         Point  estimates  of  EPS 
or  sales 

Good. 

a 

6 

News  Firms 
3s. 

3.5 

Bad  News  Firms 
11                   3.1 

2. 

Range  estimates  of  EPS 
or  sales 

4 

2.3 

19 

5.3 

Subtotal 

10. 

IS 

2Q 

14 

3. 

Qualitative  disclosures 
about  EPS  or  sales 

6 

.       3.5 

45 

12.5 

4. 

Disclosure  of  earnings 
components 

5 

2.9 

38 

10.6 

Subtotal 

21 

12,2"" 

112 

2L5 

5. 

Periodic  operating  reports 

4 

2.3 

9 

25 

6. 

Capital  expenditures,  new 
products,  contracts,  etc. 

29 

17.0 

58 

162 

7. 

Shareholder  payouts 

20 

11.7 

4 

1.1 

Subtotal 

24 

43.2' 

1M 

iL2 

8. 

Non-operating  information 

62 

363 

103 

28.7 

9. 

No  disclosures  made 

35 

20.5 

72 

20.1 

Total 

171 

Too% 

359 

100% 

•  i       «■■ 


=   the  difference  in  disclosure  frequencies  between  good  and  bad  news  firms  is 
statistically  significant  at  the  0.10,  0.05,  and  0.01,  respectively. 
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Table  5 

Discretionary  Disclosures  By  Type  Of  Information:   Special  Item  Firms 

Classification  Of  Discretionary  Disclosures  Made  By  Sample  Firms  Having  Large  Special 
Items  (N  =  134)  During  A  60-Day  Interval  Prior  to  Announcing  Surprising  Earnings.  For  Finns 
That  Released  Multiple  Disclosures  Within  The  Interval,  This  Table  Reports  Only  One  Disclosure, 
That  Which  Ranks  Highest  In  The  One  To  Nine  Disclosure  Type  Ranking  (Namely,  The  Most 
Quantitative,  Earnings-Related  Disclosure).  Good  News  Firms  Are  Those  Disclosing  Earnings 
Above  Analysts'  Expectations  While  Bad  News  Firms  Are  Those  Whose  Earnings  Fell  Below 
Analysts'  Expectations. 


Disclosure  rvpe 

1.         Point  estimates  of  EPS 
or  sales 

Good  News  Firms 

■  u            a 

1                     3.4 

3 

Bad  News  Firms 

a 

2.9 

2.         Range  estimates  of  EPS 
or  sales 

1 

3.4 

9 

8.6 

Subtotal 

-> 

m 

ia 

12 

111 

3.         Qualitative  disclosures 
about  EPS  or  sales 

1 

3.4 

17 

16.2 

4.         Disclosure  of  earnings 
components 

2 

6.9 

21 

20.0 

Subtotal 

17.1"' 

5J} 

4ZI 

5.         Periodic  operating  reports 

1 

3.4 

4 

3.8 

6.         Capital  expenditures,  new 
products,  contracts,  etc. 

6 

20.7 

17 

16.2 

7.         Shareholder  payouts 

3 

103 

0 

0.0 

Subjpial 

11 

<L5_* 

21 

612 

8.         Non-operating  information 

10 

34J 

22 

21.0 

9.         No  disclosures  made 

4 

13.8 

12 

11.4 

Total 

29 

TobVo 

105 

100% 

',  "*i  "*    =   the  difference  in  disclosure  frequencies  between  good  and  bad  news  firms  is 
statistically  significant  at  the  0.10,  0.05,  and  0.01,  respectively. 
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VI.  The  Market  Consequences  of  Disclosure 

In  comparing  the  stock  returns  of  disclosing  and  nondisclosing  firms,  we  consider 
three  returns  windows: 

(a)  The  long  window:  from  the  31st  day  after  the  third  quarter  earnings  an- 
nouncement (63  +  30  days  on  the  time  line  in  section  IV)  through  the  10th  day 
after  the  fourth  quarter  earnings  announcement  (E4  +  10  days).  This  window  en- 
compasses both  the  discretionary  and  the  mandatory  disclosures. 

(b)  The  discretionary  disclosure  window:  five  trading  days  around  the  highest 
ranked  discretionary  disclosure  (of  types  1  through  7),  made  before  the  4th  quar- 
ter earnings  announcement  (from  -2  through  +2  days). 

(c)  The  earnings  announcement  window:  five  trading  days  (-2  through  +2) 
around  the  fourth  quarter  earnings  announcement  (E4). 

The  cumulative  market-adjusted  returns  (the  raw  return  minus  the  corresponding 
market  return)  were  computed  for  each  window. 

Since  the  frequency  and  type  of  discretionary  disclosure  might  be  affected  by  the 
size  and  sign  01  the  forthcoming  earnings  surprise  we  controlled  for  the  earnings 
surprise  in  examining  investor  reaction  to  the  disclosures.  Furthermore,  since  firm 
size  was  found  to  be  related  to  disclosure  behavior  (e.g.,  Lang  and  Lundholm 
[1992]),  we  controlled  for  this  variable  too.  Control  for  earnings  surprise  and  firm 
size  was  achieved  by  a  matched  sample  design,  where  each  sample  firm  that  re- 
leased a  discretionary  disclosure  (a  disclosing  firm)  was  matched  with  a 
nondisclosing  sample  firm  of  similar  size  and  having  a  similar  earnings  surprise.15 

Tables  6  and  7  present  mean  and  median  market  adjusted  returns  lor  the 
matched  pairs  of  disclosing  and  nondisclosing  firms.  Table  6  defines  disclosure  in 
the  broadest  sense,  including  all  releases  of  operating  information  (types  1  through 
7,  defined  in  section  IV).  Table  7  defines  voluntary  disclosure  in  a  stricter  sense, 
including  only  earnings  or  sales-related  information  (disclosure  types  1  through  4). 
Obviously,  matching  on  two  criteria  results  in  loss  of  firms.  For  the  broadest  defini- 
tion of  discretionary  disclosure  (Table  6)  we  have  42  pairs  of  good  news  firms  and 
75  pairs  of  bad  news  firms.  For  the  stricter  definition  of  disclosure  we  have  only 
10  good  news  firms  and  51  bad  news  firms.  Note  that  the  mean  and  median  earn- 
ings surprise  for  disclosing  and  nondisclosing  firms  in  the  four  panels  of  Tables  6 
and  7  are  almost  identical,  indicating  a  successful  match  on  the  earnings  surprise. 
The  firm  size  match  is  somewhat  less  perfect,  but  still  close  (except  for  the  good 
news  firms  in  Table  7).  All  the  mean  and  median  differences  in  the  matching  cri- 
teria between  disclosing  and  nondisclosing  firms  are  statistically  insignificant. 


16  A  nondisclosing  firm  is  defined  as  one  not  disclosing  any  information  (category  9  in  Table 
4),  or  disclosing  only  nonoperating  information  (category  8).  Size  was  measured  by  market  cap- 
italization at  the  end  of  the  third  quarter. 
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TABLE  6 

Returns  To  Disclosing  And  Matched  Nondisclosing  Firms 

Mean  And  Median  Market-Adjusted  Returns  For  Three  Windows  For  Disclosing 

And  Nondisclosing  Finns  Matched  By  Earnings  Surprise  And  Size. 

Disclosing  Firms  Are  Those  Releasing  Information  Of  Types  1  Through  7  in  Table  4 

GOOD  NEWS  FIRMS 


Means 

N 

Earnings 
Surprise 

Size 
($  millions) 

Long 
Windov 

Disclosing 
Nondisclosing 
t-statistic  of  difference 

(p-value) 
Wilcoxon  Rank-Sum1 

42 
42 

0.022 
0.022 

(0.941) 
(0.880) 

1,105 
1,040 

(0.814) 
(0.870) 

0.006 
0.026 

(0.586) 
(0.202) 

Medians 

Disclosing 

Nondisclosing 

Z  statistic:  P- Value 

42 
42 

0.015 

0.015 

(0.999) 

633 

392 

(0.664) 

0.001 
0.030 
(0386) 

Market  Adjusted  Returns 

5-day  S-day 

Disclosure         Earnings 


0.033" 


0.013 


0.013 
0.026 

(0.586) 
(0.072) 


0.003 

0.014 

(0.083) 


BAD  NEWS  FIRMS 


Means 


N  Earnings  Size 

Surprise     (S  millions) 


Market  Adjusted  Returns 
Long  5-day  5-day 

Window       Disclosure         Earnings 


Disclosing 

Nondisclosing 

75 

75 

-0.044 

-0.042 

1.272 
1,125 

-0.061 
-0.079 

t-statistic  of  difference 

(p-value) 
Wilcoxon  Rank-Sum1 

(0.859) 
(0.695) 

(0.569) 
(0.630) 

(0.487) 
(0.568) 

Medians 

Disclosing 

Nondisclosing 

Z  statistic:  P- Value 

75 
75 

-0.028 
-0.025 
(0.625) 

614 

552 
(0.625) 

-0.070 

-0.097 
(0.416) 

-0.046" 


-0.034* 


0.002 
-C.035 

(0.001) 
(0.002) 


0.000 

-0.036 
(0.002) 


1  P- Value  ot  the  difference  between  disclosing  and  nondisclosing. 

',  "  =  statistically  significant  from  zero  at  the  0.05  and  0.01  levels,  respectively. 
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TABLE  7 

'  Returns  To  Disclosing  And  Matched  Nondisclosing  Finns 

Mean  And  Median  Market-Adjusted  Returns  For  Three  Windows  For  Disclosing 
And  Nondisclosing  Firms  Matched  By  Earnings  Surprise  And  Size. 
Disclosing  Firms  Are  Those  Releasing  Information  Of  Types  1  Through  4  in  Table  4 

GOOD  NEWS  FIRMS 


Means 


Market  Adjusted  Returns 
N         Earnings  Size  Long  5-day  5-day 

Surprise       ($  millions)      Window       Disclosure      .Earnings 


Disclosing 

10 

0.023 

959 

'0.014 

Nondisclosing 

10 

0.022 

631 

0.069 

t-statistic  of  difference 

(p-value) 

(0.929) 

(0.504) 

(0.460) 

Wilcoxon  Rank-Sum1 

(0.999) 

(0.999) 

(0241) 

Medians. 

0.049 


0.007 
0.017 

(0.568) 
(0273) 


Disclosing  10         0.014 

Nondisclosing  10         0.014 

Z  statistic:  P-Value  (0.999) 


586  -0.013 

392  0.083 

(0.383)  (0383) 


0.013 


0.004 
0.033 
(0383) 


BAD  NEWS  FIRMS 


Means 

N 

Earnings 
Surprise 

Size 
($  millions) 

Long 
Window 

Disclosing 
Nondisclosing 
t-staustic  of  difference 

(p-value) 
Wilcoxon  Rank-Sum1 

51 
51 

•0.051 
-0.049 

(0.907) 
(0.854) 

1241 
1.072 

(0.582) 
(0.560) 

-0.058 
-0.066 

(0.805) 
(0.904) 

Medians 

Disclosing 

Nondisclosing 

Z  statistic:  P- Value 

51 
51 

-0.028 
-0.027 
(0.844) 

607 

531 

(0325) 

-0.067 
-0.097 
(0325) 

Market  Adjusted  Returns 

5-day  5-day 

Disclosure       Earnings 


-0.048' 


-0.036' 


-0.000 
-0.029 

(0.032) 
(0.077) 


-0.012 
-0.029 
(0.076) 


1  P-Value  of  the  difference  between  disclosing  and  nondisclosing. 

',  "  =  statistically  significant  from  zero  at  the  0.05  and  0.01  levels,  respectively. 
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Turning  to  the  market-adjusted  stock  returns,  the  mean  and  median  long  win- 
dows' returns  (encompassing  both  the  voluntary  disclosures  and  the  earnings  an- 
nouncement) of  the  good  news  disclosing  firms  are  lower  than  those  of  the 
nondisclosing  firms  in  both  tables  (0.6  percent  vs.  2.6  percent  in  Table  6).  The  dif- 
ferences, however,  are  statistically  insignificant.  This  finding  is  inconsistent  with 
economic  and  signaling  models  (section  IV)  predicting  either  that  disclosing  firms 
will  tend  to  have  better  news  than  nondisclosing  firms,  or  that  managers  of  disclos- 
ing firms  signal  credibly  above-average  ability.  In  fact,  the  causation  appears  to  go 
in  the  opposite  direction:  from  low  returns  to  disclosure.  Specifically,  note  that  for 
good  news  disclosing  firms  in  Table  6,  the  sums  of  the  two  short  window  returns, 
4.6  percent  (0.033  +  0.013),  is  larger  than  the  long  window  return,  0.6  percent.  Since 
the  long  window  return  includes  the  two  short  window  returns,  this  indicates  that 
for  these  firms  the  cumulative  return  during  nondisclosure  days  was,  on  average, 
negative.  Apparently  these  negative  returns  of  good  news  firms  suggested  to  man- 
agers that  the  stock  was  undervalued,  and  the  discretionary  disclosure  was  aimed 
at  correcting  that  undervaluation.16 

Turning  to  bad  news  firms  (bottom  panels  in  Tables  6  and  7),  the  mean  and  me- 
dian long  window  market-adjusted  returns  of  disclosing  firms  are  less  negative  than 
those  of  the  nondisclosing  firms  (-6.1  and  -7.9  percent,  respectively  in  Table  6).  How- 
ever, as  indicated  by  both  the  parametric  and  nonparametric  (Wilcoxon)  tests,  these 
differences  are  statistically  insignificant.  Thus,  early  warnings  of  earnings  dis- 
appointments do  not  appear  to  be  rewarded  in  terms  of  significantly  less  negative 
returns  compared  with  non-warning  firms.  The  warning,  however,  preempts  the 
earnings  announcement:  in  both  Tables  6  and  7  the  negative  reaction  for  disclosing 
firms  occurs  around  the  voluntary  disclosure  date,  while  the  reaction  to  the  earnings 
announcement  is  virtually  zero/7  Thus,  despite  the  finding  (in  Table  4)  that  most 
warnings  are  imprecise  (i.e.,  of  qualitative  nature)  they  appear  to  achieve  their  in- 
tended objective  of  informing  investors  about  the  impending  bad  news.  In  fact,  there 
is  not  even  a  pronounced  duference  in  the  mean  and  median  reactions  to  voluntary 
disclosure  of  just  earnings  and  sales-related  information  (-4.8  and  -3.6  percent,  re- 
spectively in  Table  7),  compared  with  the  reaction  to  the  broader  set  of  all  oper- 
ational information  (-4.6  and  -3.4  percent,  respectively  in  Table  6). 

To  examine  the  robustness  of  these  findings,  we  replicated  the  entire  series  of 
tests  reported  in  this  section  using  an  earning  surprise  defined  as  a  seasonal  ran- 
dom walk.  Specifically,  we  defined  the  earnings  surprise  as  the  difference  between 
the  E4  earnings  and  the  same  quarter  a  year-ago  earnings,  deflated  by  beginning 
of  quarter  stock  price.  The  results  for  the  random  walk  surprise  are  very  similar 
to  those  reported  in  Tables  6  and  7.  For  the  good  news  firms,  the  long  window  re- 
turns of  disclosing  firms  are  somewhat  lower  than  those  for  nondisclosing  firms  (but 
the  difference  is  again  statistically  insignificant).  For  the  bad  news  firms,  the  dis- 
closing firms  experienced  over  the  long  window  somewhat  less  negative  returns  than 
the  nondisclosing  firms,  yet  here  too  the  difference  is  statistically  insignificant. 
Overall,  it  appears  that  the  stock  return  findings  reported  in  this  section  are  not 
dependent  on  the  measurement  of  the  earnings  surprise. 

Of  the  various  model  predictions  discussed  in  Section  III,  the  evidence  thus  far 
appears  to  support  the  litigation  conjecture,  yet  at  this  stage  this  is  a  weak  sup- 
port.18 Still  unanswered  is  the  intriguing  question  of  why  do  managers  of  some  bad 
news  firms  decide  to  release  warnings,  while  other  firms  of  equal  size  and  having 
similarly  bad  news  keep  silent?  If  one  could  identify  systematic  factors  that  dis- 
criminate between  the  two  groups,  and  if  these  factors  were  related  to  the  likelihood 
of  litigation,  then  the  litigation  conjecture  will  be  more  convincingly  supported.  We, 
therefore,  turn  to  the  identification  of  factors  discriminating  between  disclosing  and 
nondisclosing  firms. 

VII.  Disclosure  Drivers 

The  preceding  analysis  focused  on  the  characteristics  and  consequences  of  discre- 
tionary disclosures.  We  turn  now  to  an  examination  of  the  determinants  or  drivers 


16  The  same  phenomenon  exists  in  Table  7  too. 

17Thi8  finding  is  also  reported  by  Skinner  [1992]. 

18  Discussing  disclosure  issues  with  managers,  one  sometimes  encounters  the  view  that  grad- 
ual "breaking  of  news"  is  effective  in  avoiding  investors'  overreaction  to  large  surprises  (for  evi- 
dence supporting  overreaction,  see  DeBondt  and  Thaler  [1985]  and  Chopra  et  al.  [1992]).  The 
finding  in  Tables  6  and  7  provide  weak  support  for  this  view.  For  both  good  and  bad  news  firms, 
the  long  window  returns  to  disclosing  firms  are  smaller  in  absolute  value  than  the  returns  to 
nondisclosing  firms.  Perhaps,  early  discretionary  disclosure  dampens  to  some  extent  investors' 
reaction  to  earnings  surprises.  Recall,  however,  that  the  mean  and  median  returns  differences 
are  not  statistically  significant. 
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of  disclosure.  Following  is  a  list  of  candidate  disclosure  drivers  to  be  examined  em- 
pirically for  their  consistency  with  the  data: 

(1)  Firm  size.  It  has  been  suggested  (e.g.,  Lang  and  Lundholm  [1992])  that  there 
are  economies  of  scale  in  disclosure  and  therefore  large  firms  will  disclose  more  than 
smaller  firms.  Various  factors,  such  as  the  media  s  tendency  to  carry  more  fre- 
quently information  about  large  firms  than  smaller  ones  and  analysts'  higher  likeli- 
hood to  attend  conferences  of  Targe  firms  may  contribute  to  such  economies  of  scale. 
Evidence  that  large  firms  release  earnings  forecasts  more  frequently  than  small 
firms  is  reported  by  Lev  and  Penman  [1990].  The  size  argument  can  also  be  cast 
in  the  litigation  context:  since  large  firms  are  more  likely  to  be  sued  than  small 
ones — they  have  "deeper  pockets."  a  larger  number  of  shareholders,  etc. — they  may 
be  expected  to  disclose  more  to  decrease  the  likelihood  of  litigation,  or  bolster  their 
defense  in  case  of  litigation.  Firm  size  was  measured  in  the  following  analysis  as 
the  log  of  the  total  market  value  of  the  firm  at  the  beginning  of  the  fiscal  quarter 
examined  in  this  study. 

(2)  Volume  of  trade.  A  large  volume  of  trade  in  the  stock  constitutes  a  larger  expo- 
sure to  damage  claims  by  shareholders.  A  hypothetical  example  will  clarify  this 
statement.  Suppose  the  stock  price  of  a  given  company  was  "inflated"  by  25  percent 
over  one  quarter  due  to  an  overly  optimistic  managerial  forecast  of  earnings.  If 
there  was  no  trade  in  the  stock  during  the  inflated  quarter,  no  damage  can  be 
claimed,  since  no  one  bought  at  the  inflated  price.  The  larger  the  volume  of  trade, 
the  larger  the  number  of  shares  purchased  at  the  inilatecT  price  and  larger  is  the 
potential  damage  claim.19  We  measured  volume  of  trade  for  each  sample  firm  in 
various  ways:  the  average  of  log  monthly  volume  over  the  12  months  preceding  the 
fourth  quarter  examined  in  this  study,  the  average  of  log  monthly  volume  multiplied 
by  stock  price  at  the  end  of  each  month,  and  the  average  monthly  volume  of  trade 
divided  by  the  number  of  shares  outstanding.  All  three  volume  measures  performed 
similarly  in  the  empirical  tests.  The  one  reported  in  Table  8  is  the  average  of  log 
monthly  volume. 

(3)  Number  of  analysts  following.  Analysts  are  known  to  vigorously  demand  from 
managers  to  release  information.  Accordingly,  it  can  be  expected  that  the  larger  the 
number  of  analysts  following  a  firm,  the  larger,  on  average,  the  amount  of  discre- 
tionary information  disclosed  by  the  firm. 

In  the  litigation  context,  an  additional  argument  can  be  made  for  the  number  of 
analysts  being  a  disclosure  driver.  In  securities  litigation,  plaintiffs  have  to  prove, 
among  other  things,  the  existence  of  reliance,  namely  that  in  making  their  invest- 
ment decision  they  relied  on  the  allegedly  fraudulent  information.  Proof  of  reliance 
was  a  substantial  stumbling  block  for  plaintiffs,  particularly  at  the  stage  of  class 
certification,20  since  the  large  majority  of  investors  obviously  do  not  read  and  ana- 
lyze financial  reports  prior  to  the  purchase  of  securities.  In  the  1980's,  plaintiff  law- 
yers began  to  invoke  the  efficient  capital  market  theory  to  dispose  of  the  reliance 
requirement,  arguing  that  in  efficient  markets  the  fraudulent  information  will  be  re- 
flected in  stock  prices  irrespective  of  whether  individual  investors  actually  read  the 
financial  reports  or  not.21  Courts  considering  the  market  efficiency  theory  in  lieu  of 
the  reliance  requirement  have,  therefore,  to  decide  whether  the  litigated  security 
was  traded  efficiently  or  not.  The  number  of  analysts  following  the  stock  has  been 
frequently  used  by  courts  as  an  important  indicator  of  market  efficiency.22 

Thus,  it  can  be  expected  that  the  larger  the  number  of  analysts  following  a  stock, 
the  larger  the  litigation  threat  facing  the  company,  since  with  a  large  number  of 
analysts  it  will  be  easier  for  plaintiffs  to  dispose  of  proving  reliance  and  certify  a 
class.  Accordingly,  firms  followed  by  many  analysts,  being  more  vulnerable  to  litiga- 
tion, can  be  expected  to  disclose  voluntarily  more  information  in  order  to  decrease 
the  likelihood  of  litigation.  Number  of  analysts  was  derived  by  us  from  the  IBES 
tape  and  from  Nelson's  Directory.23 

(4)  Size  of  institutional  holding.  This  measure  is  also  frequently  considered  by 
courts  as  an  indicator  of  market  efficiency  in  applying  the  fraud-on-the-market  the- 


MThe  damage  claim  in  a  typical  securities  litigation  is  based  on  the  difference  between  the 
stock  purchase  price  during  the  alleged  fraud  period  and  its  "true  value,"  which  is  usually  based 
on  the  market  price  after  the  full  disclosure  of  the  fraud  or  misstatement 

20  I.e.,  when  the  class  of  investors  eligible  to  sue  in  a  class  action  suit  is  defined  by  the  court 

21  In  the  legal  parlance  this  argument  is  known  as  the  "fraud-on-the-market'*  theory,  which 
was  upheld  by  the  Supreme  Court  in  Basic  v.  Levinson  (485  U.S.,  1988). 

22  See  Barber,  Griffin  and  Lev  [1992]  for  elaboration  on  the  fraud-on-the-market  theory,  and 
an  analysis  of  market  efficiency  determinants,  including  the  number  of  analysts. 

23  Nelson's  Directory  of  Investment  Research,  1989-1990.  Nelson's  generally  reports  a  larger 
number  of  analysts  per  firm  than  IBES,  yet  the  two  measures  performed  similarly  in  our  logit 
analyses.  The  findings  reported  in  Table  8  are  based  on  IBES's  (detailed  quarterly  tape)  number 
of  analysts. 
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ory.  Accordingly,  firms  with  a  large  institutional  holding  can  be  expected  to  disclose 
more  than  firms  with  a  lower  level  of  institutional  investment  to  decrease  the  threat 
of  litigation.  Institutional  holding  as  a  disclosure  driver  can  also  be  motivated  by 
a  non-litigation  argument.  Institutional  investors  are  probably  more  effective  than 
individual  investors  in  convincing  managers  to  increase  the  quantity  and  quality  of 
disclosure.  In  the  logit  analysis  we  used  the  percentage  institutional  holding  for  the 
beginning  of  the  fourth  fiscal  quarter,  derived  from  Nelson's  Directory. 

(5)  Rink.  High  risk  firms  tend  to  experience  larger  stock  price  fluctuations  upon 
occurrence  of  events  and  announcements  than  low  risk  firms.  Since  it  is  widely  be- 
lieved that  large  price  declines  tend  to  trigger  lawsuits,  managers  of  high  risk  firms 
may  be  expected  to  disclose  more  information  to  decrease  the  likelihood  of  litigation. 
Risk  was  measured  here  by  P,  estimated  from  monthly  returns  generally  over  60 
(at  least  36)  months  prior  to  the  quarter  examined. 

(6)  Regulation.  Regulated  firms  provide  to  regulators  a  considerably  larger 
amount  of  operating  information  than  unregulated  firms.  Much  of  the  information 
provided  to  regulators  is  also  available  to  investors.  It  can,  therefore,  be  expected 
thai  regulated  firms  will  encounter  less  information  asymmetries  with  investors 
than  unregulated  firms,  and  will  thus  engage  in  a  lower  level  of  discretionary  disclo- 
sure. In  the  logit  analysis,  we  defined  regulated  firms  as  those  belonging  to  the  fol- 
lowing industries:  phone  and  TV  companies,  utilities,  and  financial  institutions;  136 
firms  in  total. 

(7)  High  technology  firms.  These  firms,  particularly  at  the  early  stages  of  oper- 
ation, appear  to  be  exposed  to  a  larger-than-average  risk  of  shareholder  suits.  For 
example,  the  Treadway  Commission  on  Fraudulent  Financial  Reporting  [1987]  sug- 
gests that  a  firm's  membership  in  a  high  tech  industry  should  be  considered  by 
auditors  as  a  warning  signal  for  financial  reporting  problems.  Given  such  a  priori 
disposition,  it  can  be  expected  that  high  tech  firms  will  disclose  more  than  average 
in  an  attempt  to  fend  off  investor  suspicion  and  litigation.  High  tech  firms  were  de- 
fined by  us  as  those  belonging  to  the  biotechnology,  computer  and  electronic  indus- 
tries; 51  firms  in  total. 

(8)  The  earnings  surprise.  Our  sample  design,  based  on  large  surprise  firms,  was 
motivated  by  the  expectation  that  such  firms  are  more  likely  to  disclose  voluntarily 
than  low  surprise  firms.  We  therefore  include  the  earnings  surprise  as  a  candidate 
disclosure  driver. 

To  examine  the  validity  of  the  candidate  disclosure  drivers  outlined  above,  we  ran 
a  logit  analysis,  where  the  dependent  variable  is  the  disclosure  status  of  a  firm:  1 
for  having  made  discretionary  disclosures  of  any  type  1  through  7  (see  Table  4)  dur- 
ing the  examined  pre-earnings  announcement  interval,  and  0  for  nondisclosure 
(types  8  or  9).  The  independent  variables  are  the  eight  disclosure  drivers  outlined 
above.  Results  for  the  univariate  logit  runs  and  a  sample  of  multivariate  runs  are 
reported  in  Table  S.2* 

On  a  univariate  basis  (left  two  columns  in  Table  8),  all  of  the  drivers  have  the 
expected  sign  and  are  statistically  significant  for  the  bad  news  firms.  The  only  ex- 
ception is  risk  as  measured  by  p.  The  situation  is  different  for  the  good  news  firms: 
only  size,  volume  number  of  analysts,  and  institutional  holding;  are  statistically  sig- 
nificant, but  the  first  three  are  very  highly  correlated  (see  footnote  24). 

Turning  to  the  multivariate-analysis  which  accounts  for  interdependencies  among 
the  independent  variables:  as  in  the  univariate  case,  the  performance  of  the  inde- 
pendent variables  differs  considerably  between  good  and  bad  news  firms.  Volume  of 
trade  is  the  only  consistent  (over  several  logit  runs)  statistically  significant  variable 
for  the  good  news  firms.  Regulation  status  is  borderline  significant.  Somewhat  unex- 
pected, the  size  of  the  earnings  surprise  does  not  appear  to  affect  the  disclosure  be- 
havior of  good  news  firms. 

The  situation  is  different  for  the  bad  news  firms — most  of  the  candidate  disclosure 
drivers  are  statistically  significant.  The  only  exceptions  are  institutional  investment 
and  risk.  The  voluntary  disclosure  behavior  of  bad  news  firms  is  thus  positively  af- 
fected by  firm  size,  volume,  and  number  of  analysts  following;  but  given  the  high 
correlation  among  these  variables  it  is  difficult  to  disentangle  their  individual  ef- 
fects. In  addition,  and  as  expected,  regulated  bad  news  firms  disclose  less  than 


^The  various  logit  runs,  each  including  different  combinations  of  the  independent  variables, 
were  called  for  because  of  colinearity  between  some  of  the  independent  variables.  The  large 
(>0.20)  Pearson  correlations  are:  number  of  analysts  and  log  size:  0.73;  number  of  analysts  and 
volume:  0.70;  and  size  and  volume:  0.81.  The  remaining  correlations  between  independent  vari- 
ables are  relatively  low,  generally  ranging  between  0.05  and  0.10.  To  mitigate  colinearity  we 
ran  the  logit  analysis  in  several  combinations,  omitting  in  each  case  one  of  two  highly  correlated 
independent  variables. 
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nonregulated  firms,  and  firms'  disclosure  increases  with  the  size  of  the  earnings  sur- 
prises. Finally,  high  tech  firms  disclose  more  than  other  firms. 

While  there  are  probably  several  managerial  motives  underlying  discretionary  dis- 
closure behavior,  the  logit  analysis  suggests  that  the  threat  of  litigation  looms  large 
among  them.  The  finding  that  most  disclosure  drivers  are  significant  for  bad  news 
firms  while  not  for  good  news  firms,  and  the  strong  significance  of  firm  size,  earning 
surprise,  and  the  high  tech  variables,  all  strongly  related  to  litigation  deterrence, 
point  at  the  threat  of  litigation  as  a  major  motive  for  voluntary  information  disclo- 
sure. 
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VIII.  Shareholders'  Right  to  Know  and  the  Role  of  Regulation 

Our  conclusion  that  discretionary  disclosure  by  public  corporations  appears  to  be 
strongly  influenced  by  managers'  perceived  threat  of  litigation  obviously  raises  the 
questions  of  managers'  duty  to  disclose,  investors'  right  to  know,  and  regulators'  role 
in  disclosure.25  We  comment  briefly  on  these  questions. 

From  a  legal  point  of  view,  the  duty  to  disclose  is  somewhat  vague.  While  there 
is  a  wide  concensus  that  no  affirmative  duty  to  disclose  information  exists,  except 
for  that  which  is  specifically  prescribed  by  laws  and  regulations  (e.g.,  the  publication 
of  quarterly  financial  reports),  managers  are  legally  responsible  to  "update"  and 
"correct"  past  prospective  disclosures  (e.g.,  Brown  [1990]).  For  example,  if  a  recent 
Management  Discussion  and  Analysis  section  included  a  statement  that  operating 
results  can  be  expected  to  improve  in  the  forthcoming  year,  the  manager  has  a  duty 
to  inform  investors  as  soon  as  he/she  finds  out  that  results  are  not  going  to  im- 
prove.28 

A  broader  perspective  on  managers'  duty  to  disclose  is  gained  when  the  issue  is 
cast  in  terms  of  shareholders'  right  to  know.  In  the  presence  of  information  asym- 
metry, where  managers  generally  know  more  than  investors,  security  prices  are 
likely  to  deviate,  at  least  temporarily,  from  intrinsic  values  (i.e.,  the  price  that 
would  have  prevailed  were  investors'  privy  to  all  of  managers'  information).  Do 
shareholders  have  in  such  cases  a  right  to  be  informed  of  managers'  information  so 
that  security  prices  will  reflect,  even  in  the  short  term,  intrinsic  values?  Do  man- 
agers have  the  duty  to  correct  misvalued  prices  even  if  they  have  not  released  fore- 
casts in  the  past?  We  believe  that  such  a  right  of  shareholders  to  know,  and  man- 
agers' duty  to  inform  investors  indeed  exists.27 

To  see  in  the  clearest  way  the  source  of  this  right  and  duty,  suppose  the  price 
of  a  security  is  temporarily  depressed  relative  to  its  intrinsic  value.  There  is,  in  gen- 
eral, a  non-zero  likelihood  that  any  shareholder  will  have  to  sell  the  shares  because 
of  liquidity  (cash)  needs  before  the  information  correcting  the  price  will  be  disclosed 
in  a  quarterly  or  annual  report.  Investors  selling  before  such  disclosure  will  thus 
suffer  a  loss  that  could  have  been  avoided  by  a  voluntary  disclosure.28  The  fact  that 
the  price  was  depressed  only  temporarily  is  no  consolation  to  the  selling  investor.29 
Thus,  shareholders  will  in  general,  prefer  that  managers  correct  misvaluations  by 
voluntary  disclosures,  unless  such  disclosures  are  excessively  costly  (e.g.,  com- 
promising competitive  secrets):  Shareholders  care  not  only  about  maximizing  the 
corporate  pie,  but  also  about  how  the  residual  returns  are  divided  among  sharehold- 
ers. When  the  market  lacks  strong-form  informational  efficiency,  management  deci- 
sion about  corporate  speech  will  affect  the  division  of  residual  returns,  as  sharehold- 
ers who  need  to  sell  in  the  short  term  will  have  lower  returns  when  management 
falls  to  disclose  an  undervalued  price.  Thus,  small  amounts  of  informational  ineffi- 


28  The  effect  of  litigation  on  the  frequency  and  content  of  voluntary  disclosure  is  also  apparent 
when  one  considers  the  changes  that  occurred  over  time.  For  example,  studies  using  data  from 
the  1960*8  and  1970's  found  that  managers  tended  to  disclose  voluntarily  when  they  experienced 
good  news  (e.g.,  Lev  and  Penman  [1990]),  while  in  the  1980*8  with  the  increased  concern  with 
litigation,  managers  shifted  toward  bad  news  disclosures.  Also,  while  Lees  [1981]  reported  that 
in  the  1970*s  the  frequency  of  managerial  earnings  forecasts  was  12-15  percent,  in  our  sample 
of  large  surprise  firms  the  frequency  is  only  about  7  percent  (the  latter,  based  on  data  for  the 
years  1988-1990). 

36  In  addition  to  this  duty  to  update  and  correct  past  representations,  several  stock  exchanges 
have  enacted  specific  rules  requiring  firms  to  disclose  immediately  material  information. 

27  For  elaboration  of  this  issue,  see  Ayres  [1991]. 

^The  converse  argument  also  holds.  If  the  price  is  temporarily  inflated,  selling  shareholders 
gain  at  the  expense  of  buyers. 

""To  appreciate  investors'  loss,  consider  the  following  example  from  one  of  our  sample  firms 
(the  firm's  name  is  withheld  to  prevent  a  lawsuit).  This  firm  announced  fourth  quarter  1988 
earnings  on  January  25,  1989.  The  earning  surprised  investors  (the  price-deflated  surprise  was 
2.1  percent)  and  the  price  increased  (over  the  -2  to  +2  days  interval)  by  3.2  percent,  market 
adjusted.  During  the  30  days  prior  to  day  -2,  the  total  volume  in  the  firm's  stock  was  6.6  million 
shares  (the  stock  is  traded  on  the  NYSE). 

Our  findings  (Tables  6  and  7)  suggest  that  when  firms  disclose  voluntarily,  the  market  reac- 
tion occurs,  on  average,  on  the  voluntary  disclosure  date,  preempting  the  earnings  announce- 
ment reaction.  Thus,  it  can  be  assumed  that  had  the  firm  provided  an  earnings  forecast  (or 
other  earnings-related  voluntary  disclosure)  30  days  before  the  earnings  announcement,  its 
stock  price  would  have  increased  by  about  3.2  percent  (market  adjusted)  on  the  voluntary  disclo- 
sure day.  The  shareholders  who  sold  6.6  million  shares  during  the  30  days  prior  to  the  earnings 
announcement,  would  have  then  obtained  $11.2  million  more  than  they  in  fact  received  for  their 
shares  (i.e.,  6.6  million  shares  x  0.032  x  $52,625,  the  stock  price  on  day  -32).  Shareholders'  op- 
portunity costs  of  nondisclosure  may  thus  be  very  high. 
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ciency  in  the  stock  market  can  cause  shareholders  to  demand  corporate  speech  that 
reduces  fundamental  values.  (Ayres  [1991,  p.  989]).30 

Given  investors'  preference  for  continuous  communication  by  managers,  particu- 
larly of  "good  news  (to  correct  depressed  values),  how  can  our  findings  about  the 
imbalance  between  good  and  bad  news  disclosures  be  explained?  Two  explanations 
come  to  mind.  The  first,  an  investor  wealth-maximization  argument  may  be  that 
managers  weigh  the  cost  of  voluntary  disclosure  against  the  benefits  to  shareholders 
and  decide  in  many  cases  that  the  former  outweighs  the  latter.  However,  since  we 
are  dealing  here  mostly  with  information  that  will  be  publicly  revealed  in  the  rel- 
atively near  future  (i.e.,  non-proprietary  information),  competitive  costs  (i.e.,  those 
benefiting  competitors  or  attracting  regulatory  intervention)  can  largely  be  ruled  out 
as  an  explanation  to  the  observed  pattern  of  disclosure. 

This  leaves  us  with  an  alternative  explanation — managers'  defensive  behavior 
against  a  perceived  threat  of  litigation.  Specifically,  managers  concerned,  among 
other  things,  with  the  personal  implications  of  litigation  (e.g.,  loss  of  job,  damage 
to  reputation,  personal  sanctions  by  the  SEC,  etc.)  decrease  their  exposure  to  litiga- 
tion by  restricting  voluntary  disclosure  of  information,  particularly  of  good  news.31 
The  SEC,  obviously  concerned  with  such  a  behavior,  adopted  in  1979  safe  harbor 
rules  which  relieve  corporations  of  federal  securities  fraud  liability  for  prospective 
statements  (e.g.,  an  earnings  forecast,  a  statement  of  management's  plans)  made 
with  a  "reasonable  basis"  and  in  "good  faith."32  It  appears  that  these  safe  harbor 
rules  are  not  considered  by  managers  an  adequate  protection. 

We  thus  have  here  a  potentially  serious  agency  cost  reflected  in  an  unbalanced 
(toward  bad  news)  level  of  voluntary  disclosure.  Apparently  free  market  forces  are 
insufficient  to  overcome  this  agency  problem.  This  is  obviously  the  opinion  of  the 
SEC,  as  reflected  in  its  recent  increased  emphasis  on  and  enforcement  of  the  re- 
quirement that  the  Management  Discussion  and  Analysis  (MD&A)  section  of  the  fi- 
nancial report  provides  value-relevant  prospective  information.33  It  is  still  an  open 
question  whether  and  how  managers'  incentives  can  be  sufficiently  changed  to  de- 
crease the  apparent  effect  of  litigation  threat  on  their  disclosure  behavior. 

DC.  Conclusions 

We  document  in  this  study  the  characteristics  of  voluntary  disclosures  made  by 
public  companies  prior  to  announcing  large  earning  surprise  as  well  as  investors' 
reaction  to  such  disclosures.  We  also  identify  the  factors — disclosure  drivers — associ- 
ated with  the  communication  policies  of  firms.  Our  main  findings  are  that  disclosure 
of  quantitative  operating  information  is  relatively  scarce,  even  for  the  examined 
large-surprise  firms,  and  that  the  information  which  is  disclosed  is  significantly  tilt- 
ed toward  bad  news.  These  and  the  stock  return  findings,  indicating  no  significant 
differences  in  the  returns  to  disclosing  and  nondisclosing  firms,  appear  inconsistent 
with  the  predictions  of  most  information  economics  and  signaling  models  about  vol- 
untary disclosure.  However,  our  findings,  particularly  the  relative  preponderance  of 
bad  news  disclosures,  are  consistent  with  a  defensive  strategy  of  managers  aimed 
at  mitigating  the  threat  of  securities  litigation. 

This  raises  the  question  whether  a  serious  conflict  (agency  cost)  exists  between 
shareholders  and  managers:  the  former's  right  to  know  (discussed  in  Section  VH3) 
clashing  with  the  latters  concern  with  litigation.  Cast  in  this  light,  regulators  at- 
tempt to  wrest  more  relevant,  forward-looking  information  from  managers  (e.g.,  the 
SEC's  recent  emphasis  on  the  MD&A  report)  is  understandable.  Still  unanswered 
is  the  question  of  why  don't  shareholders  appear  to  reward  more  strongly  discre- 
tionary disclosure,  or  penalize  silent  firms?34  Perhaps,  some  investors  (e.g.,  large  in- 


30  The  last  sentence  refers  to  cases  where  the  disclosure  is  costly,  thereby  reducing  the  firm's 
value.  Such  costs  may  include,  in  addition  to  the  direct  disclosure  costs,  the  costs  of  financial 
signaling  (e.g.,  a  stock  repurchase)  designed  to  enhance  the  credibility  of  the  disclosure.  Ayres 
argues  that  even  in  the  presence  of  such  costs,  shareholders  may  sometimes  prefer  disclosure. 

31  It  might,  of  course,  be  argued  that  the  decreased  exposure  to  litigation  benefits  sharehold- 
ers, as  well  as  managers.  However,  given  that  most  of  the  direct  cost  of  litigation  (i.e.,  the  dam- 
age verdict  or  settlement)  is  a  transfer  from  one  group  of  shareholders  to  another,  it  is  hard 
to  imagine  that  shareholders  as  a  group  benefit  from  a  suppression  of  information. 

32  See,  Liability  for  Certain  Statements  by  Issuers,  17  C.F.R.  §230.175  Q990),  and  Liability 
for  Certain  Statements  by  Issuers,  17  C.F.R.  §240.36-6  (1990). 

33  One  manifestation  of  this  emphasis  is  that  in  1988,  the  Division  of  Corporate  Finance  of 
the  SEC  initiated  an  MD&A  project,  in  which  the  contents  of  650  MD&A's  were  examined  over 
four  years.  The  inadequate  level  of  disclosure  is  reflected,  among  other  things,  by  the  fact  that 
of  the  650  cases  examined,  215  (33  percent),  had  sufficiently  serious  omissions  and 
misstatements  requiring  amendment  filings  (Form  8)  by  the  reporting  companies  (see,  Kile 
[1993]). 

34  Similar  conclusions  were  reached  by  Lev  and  Penman  [1990]. 
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stitutions,  money  managers)  manage  to  obtain  their  information  through  informal 

channels.  _   „ 
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MAYER,  BROWN  &  PLATT 

The  Honorable  Christopher  J.  Dodd  July  *»  1993 

Chairman,  Securities  Subcommittee  of  the  Senate  Banking  Committee 

Re:  Response  to  Supplemental  Information  Request 

Dear  Senator  Bond: 

This  letter  responds  to  the  Supplemental  Information  Request  made  by  your  staff 
with  respect  to  the  impact  of  private  litigation  on  the  six  largest  accounting  firms. 
As  you  know,  in  early  June  we  supplied  your  staff  with  a  16-page  white  paper  con- 
taining a  considerable  amount  of  information  about  the  accounting  profession  in 
general  and  its  litigation  burden  in  particular.  That  document  addressed  a  number 
of  questions  propounded  by  SEC  Chief  Accountant  Walter  Schuetze. 

Your  staffs  recent  request  sought  additional  information  to  expand  upon  the  data 
contained  in  the  earlier  submission.  As  we  have  communicated  to  George  Kramer 
of  your  staff,  we  would  be  happy  to  provide  any  information  in  response  to  the  Sup- 

{>lemental  Information  Request  that  is  contained  in  the  data  we  have  already  col- 
ected  from  the  firms. 

In  response  to  you  Supplemental  Information  Request,  then: 

The  total  partners'  capital  and  undistributed  earnings  figures  set  forth  in  Table 
VI  of  the  white  paper  were  measured  on  an  accrual  basis. 

Total  accounting  and  auditing  fees  during  the  period  1990-92  were  slightly  in  ex- 
cess of  50  percent  of  the  firms  total  revenues,  based  on  information  submitted  to 
the  AICPA  SEC  Practice  Section.  Note  that  the  data  reported  in  our  white  paper 
on  the  firms'  liability  exposure  reflects  only  the  firms'  audit-related  litigation  experi- 
ence. Thus,  accounting  and  audit  revenues  are  the  correct  figures  to  use  in  assessing 
the  firms'  liability  burden. 

The  bulk  of  the  tremendous  litigation  exposure  described  in  the  white  paper 
arises  from  private  suits  and  not  government  actions.  Based  on  the  data  available 
at  this  time,  we  have  found  only  6  of  the  187  cases  closed  in  1990  and  1991  that 
were  brought  by  federal  or  state  governments.  None  of  those  six  cases  contained 
claims  under  the  federal  securities  laws.  The  total  damages  claimed  in  those  6  cases 
was  $464  million.  The  total  judgments  and  settlements  paid  in  those  cases  was 
$26.7  million.  (We  do  not  have  data  for  1992.)  Note  that  this  information,  as  well 
as  the  information  contained  in  Tables  VIE,  DC  and  X  of  the  white  paper  is  based 
on  lawsuits  filed  in  court.  Threatened  claims  (i.e.,  those  where  a  lawsuit  has  not 
been  filed)  are  not  included.  It  is  my  understanding  that  many  government  claims 
are  handled  in  this  manner.  Since  these  threatened  claims  are  not  included  in  the 
figures  reported  in  Tables  Vin,  DC  and  X,  the  firms'  liability  burden  is  actually  un- 
derstated in  the  white  paper. 

I  am  enclosing  a  study  by  William  Kinney  and  Roger  Martin  of  the  University 
of  Texas,  the  most  recent  study  to  address  the  impact  of  audits  on  the  quality  of 
financial  statements.  This  independent  study  analyzed  data  from  more  than  1,500 
audits  and  found  that  absent  the  current  system  of  auditing,  net  earnings  and  net 
assets  reported  to  creditors  and  investors  would  be  overstated  by  the  company  from 
an  average  of  two  to  eight  times  the  amount  that  would  materially  misstate  the  fi- 
nancial statements.  The  authors  conclude  that  the  year-end  audit  directly  reduces 
positive  bias  in  reported  net  earnings  and  assets  and  improves  the  precision  of 
measurement. 

Much  of  the  extremely  detailed  data  requested  by  the  subcommittee  staff  is  not 
currently  available  because  it  cannot  be  developed  from  the  data  originally  re- 
quested by  Mr.  Schuetze.  In  addition,  we  have  no  case  specific  information,  such  as 
the  name  of  the  case,  parties  named,  etc.  I  might  add  that  some  of  the  information 
you  request,  such  as  the  amount  of  judgments  and  settlements  paid  by  other  parties 
in  these  suits,  is  generally  not  available  to  the  six  firms,  but  would  be  readily  avail- 
able to  the  plaintiffs'  law  firms.  It  is  my  understanding  that  you  have  requested  in- 
formation from  these  law  firms  in  order  to  get  a  complete  picture  of  the  current  liti- 
gation system. 

Please  feel  free  to  contact  me  if  you  have  any  questions  regarding  the  data  con- 
tained in  this  letter. 
Sincerely, 

Mark  H.  Gitenstein 
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TESTIMONY  OF  WILLIAM  R.  KINNEY,  JR.  AND  ROGER  D.  MARTIN 

Does  Auditing  Reduce  Bias  in  Financial  Reporting? 

A  Review  of  Audit  Adjustment  Studies* 

Graduate  School  of  Business,  University  of  Texas  at  Austin 

Summary 

Do  year-end  audit  adjustments  reduce  bias  in  managements'  assertions  about 
earnings  and  assets,  and  if  so,  by  how  much?  These  and  related  questions  are 
addressed  by  an  analysis  of  nine  data  sets  of  auditor-related  adjustments  from 
more  than  1,500  audits  across  15  audit  years.  Included  are  clients  of  all  of  the 
Big  Six  CPA  firms  and  a  broad  cross  section  of  industries.  Summary  statistics 
are  tabulated  by  direction  of  effect  on  earnings,  by  audit  area,  and  by  mag- 
nitude. Overall,  auditor-initiated  adjustments  show  an  overwhelmingly  negative 
effect  on  preaudit  net  earnings  and  net  assets.  The  average  aggregate  adjust- 
ment reduces  earnings  and  assets  by  two  to  eight  times  the  minimum  amount 
that  would  materially  misstate  the  financial  statements.  Thus,  the  year-end 
audit  is  seen  as  directly  reducing  positive  bias  in  reported  net  earnings  and  net 
assets  as  well  as  improving  the  precision  of  measurement.  This  implies  that, 
other  things  equal,  il  auditing  were  unavailable  for  some  firms,  then  financial 
reporting  would  tend  to  show  materially  inflated  earnings  and  assets  even  if  the 
preventive  (anticipatory),  consultative,  and  prior-to-year-end  correction  effects  of 
auditing  are  zero. 

Recent  trends  in  auditors'  liability  have  led  to  significant  supply  side  develop- 
ments. Two  national  audit  firms  have  gone  bankrupt,  others  have  restricted  attesta- 
tion services,  and  many  small  firms  have  quit  offering  auditing  services  (Berton, 
1992).  The  Public  Oversight  Board's  1992  annual  report  expresses  concern  that 
auditors  will  eventually  be  "unwilling  to  give  the  assurances  they  have  traditionally 
provided  to  American  industry,  its  investors  and  its  creditors.''  This  actual  and  po- 
tential audit  supply  restriction  raises  the  general  question,  "What  quantitative  ef- 
fects do  audits  nave  on  financial  statements  for  third  party  users?"  One  potential 
consequence  of  audits  is  a  deterrent  effect:  errors  don't  occur  because  the  auditee 
expects  the  audit  and  is  more  careful,  or  the  auditee  asks  for  advice  on  how  to  ac- 
count for  a  transaction.  Another  consequence  is  the  detection  and  correction  of  er- 
rors and  misstatements  identified  in  the  course  of  the  year  audit.  This  paper  ad- 
dresses the  latter  issue. 

The  paper  is  organized  as  follows.  In  section  2  we  describe  our  selection  method 
and  characterize  the  background  of  each  of  the  nine  data  sets  identified.  In  section 
3  we  summarize  the  results  by  account  and  overall  in  both  dollars  and  percentage 
of  earnings.  Finally,  section  4  provides  a  brief  conclusion  along  with  the  limitations 
of  our  method. 

Method  and  Data 

Financial  statements  are  prepared  from  business  books  and  records  that  may  con- 
tain errors,  and  errors  may  also  arise  in  financial  statement  preparation.  Audits  are 
directed  toward  detecting  material  departures  from  generally  accepted  accounting 
principles.  Auditors  typically  collect  information  on  errors  or  differences  in  individ- 
ual items  and  record  them  on  a  summary  worksheet  for  possible  financial  statement 
adjustment.  Thus,  one  way  to  measure  the  effects  of  audits  is  to  examine  the  adjust- 
ing entry  worksheet. 

While  the  "adjusting  entry  worksheet"  approach  used  in  a  number  of  recent  stud- 
ies has  the  advantage  of  being  based  on  objective  data,  it  likely  understates  the  ag- 
gregate quantitative  effects  of  auditing  due  to  several  factors.  First,  the  approach 
uses  data  based  on  client  firms  who  were  anticipating  an  audit  under  generally  ac- 
cepted auditing  standards.  If  such  an  audit  were  not  anticipated,  client  personnel 
may  have  been  less  careful  in  their  work  in  maintaining  books  and  records  used  in 
preparing  financial  statements,  and  management  may  have  been  more  inclined  to 
bias  amounts  that  involved  management  discretion  or  judgment.  Also,  the  adjusting 
entry  approach  does  not  include  errors  prevented  because  the  client  consulted  the 
auditor  about  proper  accounting  for  a  transaction  prior  to  its  initial  recording.  Fi- 
nally, the  approach  does  not  include  errors  that  were  made  by  tee  client,  but  that 
were  detected  by  the  auditor  and  corrected  by  the  client  before  year  end. 


♦We  thank  Robert  Knechel  for  providing  additional  analysis  of  the  Bell,  Knechel  and 
Willingham  data  set.  We  also  thank  Andrew  Bailey,  Robert  Elliott,  Robert  Mednick,  Katherine 
Schipper,  Arthur  Siegel,  and  Wanda  Wallace  for  comments  on  a  prior  draft. 
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Since  1979  there  have  been  more  than  a  dozen  studies  of  auditor-initiated  adjust- 
ments various  objectives.  For  example,  the  first  (Kinney,  [1979])  used  adjustments 
to  develop  analytical  techniques  for  early-in-the-audit  warning  of  errors,  while  Hylas 
and  Ashton  [1982]  and  Wright  and  Ashton  [1989]  analyzed  the  audit  techniques 
that  initially  detected  each  error.  Other  studies  have  related  errors  to  control  factors 
(Kreutzfeldt  and  Wallace  [1986]),  inherent  risk  (Houghton  and  Fogarty  [1991]),  and 
electronic  data  processing  (Bell,  Knechel  and  Wilfingham  [1992]).  Icerman  and 
Hillison  [1991]  focused  on  which  errors  are  waived  and  which  are  corrected.  Finally, 
two  studies  used  error  data  in  audited  financial  statements  to  assess  the  effects  of 
the  established  reporting  systems.  Kinney  and  McDaniel  [1989]  studied  errors  in 
quarterly  earnings,  while  DeFond  and  Jiambalvo  [1991]  studied  firms  correcting 
uieir  prior  years'  annual  reports. 

To  identify  studies  of  audit-related  adjustments,  The  Accounting  Review,  the  Jour- 
nal of  Accounting  Research,  the  Journal  of  Accounting  and  Economics,  and  Audit- 
ing: A  Journal  of  Practice  and  Theory  were  searched  from  1973  to  1993.  This  search 
was  supplemented  by  scanning  the  references  of  articles  identified  in  these  studies 
and  by  an  analysis  of  recent  working  papers. 

Overall,  18  studies  of  auditor-related  adjustments  were  identified.  Of  these,  one 
was  eliminated  because  it  did  not  include  a  summary  by  direction  of  effect  on  earn- 
ings, two  were  based  on  non  U.S.  auditing  firms,  and  two  were  based  on  line  item 
errors  in  only  a  few  accounts.  Finally,  four  papers  were  secondary  studies  that  used 
data  from  prior  studies.  This  left  nine  different  data  sets  as  the  basis  for  the  study. 
For  some  purposes  the  sample  size  to  analyze  specialized  questions  was  further  re- 
duced. 

Table  1  lists  the  12  studies  (nine  data  sets)  on  which  our  results  are  based.  The 
studies  cover  more  than  1,500  audit  engagements  and  over  7,100  adjustments.  The 
sample  comes  from  a  variety  of  industries  with  SICs  ranging  from  1,000  to  8,000, 
and  from  the  years  1975  to  1988.  Some  samples  were  selected  across  several  audit 
firms  (e.g.,  Kinney  and  Icerman  and  Hillison);  some  were  selected  randomly  from 
a  client  list  (e.g.,  Wright  and  Ashton),  and  some  were  selected  to  represent  a  broad 
range  of  the  firms'  client  portfolio  (e.g.,  Kreutzfeldt  and  Wallace;  Fogarty  and 
Houghton).  While  the  selection  of  firms  was  largely  not  random,  we  know  of  no  bias 
in  the  selection  of  any  particular  study  and,  even  though  one  study  included  only 
firms  with  at  least  one  error,  there  appears  to  be  no  basis  for  expecting  that  there 
is  substantial  selection  bias  across  studies. 

Results 

Table  2  summarizes  the  characteristics  of  the  nine  data  sets.  As  an  aggregate 
measure  of  the  effect  of  auditing,  we  obtained  an  overall  measure  of  the  direction 
of  net  adjustment  per  audit  for  each  data  set  as  a  whole.  Some  studies  reported 
mean  effect  on  earnings,  others  reported  relative  frequencies  of  net  increases  and 
net  decreases,  while  still  others  reported  the  frequencies  and  average  magnitudes 
of  the  individual  adjustments  that  increased  earnings  and  those  that  decreased 
earnings.  Due  to  these  differences  in  reporting,  traditional  statistics  such  as  mean, 
median,  and  standard  errors  cannot  be  calculated  across  all  nine  data  sets.  How- 
ever, it  is  possible  to  tabulate  the  overall  number  and  direction  of  the  effect  of  the 
adjustments  over  each  set  of  audit  data,  and  to  use  the  data  set  as  the  unit  of  analy- 
sis. It  is  also  possible  to  conduct  a  meta-analysis  to  aggregate  the  proportion  results 
across  the  studies. 

For  each  of  the  nine  data  sets,  the  overall  effect  was  an  aggregate  decrease  in  re- 
ported earnings  and  assets.  That  is,  preaudit  earnings  and  assets  were  overstated 
relative  to  their  audited  values.  If  the  audit  adjustment  system  were  just  as  likely 
to  yield  a  net  increase  as  a  decrease  in  earnings  and  assets,  then  the  probability 
of  observing  a  net  decrease  in  a  particular  sample  is  .5,  and  the  probability  of  ob- 
serving nine  net  decreases  in  a  sample  of  nine  independent  studies  is  .5,9  or  less 
than  .002.  For  the  seven  studies  of  adjustment  worksheets,  the  probability  would 
be  .57  or  .008.  Thus,  it  is  very  unlikely  that  the  current  system  of  auditing  is  being 
applied  to  data  that  are  not  biased  toward  overstatements.  Other  things  equal,  sus- 
pension of  auditing  would  likely  lead  to  inflated  reports  of  earnings  and  assets  ac- 
cording to  GAAP. 

Since  all  nine  data  sets  indicated  the  proportion  of  individual  adjustments  or  over- 
all audits  that  decreased  net  income  and  net  assets,  a  limited  meta-analysis  was 
conducted  on  the  proportions.  Specifically,  the  Fisher  Combined  Test  and  the 
Stouffer  Combined  Test  (see  Wolf  [1986,  pp.  18-23])  were  conducted  for  the  nine 
studies  as  a  group  as  well  as  for  the  five  studies  reporting  results  for  individual  ad- 
justments and  the  four  based  on  the  audits  as  a  whole.  As  might  be  expected  given 
the  results  above,  the  p  values  for  the  (null)  hypothesis  that  the  proportion  of  earn- 
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ings  and  asset  increases  is  greater  than  or  equal  to  .5  is  less  than  .0001  for  each 
individual  analysis  and  for  the  nine  overall. 

Columns  three,  four,  and  five  in  table  2  show  the  relative  frequencies  of  overstate- 
ments and  understatements  of  earnings  and  their  ratio.  While  some  analyses  are 
by  audit  and  some  are  by  error,  all  show  ratios  of  overstatement  errors  to  under- 
statement errors  greater  than  1.4.  For  the  seven  data  sets  based  on  summary  audit 
adjustment  worksheets  (all  but  samples  4  and  8),  the  ratios  are  from  1.41  to  1.61. 
This  relatively  narrow  range  suggests  that,  on  average,  audits  have  similar  effects 
over  time,  over  audit  firms  and  approaches,  and  over  types  of  clients. 

The  sixth,  seventh,  and  eighth  columns  of  table  2  summarize  the  proportions  of 
audits  with  nonzero  adjustments.  Specifically,  about  60  to  90  percent  of  the  audits 
have  nonzero  adjustments  and  about  20  percent  to  60  percent  have  material  aggre- 
gate adjustments.  The  average  aggregate  misstatements  per  audit  are  reported  on 
several  bases  with  "total  misstatement  per  audit  as  a  percentage  of  total  assets" 
being  the  most  common.  For  total  assets,  the  range  of  reported  average  adjustments 
was  about  1  percent  to  more  than  4.5  percent.  For  total  revenues,  one  study  reports 
the  mean  aggregate  absolute  error  as  1.72  percent  of  revenues  and  the  other  snows 
the  mean  to  be  .8  percent.  Finally,  two  studies  use  net  income  as  a  base  with  aver- 
ages of  about  15  percent  and  34  percent. 

Based  on  prior  studies  of  judgments  about  materiality,  aggregate  misstatement 
would  be  considered  by  most  knowledgeable  persons  to  be  "material"  if  it  equals  or 
exceeds  about  5  percent  of  net  income  or  about  .5  percent  of  total  revenues  or  total 
assets  (see  Pany  and  Wheeler  [1989]).  Thus,  the  mean  aggregate  adjustments  re- 
ported in  the  empirical  studies  are  seen  to  be  from  about  two  to  eight  times  a  mate- 
rial amount.  This  implies  that  without  the  current  system  of  auditing  (and  assum- 
ing no  compensating  error-control  mechanisms),  net  earnings  and  net  assets  re- 
ported to  creditors  and  stockholders  would  be  overstated  from  two  to  eight  times 
materiality — on  average! 

Finally,  we  analyzed  individual  accounts  in  terms  of  the  signs  of  the  aggregate 
adjustments  to  sales,  cost  of  sales,  receivables,  inventory  and  payables  across  all 
nine  data  sets.  These  accounts  comprise  an  important  part  of  most  audits  and  collec- 
tively represent  a  large  portion  of  the  dollar  values  of  most  firms.  The  findings  are 
remarkably  uniform.  In  the  four  studies  that  indicate  aggregate  results  for  reve- 
nues, we  find  that  the  aggregate  result  was  overstatement  oi  reported  sales,  sug- 
gesting a  systematic  overstatement  bias  in  unaudited  revenues.  As  a  crude  statis- 
tical measure,  the  probability  of  4  independent  aggregate  overstatements  if  under- 
statements are  equally  likely,  is  .5*  or  .0625. 

For  all  four  studies  with  data  for  cost  of  sales,  aggregate  cost  of  sales  were  under- 
stated. Similarly,  receivables  were  overstated  on  average  for  all  five  studies  which 
analyzed  this  account  (probability  =  .031),  and  payables  were  understated  on  aver- 
age m  four  of  five  studies  (and  the  median  error  was  an  understatement  in  all  five). 
There  was  inconsistency  across  studies  only  for  inventory  where  most  studies 
showed  inventory  to  be  slightly  overstated  but  with  high  variance.  One  study 
showed  inventory  to  be  understated  on  the  average  and  another  has  equal  numbers 
of  adjustments  for  overstatement  and  understatement.  Other  empirical  studies  of  er- 
rors in  line  items  (e.g.,  see  Ramage,  Krieger  and  Spero  [1979]  and  Hamm,  Losell 
and  Smieliauskas  [1985])  also  report  that  receivables  and  payables  are  typically 
overstated  and  understated,  respectively,  while  inventory  tends  to  be  misstated  by 
relatively  large  amounts  in  either  direction.  ' 

Finally,  we  comment  on  two  studies  that  analyzed  corrections  to  published  finan- 
cial statements.  Kinney  and  McDaniel  [1989]  studied  73  firms  that  announced  cor- 
rections to  their  previously  reported  (and  unaudited)  quarterly  earnings  and  DeFond 
and  Jiambalvo  [1991]  studied  44  firms  that  corrected  prior  years'  audited  earnings. 
These  studies  are  not  directly  comparable  to  the  audit  workpaper  studies  since  the 
correction  studies  involve  discovery  of  errors  in  previously  reported  data,  and  the 
incentives  to  disclose  (and  thus  appear  in  the  sample)  may  be  driven  by  factors 
other  than  the  desire  for  precise  reporting.  However,  the  data  show  that  even  after 
public  reporting,  relatively  large  errors  sometimes  remain.  The  corrections  are  over- 
whelmingly for  overstatement  of  earnings  and  assets.  If  audits  did  not  exist,  it 
seems  unlikely  that  these  firms  would  have  reported  corrections  since  the  prob- 
ability of  discovery  is  low  absent  an  audit. 

Conclusion 

This  study  synthesizes  audit-related  adjustment  results  from  previously  published 
analysis  of  more  than  1,500  audits  covering  15  years  and  a  broad  cross  section  of 
industries  and  audit  firms.  Some  of  the  audits  were  randomly  selected  from  an  audit 
firm's  client  list,  others  were  judgmental ly  selected  with  the  objective  of  represent- 
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ing  the  firm's  client  list,  and  still  others  were  based  on  a  census  of  public  correc- 
tions. However,  any  bias  in  the  selection  process  for  a  particular  study  is  not  likely 
to  apply  to  others. 

While  the  overall  data  set  is  large  and  there  is  no  known  bias  in  the  selection 
process,  two  limitations  should  be  noted.  First,  the  data  sets  on  which  our  synthesis 
is  based  were  not  randomly  selected  from  the  overall  population  of  audit  clients. 
Second,  in  all  cases  the  adjustments  were  based  on  client  firms  that  were  anticipat- 
ing an  audit.  Thus,  the  studies  likely  understate  the  rate  and  magnitude  of 
misstatements  that  would  be  observed  if  an  audit  were  not  anticipated. 

Overall,  our  analysis  of  the  empirical  studies  of  actual  audit  adjustments  shows 
that  preaudit  earnings  and  assets'  are  biased  toward  overstatement  in  that  these 
audits  typically  reduce  reported  earnings  and  assets  by  an  amount  exceeding  mate- 
riality by  a  factor  of  two  to  eight.  The  results  vary  little  over  samples  of  different 
auditors,  different  types  of  clients,  and  different  time  periods  and  economic  condi- 
tions. 

If  due  to  concerns  about  legal  liability,  auditors  substantially  restrict  the  supply 
of  auditing  in  total  or  if  auditing  is  not  available  to  some  classes  of  firms,  then  the 
likely  effect  will  be  a  significant  increase  in  overstatement  error  in  earnings  and  as- 
sets of  these  firms.  Bankers,  other  lenders,  and  investors  will  likely  react  with  price 
protection  activities  that — increase  the  cost  of  capital,  restrict  available  capital,  and 
thereby  reduce  the  vitality  of  business  and  capital  formation. 
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Table  1 
Backsround  On  Misstatement  Samples 


Sample  No. 

1 


References 

Kinnev  [1979]; 
Kinney  [19811 


Hvlas  and  Ashton 
[19821 


Kreutzfeldt  and 
Wallace  [1986]; 
Roberts  and 
Wedemeyer[1988] 

Kinney  and 
McDaniel  [1989] 


Description  Years. 

All  adjustments  for  44  small       1975-78 
manufacturers,  3  years,  all 
Big  8  auditors  plus  two 
smaller  auditors 

Five  largest  adjustments  for       1978 
152  "representative" 
Peat  Marwick  clients 

All  adjustments  for  260  1983-84 

"representative"  Arthur 
Andersen  clients 


Net  adjustments  for  73  firms      1976-85 
correcting  previously  reported 
quarterly  earnings,  various 
auditors 


No.  of  Audits 
132 


152 


260 


73 


Wright  and  Ashton 
[1989];  Wright  and 
Wright  [1992] 

Houghton  and 
Fogarry[l991] 


Four  largest  adjustments  for      1984-85 
186  randomly  selected  Peat 
Marwick  clients 

All  adjustments  for  326  1984 

"representative"  Deloinc 
Haskins  &  Sells  clients 


Icerman  and  Hillison    All  adjustments  for  49  small       1 979-8 1 
[1991]  to  medium  manufacturing 

clients,  3  years,  7  of  Big  8 

auditors 


DeFond  and 
Jiambalvo[1991] 


Bell.  Knechel  and 
WUlingham  [1992] 


Net  adjustments  for  44  firms      1977- 
correcting  prior  years 
earnings,  various  auditors 


All  adjustments  for  242 
randomly  selected  Peat 
Marwick  clients,  various 
industries 


1988 


186 


326 


147 


44 


242 


Totd 


1562 
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MAYER,  BROWN  &  PLAIT 

August  6,  1993 

Martha  L.  Cochran,  Staff  Director/Counsel 

Securities  Subcommittee  of  the  Senate  Banking  Committee 

Re:  Study  of  20  Cases 

Dear  Marti: 

This  letter  responds  to  your  request  for  a  detailed  written  explanation  of  the  in- 
formation provided  in  table  form  to  the  subcommittee  at  its  July  21,  1993  hearing. 
Attached  as  Exhibit  A  is  an  updated  printout  of  that  table.  The  table  contains  infor- 
mation obtained  by  Mayer,  Brown  &  Piatt  about  the  20  cases  identified  in  William 
Lerach's  prepared  testimony  submitted  at  the  June  17,  1993  hearing  ("Lerach  Testi- 
mony"). 

•  Mr.  Lerach  identified  these  20  recent  cases  in  his  testimony  in  order  to  dem- 
onstrate the  amount  that  plaintiffs  recover  in  class  action  securities  suits. 

•  When  we  investigated  the  actual  recoveries  of  plaintiffs  in  these  cases — using  the 
legally  recoverable  damages  figures  provided  by  Mr.  Lerach — we  found  that  the 

f>Iaintiffs  in  these  cases  recovered  only  approximately  14  percent  of  their 
egally  recoverable  damages.  This  figure  is  much  lower  than  the  60  percent 
asserted  by  Mr.  Lerach  in  his  testimony,  and  certainly  does  not  seem  to  be  "an 
extremely  good  result."  [Lerach  Testimony,  at  9.] 

The  Torkelson  Letter 

Mr.  Lerach's  June  17  testimony  included  a  number  of  attachments  purporting  to 
show  certain  characteristics  of  securities  class  action  lawsuits.  One  of  these  (Exhibit 
1  to  Lerach  Testimony)  was  a  letter  from  John  Torkelson  of  Princeton  Venture  Re- 
search, Inc.  ("Torkelson  Letter").  Attached  as  Exhibit  B  is  a  copy  of  the  Torkelson 
Letter  and  the  accompanying  table  of  20  cases.  Mr.  Torkelson  indicated  that  he  had 
been  asked  by  Mr.  Lerach  to  analyze  information  in  recent  securities  class  action 
cases  for  which  Mr.  Torkelson's  company  had  served  as  damage  experts.  Mr. 
Torkelson's  analysis  sought  to  show  what  proportion  of  total  market  losses  represent 
legally  recoverable  damages.  The  Torkelson  Letter  states  that  the  20  cases  he  iden- 
tified and  analyzed  are  "a  representative  sample  of  these  class  action  litiga- 
tions. .  .  ." 

Mr.  Torkelson  described  the  analysis  his  firm  performed: 

For  each  litigation  we  reintroduced  the  files  onto  our  computer  system  and, 
using  the  same  methodology  for  each  litigation,  we  calculated  Total  Market  Losses 
for  all  buyers  and  sellers  of  the  stock  during  the  Class  Period.  These  Market 
Losses  were  then  compared  to  Total  Damages  which  had  been  prepared  earlier 
to  be  used  in  testimony  in  these  litigations. 

[Torkelson  Letter,  at  1.]  Mr.  Torkelson  concluded  that,  "on  average,  Damages  in  Se- 
curities litigation  are  27.7  percent  of  Market  Losses."  [Torkelson  Letter,  at  2.] 

The  Lerach  Testimony 

Mr.  Lerach  sought  to  demonstrate  that  plaintiffs  in  securities  class  actions  recover 
a  significant  percentage  of  the  legally  recoverable  damages  when  securities  cases 
are  settled.  Presumably,  this  point  was  intended  to  refute  the  conclusions  of  many 
who  have  studied  this  area  (such  as  Vincent  O'Brien,  Janet  Cooper  Alexander,  and 
Frederick  Dunbar)  that  settlements  in  these  cases  provide  very  little  compensation 
to  the  members  of  the  plaintiff  class. 

Mr.  Torkelson  analyzed  only  the  relation  of  legally  recoverable  damages  to  total 
market  losses.  It  therefore  tells  nothing  by  itself  about  plaintiffs'  actual  recovery 
rates  in  settlements  of  class  action  securities  suits.  Mr.  Lerach  sought  to  extrapolate 
from  Mr.  Torkelson's  analysis  in  order  to  make  a  claim  about  plaintiffs'  recovery 
rates.  Mr.  Lerach  asserted  that  plaintiffs  in  class  action  securities  suits  recover 
nearly  60  percent  of  their  legally  recoverable  damages  in  settlements.  [Lerach  Testi- 
mony, at  9.]  This  assertion  was  based  on  a  comparison  of  Mr.  Torkelson's  analysis 
with  two  studies  of  settlements  compiled  by  claims  administrator  companies.  Nei- 
ther of  these  two  studies  has  been  published  or  otherwise  made  available.1 


1Some  of  the  information  in  the  Heftier  study  was  provided  by  Edward  Radetich  in  his  June 
17  testimony  in  response  to  a  specific  request  by  Mr.  George  Kramer.  However,  that  information 
is  incomplete  and  is  marked  by  pervasive  inconsistencies.  We  have  prepared  an  analysis  of  the 
Heftier  data  demonstrating  some  of  its  more  obvious  flaws  and  their  effect  on  the  conclusions. 
Attached  as  Exhibit  C  is  a  copy  of  that  analysis. 
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Our  Investigation 

Since  the  information  in  the  Lerach  Testimony  was  derived  in  a  roundabout  way 
by  comparing  the  results  of  several  unrelated  studies,  we  decided  to  use  a  more  di- 
rect approach:  learning  how  much  of  their  damages  the  plaintiffs  actually  recovered 
in  the  settlements  of  the  20  "representative"  cases  cited  by  Mr.  Lerach  and  Mr. 
Torkelson.  To  do  so,  we  obtained  information  from  the  court  files  or  from  other  pub- 
lic sources  about  each  of  the  20  cases.  In  every  case,  we  began  with  the  legally  re- 
coverable damage  figure  provided  in  the  Torkelson  Letter.  We  tried  to  determine 
how  much  of  that  legally  recoverable  damage  amount  the  plaintiffs  actually  received 
as  a  result  of  the  settlements  in  those  cases. 

We  first  examined  the  settlements  in  the  20  cases.  We  obtained  information  about 
the  settlement  fund  in  every  case.  Where  the  settlement  included  stock  elements, 
we  included  the  value  of  the  stock  as  it  was  specified  in  the  agreement  at  the  time 
of  the  settlement.  We  compared  the  settlement  amount  with  the  legally  recoverable 
damage  figure  provided  by  Mr.  Torkelson  and  Mr.  Lerach. 

•  The  average  settlement  amount  was  23  percent  of  the  legally  recoverable 
damages.3 

Next,  we  sought  information  about  awards  of  attorneys'  fees  and  expenses.  These 
amounts  are  taken  off  the  top  of  every  settlement  before  distributions  are  made  to 
the  plaintiff  class  members.  We  obtained  fee  and  expense  information  for  13  of  the 
20  cases. 

•  Where  fee  information  was  available,  we  found  that  the  plaintiffs'  attor- 
neys received,  on  average,  39  percent  of  the  settlement  fund  in  fees  and 
expenses. 

We  then  determined  the  recovery  to  plaintiffs  by  subtracting  from  the  settlement 
amount  fees  and  expenses  awarded  to  the  plaintiffs'  lawyers.  We  assumed  (unreal- 
istically)  that  the  entire  remaining  amount  would  be  distributed  to  the  plaintiffs. 
In  fact,  in  most  of  these  cases,  the  company  administering  the  claim  had  yet  to  de- 
duct its  fees  and  expenses  before  disbursing  what  remained. 

•  In  other  words,  our  "adjusted  settlement  (recovery)"  figures  are  conserv- 
ative— the  plaintiffs  in  most  cases  actually  received  less.4 

In  order  to  determine  the  percentage  of  legally  recoverable  damages  distributed 
to  plaintiffs,  we  totalled  the  adjusted  settlement  figures,  and  compared  them  with 
the  total  of  the  damages  figures  supplied  by  Mr.  Torkelson  and  Mr.  Lerach.5 

•  We  began  with  the  figures  for  those  cases  where  fee  and  expense  information  was 
available.  The  average  recovery  in  those  cases  was  13  percent  of  legally  recover- 
able damages. 

•  In  order  to  ensure  that  the  results  were  valid  for  the  cases  where  fee  and  expense 
information  was  not  available,  we  performed  calculations  using  two  other  meth- 
ods: 

•  First,  we  imputed  fee  awards  to  the  remaining  cases  by  applying  the  average 
fee  and  expense  percentage  (39  percent).  Using  this  methoa,  we  found  an  aver- 
age recovery  of  14  percent  of  legally  recoverable  damages  overall  for  the  20 
cases. 

•  Finally,  to  be  extremely  conservative,  we  imputed  fee  awards  based  on  a  figure 
of  25  percent,  which  is  lower  than  the  lowest  actual  fee  and  expense  percentage 


2Mr.  Torkelson's  damages  figures  are  an  appropriate  benchmark  for  measuring  the  effective- 
ness of  settlements  obtained  by  plaintiffs'  lawyers  because  they  are  the  figures  that  the  plain- 
tiffs' lawyers  relied  on  in  arguing  for  the  best  settlement  they  felt  they  could  achieve.  Moreover, 
these  are  the  figures  that  plaintiffs'  experts  would  have  testified  to  in  court  had  these  cases  pro- 
ceeded to  trial.  [Torkelson  Letter,  at  2.]  The  plaintiffs'  lawyers  and  their  experts  believed  these 
figures  to  be  the  best  and  most  defensible  estimates  of  legally  recoverable  damages. 

3The  average  was  obtained  by  totalling  all  of  the  settlement  amounts  and  dividing  that  figure 
by  the  total  of  all  the  damage  amounts. 

4  As  our  analysis  of  the  Heffler  data  (Exhibit  C)  demonstrates,  claims  administrators  may  at- 
tempt to  inflate  recovery  amounts  by  including  interest  earned  on  the  fund  prior  to  its  distribu- 
tion to  the  members  of  the  plaintiff  class.  In  order  to  make  a  justifiable  comparison,  our  Up- 
dated Table  does  not  include  interest  earned  on  the  settlement  fund. 

5  One  case  presented  an  unusual  situation.  The  settlement  fund  in  Wolverine  Technologies 
originally  comprised  $10,200,000.  Of  that  amount,  the  court  awarded  $3,582,000  to  the  plain- 
tiffs' attorneys  for  their  fees  and  expenses.  Once  all  claims  had  been  received,  however,  only 
$1,806,474  in  claims  were  approved  by  the  court  for  distribution  to  the  plaintiffs.  The  unused 
portion  of  the  fund  was  returned  to  the  defendants.  Since  our  study  sought  to  discover  how 
much  of  the  plaintiffs'  damages  were  actually  distributed  to  them,  we  included  only  the  portions 
of  the  settlement  fund  that  were  actually  paid  to  plaintiffs  and  their  lawyers.  Even  if  the  entire 
$10.2  million  had  been  disbursed,  however,  the  average  recovery  rate  for  the  20  cases  would 
have  remained  about  14  percent. 
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found  among  the  20  cases — 27  percent.  Even  using  this  most  conservative  meth- 
od, we  found  only  a  15  percent  average  recovery. 

•  In  other  words,  all  three  methods  resulted  in  average  recoveries  of 
around  14  percent  of  legally  recoverable  damages. 

Conclusions 

Using  information  about  the  20  cases  provided  by  Mr.  Torkelson  and  Mr.  Lerach, 
we  found  that  plaintiffs  in  these  cases  actually  received  about  14  percent  of  their 
legally  recoverable  damages  from  the  settlements  negotiated  by  their  lawyers.  Mr. 
Lerach  testified  that  the  settlement  process  protects  the  interests  of  the  plaintiff 
class  members,  and  that  "the  system  has,  in  the  main,  worked  well."  [Lerach  Testi- 
mony, at  9.]  We  believe  that  most  plaintiffs  in  securities  suits  would  be  dismayed 
to  learn  that  the  best  they  can  hope  for  is  a  settlement  of  about  14  percent  of  the 
losses  they  would  be  entitled  to  if  they  prevailed  at  trial. 

The  results  of  our  study  point  to  two  significant  conclusions: 

•  First,  plaintiffs  who  settle  are  not  better  off  than  if  they  had  proceeded 
to  trial.  Since  plaintiffs'  lawyers  have  an  incentive  to  maximize  the  fees  and  ex- 
penses they  are  awarded  (and  since  a  trial  carries  with  it  the  risk  that  they  will 
recover  nothing),  the  lawyers  often  seek  to  settle  cases  rather  than  proceeding  to 
trial.6 

•  William  McLucas,  of  the  Securities  and  Exchange  Commission,  testified  at  the 
June  17  hearing  that  "class  action  counsel  tend  to  operate  in  an  entrepreneurial 
capacity  rather  than  as  a  fiduciary  operating  at  the  direction  of  a  client." 
[McLucas  written  statement,  at  15.] 

•  Mark  Griffin,  of  the  National  Association  of  State  Securities  Administrators, 
testified  at  that  hearing  that  "there  may  be  an  inherent  conflict  in  the  attorney- 
client  relationship  in  class  action  suits  .  .  .  because  of  the  large  amounts  of 
money  involved." 

•  Second,  as  many  studies  (including  O'Brien,  Cooper  Alexander,  and  Dun- 
bar) have  concluded,  the  low  recovery  rates  and  high  rates  of  settlement 
in  these  cases  indicate  that  many  securities  class  action  suits  are  without 
substantial  merit.  No  one  can  argue  that  a  recovery  of  14  percent  demonstrates 
a  victory  by  the  plaintiffs'  lawyers.  If  the  merits  of  a  case  substantially  favored 
the  plaintiffs — as  their  lawyers  have  claimed  at  the  subcommittee's  hearings — 
plaintiffs  should  not  have  to  settle  for  such  a  small  amount  of  the  damages  that 
could  be  claimed  at  trial.  If  the  defendants  offered  no  more,  the  plaintiffs' lawyers 
could  successfully  threaten  to  proceed  to  trial.  Since  plaintiffs'  lawyers  accept  such 
low  settlements  and  are  reluctant  to  try  these  cases,  one  must  conclude  that  many 
of  the  cases  have  virtually  no  merit  and  are  being  settled  for  their  nuisance 
value.7 


"Court  approval  of  these  settlements  does  not  provide  an  effective  safeguard  for  the  interests 
of  plaintiff  class  members  because  no  one  has  an  incentive  to  challenge  the  settlement.  Courts 
want  to  approve  settlements  because  it  reduces  the  significant  strain  on  their  crowded  dockets. 
If  the  suit  is  meritless  and  the  defendant  settles  it  for  the  nuisance  value,  there  is  clearly  no 
incentive  for  anyone  to  challenge  the  settlement:  the  defendant  has  made  a  judgment  that  it 
is  less  expensive  to  settle  than  to  seek  vindication  at  trial,  and  the  plaintiffs  are  getting  an  un- 
expected windfall  (albeit  a  small  one).  If  the  settlement  is  too  low  relative  to  the  actual  damages 
suffered,  the  defendant  and  the  plaintiffs'  lawyers  will  be  satisfied,  while  individual  plaintiffs 
have  too  little  at  stake  for  them  to  spend  the  money  to  challenge  a  settlement  in  person.  At 
the  June  17  hearing,  the  subcommittee  heard  testimony  from  Patricia  Reilly,  a  member  of  the 
plaintiff  class  in  two  securities  class  action  lawsuits.  Ms.  Reilly  challenged  the  settlements  in 
those  cases  at  significant  personal  expense,  but  she  is  the  rare  individual  willing  to  spend  more 
than  she  has  to  gain  in  order  to  stand  up  for  a  matter  of  principle.  In  her  prepared  statement, 
she  stated  that,  in  one  case,  "[o]f  my  $1,751.51  loss,  I  recovered  $250.51";  in  the  other  case,  she 
expected  "to  recover  $.04-$.05  on  the  dollar  of  my  losses."  [Reilly  Statement,  at  2.]  "Because 
I  felt  the  requested  attorneys  fees  were  outrageous,  excessive  and  exorbitant,  at  my  own  ex- 
pense, I  took  time  off  of  work  and  flew  from  San  Diego  to  the  respective  settlement  hearings 
in  Denver  and  Phoenix  to  object  to  the  legal  fees  [requested  in  the  settlements]."  [Reilly  State- 
ment, at  1.]  In  spite  of  Ms.  Reilly's  efforts,  the  courts  nevertheless  approved  the  settlements  in 
both  cases,  reflecting  the  inclination  of  judges  to  approve  settlements  even  in  the  face  of  objec- 
tion from  individual  shareholders. 

'This  conclusion  is  bolstered  by  the  fact  that  19  of  the  20  cases  (95  percent)  settled  for  less 
than  $20  million  (the  highest  settlement — Smith  Corona — was  $24  million);  14  of  the  20  cases 
(70  percent)  settled  for  under  $10  million.  These  settlement  ranges  are  consistent  with  those 
found  by  Dr.  O'Brien  in  his  study  (83  percent  of  settlements  were  under  $10  million;  94  percent 
were  under  $20  million).  As  Dr.  O'Brien  pointed  out  in  his  June  17  testimony  to  the  subcommit- 
tee, corporate  insurance  policies  that  cover  this  type  of  claim  are  typically  between  $10  million 
and  $20  million. 
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I  hope  that  this  information  adequately  explains  the  study  and  its  conclusions. 
Please  include  this  letter  in  the  record  of  the  subcommittee  s  hearing  of  July  ^1, 
1993  If  you  have  any  additional  questions,  please  feel  free  to  contact  me  or  my  part- 
ner, Andrew  Pincus.  We  will  be  glad  to  assist  you  in  any  way  we  can. 
Sincerely, 
Mark  H.  Gitenstein 
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EXHIBIT    B 


PVR 


PRINCETON  VENTURE  RESEARCH.  INC. 


June  15,  1993 


William  S.  Lerach,  Esq. 

Milberg  Weiss  Bershad  Specthhe  &  Lerach 

600  West  Broadway 

1800  One  America  Plaza 

San  Diego,  California  91202-5050 

Dear  Mr.  Lerach: 

You  have  asked  us  to  provide  you  with  an  analysis  of  Damages  suffered  by  class 
members  as  compared  to  their  Total  Market  Losses  in  Federal  class  actions  involving 
violations  of  the  Federal  securities  laws  for  publicly  traded  securities  based  on  those 
litigations  for  which  PVR  has  served  as  damage  experts. 

PVR  obtained  a  representative  sample  of  these  class  action  litigations  as  follows.   First 
we  obtained  a  list  of  securities  law  class  actions  that  have  settled  and  been  reported  in 
Securities  Class  Action  Alert  during  1992  and  1993.   Second,  we  compared  that  list  to 
those  class  actions  where  PVR  were  retained  as  damage  experts.   Third,  we  examined 
our  files  in  Princeton  to  see  for  which  of  those  litigations  damage  analyses  and  backup 
computer  files  were  readily  available.   We  found  twenty  such  litigations. 

For  each  litigation  we  reintroduced  the  files  onto  our  computer  system  and,  using  the 
same  methodology  for  each  litigation,  we  calculated  Total  Market  Losses  for  all  buyers 
and  sellers  of  the  stock  during  the  Class  Period.  These  Market  Losses  were  then 
compared  to  Total  Damages  which  had  been  prepared  earlier  to  be  used  in  testimony  in 
these  litigations. 

Damages  usually  differ  from  losses  in  that  only  that  portion  of  Market  Losses  which  are 
attributable  to  the  alleged  securities  law  violations  are  included  in  Damages.  This  is  why 
a  careful  examination  of  the  allegations  in  any  litigation  in  the  context  of  the  principles 
of  fundamental  security  analysis  is  necessary  in  order  to  determine  Damages.   You 
should  also  note  thai  those  litigations  with  long  Class  Periods  tend  to  have  both  larger 
Damages  and  a  smaller  proportion  of  Damages  to  Total  Market  Losses.  This  is  not 
uncommon  as  allegations  of  violations  of  the  securiu'es  laws  can  be  complex  and  vary 
over  time  for  those  litigations  for  which  there  is  a  long  Class  Period.   Damages  tend  to 
increase  as  a  percent  of  losses  as  one  approaches  the  end  of  a  Class  Period  and 
violations  of  securiu'es  laws  become  cumulative. 
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We  conclude  from  this  analysis  that,  on  average.  Damages  in  Securities  litigation  are 
27.7%  of  Market  Losses. 


I  believe  that  this  analysis  is  based  on  a  reasonable  sample  of  securities  law  class  action 
litigations  and  I  am  quite  confident  that  the  Damage  analyses  upon  which  these 
comparisons  to  Market  Losses  were  based  are  sound  -  as  they  were  prepared  for  expert 
testimony  in  the  actual  litigations. 

If  I  can  provide  any  additional  information,  please  do  not  hesitate  to  contact  me. 

Sincerely, 


John  B.  Torkelsen,  CFA 
President 
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PVR  Analysis 

Securities  Law  Class  Actions 

Damages  as  a  Percent  of  Market  Losses 


Total 

Total 

Damages  as  % 

In  Re: 

Class  Period 

Losses 

Damaqes 

Market  Losses 

Shawmut  National 

12/08/88- 

01/24/91 

$442,407,875 

$34,911,880 

7.9% 

Lomas  Financial 

04/20/87  - 

08/28/89 

$560,315,741 

$70,771,617 

1 2.6% 

Apple  Computer 

11/29/82- 

09/23/83 

$786,986,000  $117,000,000 

14.9% 

Intermec  Corporation 

01/23/90  - 

06/21/90 

$41,749,338 

$12,819,200 

30.7% 

Beverly  Enterprises 

04/10/87- 

01/01/88 

$199,630,879 

$63,447,152 

31.8% 

Meridian  Bancorp 

03/27/90  - 

09/26/90 

$32,135,663 

$12,331,038 

38.4% 

Raychem 

01/27/88  - 

01/12/89 

$273,260,973 

$115,408,280 

.      42.2% 

Fairfield  Communities 

02/24/89  - 

06/20/90 

$17,387,548 

$7,978,163 

45.9% 

Hercules,  Inc. 

03/06/89  - 

1/19/90 

$176,410,188 

$88,840,264 

50.4% 

First  Service  Bank 

12/05/86- 

08/1 2/88 

$30,597,400 

$19,701,100 

64.4% 

Vicorp  Restaurants 

12/14/89- 

10/31/90 

$75,334,968 

$49,898,611 

66.2% 

Medical  Imaging  Centersl  0/25/90  - 

09/27/91 

$45,100,000 

$30,133,961 

66  8% 

Bell  National 

09/30/82  - 

04/25/85 

$44,185,000 

$33,132,000 

75.0% 

OnLine  Software 

08/26/87  - 

06/1 5/88 

$12,375,000 

$9,436,000 

76.3% 

Tonka 

09/07/89  - 

12/07/89 

$44,548,700 

$35,025,883 

78.6% 

AnnTaylor  Corp. 

08/28/91  - 

•  10/21/91 

$29,861,170 

$23,770,613 

79.6% 

Nicolet 

05/15/91  - 

12/19/91 

$7,714,000 

$7,450,000 

96.6% 

ASK  Computer 

02/28/85  - 

■  04/03/85 

$13,672,775 

$13,565,095 

99.2% 

Smith  Corona 

07/28/89  - 

•08/11/89 

$38,426,850 

$38,426,850 

100.0% 

Wolverine  Technolooies  03/12/88  - 

05/5/88 

$14,622,188 

$14,622,188 

100  0% 

Total  Dollar  Losses 

$2,886,722,256 

$798,669,895 

27.7% 
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EXHIBIT  C 

) 

ANALYSIS  OF  HEFFLER  &  CO.  STUDY 

Background  Heffler  &  Co.  is  an  accounting  firm  that  administers 
class  action  settlements.  It  notifies  potential  class  members, 
evaluates  proof  of  claim  forms,  distributes  money  to  approved 
claimants,  and  makes  a  final  accounting  to  the  Court.  Heffler 
supplied  the  subcommittee  with  statistics  for  69  securities  class 
actions.  It  asserted  that  lawyers  get  only  20%  of  the  settlement 
fund  on  average.  That  number  is  artificially  depressed  for  several 
reasons . 

First,  the  chart  includes  the  "Boesky  Disgorgement,"  which  was 
obtained  by  the  SEC,  not  by  private  lawyers.  That  is  why  none 
of  the  funds  went  to  lawyers.  That  very  different  kind  of 
case  obviously  sheds  no  light  on  how  the  private  rights  of 
action  are  working  and  therefore  should  not  have  been  included 
in  the  table. 

Second,  the  Heffler  data  is  skewed  because  it  does  not  treat 
interest  in  a  consistent  manner.  (These  settlement  funds  take 
a  while  to  distribute,  so  interest  accumulates  --  and 
increases  the  total  amount  available  --  while  the  distribution 
process  is  underway.)  Interest  is  included  in  the  "dollar 
distribution  to  claimants"  column,  but  not  in  the  "total 
dollar  value  of  settlement  fund"  column.  That  inconsistent 
approach  obviously  inflates  artificially  the  percentage 
distributed  to  claimants. 

Third,  some  settlements  include  distributions  of  stock,  but 
Heffler  treated  them  inconsistently.  It  included  the  value  of 
the  stock  in  one  case  (where  the  share  price  skyrocketed  after 
the  settlement  and  therefore  inflated  the  payout  to 
claimants) ,  but  did  not  include  the  stock  value  in  the  other 
two  cases.  Also  in  the  one  case  in  which  the  stock  value  was 
included,  Heffler  did  not  include  the  value  of  the  180,000 
shares  distributed  to  lawyers  as  part  of  their  fee.  Because 
these  cases  are  unusual  and  the  treatment  is  not  consistent, 
they  also  should  be  deleted  to  provide  a  more  accurate  picture 
of  the  results  in  the  average  case. 

The  attached  chart  shows  the  effect  of  adjusting  the  data  to 
eliminate  these  factors. 
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AMERICAN  BUSINESS  CONFERENCE 

AMERICAN  ELECTRONICS  ASSOCIATION 

AMERICAN  INSTITUTE  OF  CERTIFIED  PUBLIC  ACCOUNTANTS 

ASSOCIATION  OF  PUBLICLY  TRADED  COMPANffiS 

NATIONAL  VENTURE  CAPITAL  ASSOCIATION 


July  22,  1993 


Honorable  Christopher  J.  Dodd 
United  States  Senate 


Dear  Senator  Dodd: 

On  behalf  of  all  of  the  members  of  each  of  our  organizations,  thank  you  for  hold- 
ing the  recent  hearings  on  Federal  securities  fraud  litigation.  In  your  opening  state- 
ment at  the  June  14  hearing,  you  stated  that  the  subcommittee  had  to  resolve  two 
threshold  questions  with  respect  to  10(bX5)  litigation  before  it  could  begin  to  craft 
particular  reform  measures — first,  whether  the  litigation  system  is  in  fact  broken; 
and  second,  why  the  current  tools  to  weed  out  meritless  litigation  don't  work.  We 
thought  it  might  be  useful  to  summarize  briefly  the  considerable  evidence  relating 
to  these  questions. 

The  witnesses  appearing  before  the  subcommittee  presented  compelling  testimony 
that  the  Federal  securities  fraud  litigation  system  simply  does  not  work  and,  in  fact, 
is  now  thwarting  the  objectives  of  the  securities  laws.  In  addition,  every  aspect  of 
that  testimony  was  supported  by  hard  data  that  stands  uncontradicted.  There  is 
very  substantial  evidence  that  the  system  is  malfunctioning: 

•  rather  than  protecting  investors,  the  litigation  system  provides  recoveries  of  only 
pennies  on  the  dollar  to  those  injured  by  fraud  and  forces  innocent  shareholders 
to  bear  the  costs  of  meritless  lawsuits; 

•  rather  than  punishing  wrongdoers,  the  system  fails  to  distinguish  between  guilty 
defendants  and  innocent  ones; 

•  rather  than  enhancing  the  flow  of  information  to  investors,  the  system  chills  vol- 
untary disclosure; 

•  rather  than  promoting  job  creation  and  corporate  growth,  the  system  imposes  a 
"tax  on  innovation"  that  holds  back  the  high-technology  and  growth  companies 
that  represent  our  Nation's  economic  future. 

Moreover,  the  problem  is  enormous  and  it  is  getting  larger. 

Provisions  in  existing  law  intended  to  prevent  the  filing  and  prosecution  of 
meritless  claims  just  aren't  effective.  Courts  are  reluctant  to  impose  sanctions  under 
Rule  11  and  a  party  that  pursues  Rule  11  sanctions  cannot  be  assured  of  recovering 
its  costs.  Moreover,  the  Supreme  Court's  recent  amendment  of  Rule  11,  scheduled 
to  go  into  effect  on  December  1,  will  weaken  that  provision  considerably.  Rule  9(b) 
has  been  construed  by  most  courts  not  to  require  particularized  pleading  of  allega- 
tions that  a  defendant  acted  with  fraudulent  intent.  This  substantial  loophole  allows 
a  plaintiff  to  proceed  with  a  case  without  alleging  any  facts  demonstrating  that  the 
supposed  misstatement  or  omission  was  a  knowmg  lie  rather  than  the  product  of 
a  change  in  circumstances  or  innocent  mistake.  These  provisions  have  proven  them- 
selves wholly  inadequate  to  deal  with  the  problem  of  meritless  claims  in  this  area 
of  the  law. 

•  The  Testimony  of  Witnesses  and  Other  Data  Demonstrate  That  the  Sys- 
tem Does  Not  Protect  Investors 

The  Federal  securities  laws  in  general  and  the  10(bX5)  action  in  particular  are 
designed  to  protect  investors.  For  that  reason,  as  Maryellen  Andersen  of  the  Con- 
necticut Retirement  and  Trust  Funds  put  it  in  her  testimony,  investors  have  "every 
reason  to  get  the  securities  litigation  system  right,  and  no  reason  to  want  to  skew 
the  system  to  favor  anyone."  The  views  of  investors  about  the  functioning  of  the  liti- 
gation system  should  for  that  reason  be  given  great  weight. 

Three  investor  representatives  who  testified  at  the  hearings  (Patricia  Reilly, 
Ralph  Whitworth,  and  Ms.  Andersen)  all  agreed  that  the  current  litigation  system 
is  not  serving  the  interests  of  investors.  Ms.  Andersen  stated  that  there  is  "reason 
to  believe  the  system  isn't  yet  working  right"  and  concluded  that  "this  issue  [reform 
of  the  litigation  system]  must  be  addressed  to  ensure  that  the  system  protects  us 
as  investors,  employees,  retirees,  and  citizens"  (emphasis  added).  Mr.  Whitworth, 
speaking  for  65,000  investors,  said  that  "our  system  of  private  rights  of  action  for 
securities  fraud  has  evolved  into  a  game  of  'gotcha'  litigation  punctuated  by  wars 
of  legal  attrition." 
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There  is  no  dispute  in  the  hearing  record  on  this  point:  all  of  the  data  submitted 
to  the  subcommittee  confirm  that  the  litigation  system  is  not  compensating  investors 
injured  by  fraud.  Each  study  of  the  100bX5)  litigation  system  put  before  the  sub- 
committee found  that  virtually  all  10(b)(5)  class  actions  are  settled — a  settlement 
rate  far  in  excess  of  that  found  in  any  other  area  of  civil  litigation — and  that  these 
settlements  yield  very  little  compensation  for  investors: 

•  Professor  Alexander's  study  found  an  average  settlement  rate  of  26  cents  on  the 
dollar  (with  another  27  percent  subtracted  from  that  for  attorneys'  fees)  (see  Do 
the  Merits  Matter?  A  Study  of  Settlements  in  Securities  Class  Actions,  43  Stanford 
Law  Review  497  (1991)); 

•  the  National  Economic  Research  Associates  study  showed  that  investors  recover 
only  8  cents  on  the  dollar  (prior  to  an  award  of  attorneys'  fees)  (see  NERA,  Recent 
Trends  in  Securities  Class  Action  Suits  (August  1992)); 

•  Dr.  O'Brien  found  a  rate  of  4  cents  on  the  dollar  (O'Brien  &  Hodges,  A  Study  of 
Class  Action  Securities  Fraud  Cases  (1993)). 

Mr.  Lerach  asserted  that  the  average  settlement  rate  actually  is  60  cents  on  the 
dollar.  He  said  that  the  other  studies  were  faulty  because  they  compared  the  settle- 
ment amount  to  the  plaintiffs  entire  market  loss,  not  to  the  (smaller)  damages  that 
a  plaintiff  could  recover.  But  Mr.  Lerach's  own  cases — characterized  as  a  "representa- 
tive sample"  of  securities  class  actions — contradict  that  assertion.  The  average  gross 
settlement  in  these  cases  was  only  23  percent  of  recoverable  damages;  the  study  es- 
timates that  plaintiffs  actually  received  only  14  cents  on  the  dollar,  with  the  rest 
going  to  attorneys'  fees  and  expenses.  (A  chart  setting  forth  this  analysis  is  attached 
to  this  letter  as  Exhibit  A.)  This  meager  compensation — derived  from  Mr.  Lerach's 
own  "representative  sample"  of  cases — is  plainly  inadequate  for  victims  of  fraud. 

Investors  are  injured  in  another  way  as  well.  As  Ms.  Andersen  stated,  "[w]e  are 
the  ones  who  are  hurt  if  a  system  allows  someone  to  force  us  to  spend  huge  sums 
of  money  in  legal  costs  by  merely  paying  ten  dollars  and  filing  a  meritless  cookie 
cutter  complaint  against  a  company  or  its  accountants  when  that  plaintiff  is  dis- 
appointed m  his  or  her  investment.  .  .  .  If  we  saddle  our  companies  with  big  and 
unproductive  costs  that  other  companies  in  other  countries  do  not  pay,  we  cannot 
be  surprised  if  our  jobs  and  raises  begin  to  disappear  and  our  pensions  come  up 
short  as  the  population  ages." 

At  least  one  explanation  for  the  burden  on  investors  is  the  peculiar  nature  of  the 
lawyer's  role  in  these  cases.  William  McLucas  of  the  SEC  testified  that  "class  action 
counsel  tend  to  operate  in  an  entrepreneurial  capacity  rather  than  as  a  fiduciary  op- 
erating at  the  direction  of  the  client"  and  observed  that  "the  lawyer  functions  per- 
haps more  as  the  principal"  (emphasis  added).  Mark  Griffin,  testifying  on  behalf  of 
the  National  Association  of  State  Securities  Administrators,  stated  that  "there  may 
be  an  inherent  conflict  in  the  attorney-client  relationship  in  class  action  suits  which 
goes  somewhat  unchecked  by  ethical  concerns,  because  of  the  large  amounts  of 
money  involved"  (emphasis  added). 

In  sum,  far  from  compensating  injured  investors,  the  litigation  system  actually 
imposes  an  economic  burden  on  investors,  the  very  group  it  is  supposed  to  serve. 
That  single  fact  establishes  beyond  doubt  that  this  system  is  in  serious  need  of  re- 
pair. 

•  The  Testimony  and  Data  Establish  That  the  System  Does  Not  Single  Out 
Wrongdoers  for  Punishment 

One  of  the  principal  goals  of  our  civil  liability  system  is  to  sort  out  the  innocent 
defendants  from  the  guilty  ones.  By  singling  out  wrongdoers  and  making  them  pay, 
we  deter  future  violations  of  the  law. 

The  10(bX5)  litigation  system  falls  far  short  of  this  goal.  Because,  as  we  have  just 
shown,  the  data  establishes  that  virtually  all  cases  settle,  defendants  typically  pay 
whether  they  are  culpable  or  not.  That  means  the  litigation  system  is  not  identify- 
ing— and  punishing — those  defendants  who  engage  in  fraud.  Cynicism,  not  deter- 
rence, is  produced  when  con  artists  and  innocent  managers  alike  must  pay  millions 
in  settlements.  As  Mr.  Whitworth  of  the  United  Shareholders  Association  stated, 
"[fjor  the  system  to  effectively  deter  fraud,  compensate  victims,  and  penalize  per- 
petrators, the  incentives  must  be  realigned  and  perpetrators  of  fraud  must  face  real 
penalties.  Incentives  to  press  meritorious  cases  to  final  adjudication  must  be  in- 
creased and  incentives  to  file  frivolous  cases  must  be  decreased." 

•  The  Testimony  and  Data  Establish  That  the  System  Deters  Voluntary  Dis- 
closure of  Information 

Everyone  agrees  that  our  capital  markets  operate  most  efficiently — and  most  fair- 
ly— if  investors  have  as  much  information  as  possible  about  the  companies  in  which 
they  invest.  That  is  why  the  SEC  has  sought  to  encourage  companies  to  engage  in 
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voluntary  disclosures  of  information  beyond  the  minimum  required  by  the  Federal 
securities  laws.  But  the  current  securities  litigation  system  has  the  perverse  effect 
of  discouraging  management  from  disclosing  the  very  Kind  of  information  that  is  es- 
sential for  intelligent  investor  decisions. 

In  a  study  of  the  information  disclosure  patterns  of  550  companies,  which  was 
supplied  to  the  subcommittee  during  yesterday's  hearing,  two  University  of  Califor- 
nia, Berkeley,  professors  show  that  corporate  managers  are  extremely  reluctant  to 
volunteer  information.  Fewer  than  50  percent  of  companies  with  earnings  results 
significantly  above  or  below  analysts'  expectations  released  information  voluntarily. 
And  companies  are  significantly  more  reluctant  to  disclose  good  news  than  bad  news 
(good  news,  of  course,  would  correct  market  undervaluation  of  a  company's  securi- 
ties). The  professors  concluded  that  fear  of  litigation  was  the  reason  for  the  low  dis- 
closure rate.  See  Krasznik  &  Lev,  The  Characteristics  and  Consequences  of  Cor- 
porate Discretionary  Disclosures  (May  1993). 

This  study  is  confirmed  by  the  testimony  of  several  high-tech  CEOs: 

•  Richard  Egan,  CEO  of  EMC  Corporation,  explained  that  the  company  now  has  a 
"defensive  posture"  to  its  public  statements  and  is  reluctant  to  publish  forecasts 
because  of  concern  about  litigation. 

•  John  Adler,  CEO  of  Adaptec,  a  Silicon  Valley  high-tech  company,  testified  that 
many  companies  in  Silicon  Valley  have  adopted  a  "no  communications"  policy. 
That  means  they  say  nothing  beyond  what  they  must  disclose  by  law." 

•  Scott  McNealy,  the  CEO  of  Sun  Microsystems,  has  talked  about  his  company's 
policy  of  offering  only  "limited  guidance"  to  Wall  Street  analysts.  Having  decided 
that  the  legal  risks  of  providing  earnings  and  revenue  projections  to  Wall  Street 
analysts  were  too  high,  the  company  no  longer  releases  this  information  and  re- 
fuses to  comment  directly  on  analysts'  projections. 

•  Also,  Jake  Netterville,  chairman  of  the  AICPA  testified  that  the  Institute  had  pro- 
posed new  requirements  for  disclosure  by  management  of  risks  and  uncertainties 
and  auditor  reporting  on  those  disclosures,  but  that  many  commenters  oppose  the 
proposal  on  the  ground  that  it  will  increase  liability  exposure. 

Again,  uncontradicted  evidence  establishes  that  the  litigation  system  is  chilling  the 
very  disclosure  that  it  is  supposed  to  promote.  Not  one  shred  of  contrary  evidence 
was  even  submitted  to  the  subcommittee. 

•  The  Testimony  and  Data  Show  That  the  System  Obstructs  Capital  Forma- 
tion and  Job  Creation,  Especially  With  Respect  to  High-Technology  and 
Growth  Companies 

Federal  regulation  of  our  capital  markets  is  supposed  to  make  it  easier  for  compa- 
nies to  raise  capital,  create  jobs,  and  contribute  to  our  economy.  Today's  litigation 
system  does  just  the  opposite,  burdening  growth  and  innovation  rather  than  promot- 
ing it.  And  this  burden  is  focused  on  high-technology  and  growth  companies,  the 
very  companies  on  which  we  depend  most  for  new  job  creation.  See  NERA  Study 
at  1  ("disproportionately  high"  number  of  settlements  in  suits  against  high-tech- 
nology companies);  O'Brien  &  Hodges  at  1-8. 

The  witnesses  from  high-technology  companies  that  appeared  at  the  June  14  hear- 
ing— who  represented  more  than  150  companies  with  585,000  employees — empha- 
sized this  point. 

•  Ed  McCracken  of  Silicon  Graphics  testified  that  the  current  system  amounts  to 
an  "uncontrolled  tax  on  innovation"  that  is  "impacting  real  creation  of  jobs"; 

•  John  Adler  testified  that  these  lawsuits  are  having  a  "devastating  effect  on  job 
creation  and  innovation  and  competitiveness"; 

•  Richard  Egan  observed  that  "companies  will  not  take  sound  risks  but  will  manage 
their  operations  so  as  to  maintain  steady  performance  and  avoid  stock  fluctuation. 
.  .  .  Management  time  will  be  diverted  to  defend  these  lawsuits  and  U.S.  corpora- 
tions will  remain  at  a  disadvantage  because  you  must  constantly  think  short-term 
in  order  to  deliver  acceptable  financial  results  every  90  days  rather  than  focusing 
on  long-term  development,  a  disadvantage  with  which  most  of  our  foreign  com- 
petitors do  not  have  to  contend." 

And  Mr.  McLucas  of  the  SEC  stated  that  "to  the  extent  that  these  meritless  claims 
are  settled  to  avoid  litigation,  they  impose  a  tax  on  capital  formation." 

Mr.  Lerach  argued  that  there  is  no  adverse  effect  on  economic  growth,  pointing 
to  the  rise  in  the  number  of  IPOs.  But  the  question  is  not  whether  companies  can 
raise  capital;  it  is  whether  the  costs  of  doing  so  are  greater  and  whether  corporate 
resources  that  could  be  used  for  new  jobs  and  product  innovation  are  being  diverted 
to  pay  for  litigation  defense  and  settlements.  The  undisputed  testimony  of  the  high- 
tech  company  witnesses  is  that  economic  growth  and  job  creation  is  being  hampered 
by  these  lawsuits. 
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•  The  Data  Demonstrates  That  the  Problem  is  Large  and  Getting  Larger 

The  record  is  also  clear  that  the  litigation  problem  is  a  very  significant  one.  These 
cases  are  not  simply  business  disputes  between  two  parties;  they  are  some  of  the 
largest  actions  in  the  Federal  judicial  system.  These  class  action  suits  bear  the  same 
relationship  to  ordinary  claims  that  aircraft  carriers  bear  to  rowboats.  In  fact,  the 
data  shows  the  following: 

•  a  conservative  projection  of  the  damages  sought  in  the  268  class  action  suits  that 
were  filed  in  just  one  year  is  $10.7  bulion.  And  those  cases  involve  an  estimated 
734,000  separate  claimants. 

•  The  cases  pending  in  1992  carried  claims  of  over  $25  billion  and  involved  an  esti- 
mated 1.7  million  claimants. 

(Exhibit  B  sets  forth  this  information.)  This  is  a  massive  problem. 

In  addition,  the  problem  is  growing.  The  monetary  value  of  these  suits — after  ad- 
justment for  inflation — has  grown  by  66  percent  over  the  last  fifteen  years.  (This 
figure  was  derived  from  a  comparison  of  average  settlements  in  1974-1975  and 
1989-1990.)  The  impact  of  these  suits  on  the  economy  now  is  therefore  dramatically 
greater  than  ever  before.  The  higher  value  translates  into  higher  defense  costs.  The 
amount  of  money  being  diverted  from  productive  use — and  put  into  a  litigation  sys- 
tem that  simply  does  not  work — cries  out  for  reform. 

These  suits  are  wreaking  more  harm  because  they  increasingly  are  targeted  on 
a  critical  sector  of  our  economy — high-tech  and  growth  companies.  These  companies 
largely  did  not  exist  20  years  ago,  but — as  the  NERA  study  found — they  are  now 
a  disproportionate  focus  of  10(b)(5)  suits.  This  targeting  is  confirmed  by  the  tremen- 
dous interest  in  this  issue  in  the  high-tech  community.  Ed  McCracken  stated  it  was 
the  "number  one"  litigation  problem  faced  by  Silicon  Valley  companies. 

Moreover,  although  the  problems  of  class  action  litigation  have  been  documented 
most  extensively,  the  approximately  4,000  non-class  securities  fraud  actions  now 
pending  in  the  Federal  courts  impose  similar  burdens.  The  true  dimensions  of  the 
problem  are  thus  very  large  indeed.  (Some  have  tried  to  disguise  the  size  of  the 

groblem  by  relying  on  changes  in  the  numbers  of  suits  filed  against  accountants, 
ut  those  numbers  involve  all  claims,  including  those  under  State  law,  not  just 
10(bX5)  claims  and  therefore  shed  no  light  on  the  problem  before  the  subcommittee.) 
Finally,  action  is  needed  because  the  ill  effects  of  this  litigation  range  far  beyond 
the  companies  actually  sued.  As  we  have  discussed,  the  litigation  threat  is  chilling 
disclosure  by  a  wide  range  of  companies,  all  of  whom  are  potential  litigation  targets. 
Reform  is  needed  to  eliminate  the  in  terrorem  effect  of  these  suits  so  that  companies 
will  be  able  to  provide  investors  with  the  information  they  both  need  and  deserve 
on  a  timely  basis. 

For  these  reasons,  it  is  clear  that  the  problem  of  10(bX5)  litigation  is  one  of  very 
broad  dimensions.  But  even  if  that  were  not  true,  legislative  action  would  be  justi- 
fied. As  Ms.  Andersen  of  the  Connecticut  Retirement  and  Trust  Funds  observed, 
"whether  the  number  is  large  or  small,  and  whether  the  problem  is  temporarily 
worse  than  usual  or  not,  the  problem  is  one  to  be  addressed:  it  is  in  our  collective 
interest  to  look  for  ways  to  reduce  or  eliminate  any  frivolous  or  inefficient  efforts 
to  use  our  legal  system  and  our  private  markets  like  a  shareholder  lottery";  we 
should  "look  for  ways  to  reduce  the[]  costs  [of  the  system]  and  ensure  that  every 
dollar  spent  is  spent  as  efficiently  as  possible  and  is  as  likely  as  possible  to  go 
to  innocent  victims,  affected  shareholders,  and  public  administrative  costs,  not  on 
individuals  whose  wealth  depends  on  generating  lawsuits  more-or-less  regardless 
of  merit." 

•  Provisions  in  Existing  Law  are  Not  Adequate  to  Stamp  Out  Meritless  Se- 
curities Claims 

Some  have  argued  that  to  the  extent  meritless  securities  litigation  is  a  problem, 
it  can  be  addressed  by  existing  provisions  of  Federal  law.  The  short  answer  to  that 
contention  is  that  these  tools,  which  have  been  in  existence  during  the  period  in 
which  the  malfunctioning  of  the  litigation  system  has  become  apparent,  have  not 
been  able  to  prevent  the  growth  of  the  meritless  litigation.  If  these  provisions  were 
an  effective  antidote,  the  problem  would  have  been  nipped  in  the  bud.  The  fact  that 
the  problem  has  continued  to  grow  by  itself  establishes  that  additional  measures  are 
required.  A  quick  review  of  the  two  provisions  most  frequently  cited — Rule  11  and 
Rule  9(b)— explains  why  reform  is  desperately  needed. 

Rule  11.  Courts  are  reluctant  to  impose  sanctions  under  Rule  11.  One  of  the  wit- 
nesses at  the  June  14  hearing  provided  a  classic  example  of  this  problem:  even 
though  the  complaint  against  EMC  was,  in  the  court's  words,  "dead  on  arrival," 
Rule  11  sanctions  were  denied.  And  seeking  sanctions  under  Rule  11  is  expensive. 
If  sanctions  are  not  awarded,  the  defendant  has  unnecessarily  increased  the  costs 
that  it  must  bear  in  connection  with  the  meritless  lawsuit.  Even  if  sanctions  are 
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awarded,  moreover,  a  defendant  is  not  entitled  to  recover  the  cost  of  defending  the 
ruling  on  appeal.  Accordingly,  for  a  company  already  laboring  under  the  burden  of 
unjustified  legal  expenses,  proceeding  under  Rule  11  is  nothing  more  than  an  invita- 
tion to  increase  its  costs.  It  is  not  surprising  that  most  companies  simply  choose  to 
cut  their  losses. 

Even  if  the  current  version  of  Rule  11  were  adequate,  which  it  is  not,  the  Su- 
preme Court  has  revised  the  rule  so  as  to  weaken  its  provisions  substantially.  That 
revision  will  take  effect  automatically  on  December  1  unless  both  the  House  and 
Senate  overrule  it.  (No  bill  to  overrule  the  revision  has  been  introduced  in  either 
body.)  Under  the  revised  rule: 

•  injured  parties  will  have  fewer  incentives  to  challenge  actions  of  their  opponents 
because  awards  of  sanctions  would  be  permissive,  not  mandatory, 

•  monetary  penalties  would  likely  be  paid  to  the  court,  not  to  the  injured  party; 

•  the  range  of  awardable  costs  would  be  narrowed;  and 

•  the  rule  would  no  longer  apply  to  the  discovery  process. 

Revised  Rule  11  certainly  will  not  be  able  to  provide  the  protection  needed  in  this 
area. 

Rule  9(b).  Under  Rule  9(b),  fraud  claims  must  be  pleaded  with  particularity.  How- 
ever, there  is  a  substantial  loophole  in  this  requirement  as  it  applies  to  10(bX5) 
claims:  only  two  Federal  courts  of  appeals  require  the  pleading  of  particular  facts 
showing  that  the  defendant  acted  with  fraudulent  intent.  In  other  courts,  a  plaintiff 
may  simply  assert  that  the  defendant  made  a  representation  "with  fraudulent  intent" 
without  setting  forth  any  facts  tending  to  establish  that  intent.  This  substantial  loop- 
hole in  the  pleading  with  particularity  requirement  allows  plaintiffs  to  proceed  with 
a  case  without  alleging  any  facts  showing  that  the  misstatement  or  omission  was 
a  knowing  lie,  as  opposed  to  an  inability  or  entirely  innocent  failure  to  predict  the 
future.  That  provision  obviously  leaves  a  considerable  gap  in  a  defendant's  ability 
to  cut  off  a  meritless  claim. 

Reform  is  needed  to  bring  this  litigation  system  back  into  balance  by  giving  courts 
the  tools  they  need  to  weed  out  meritless  claims  and  giving  the  parties — both  plain- 
tiffs and  defendants — incentives  to  focus  on  the  merits. 


After  reviewing  the  hearing  record,  we  believe  that  the  hearing  record  amply  sup- 
ports the  case  for  reform.  We  would  very  much  like  to  work  with  you  and  your  staffs 
in  crafting  remedies  that  will  protect  investors  while  deterring  the  filing  of  meritless 
cases.  Again,  thank  you  for  taking  the  initiative  regarding  this  important  issue. 

Sincerely, 

Barry  Rogstad 

American  Business  Conference 1 

John  Mancini 

American  Electronics  Association  2 

Jake  Netterville 

American  Institute  of  Certified  Public  Accountants  3 

Brian  T.  Borders  I 

Association  of  Publicly  Traded  Companies  * 

Mark  Heesen 

National  Venture  Capital  Association5 


1The  American  Business  Conference  is  made  up  of  100  chief  executive  officers  of  high-growth 
companies  with  revenues  over  $25  million  and  serves  as  the  voice  of  the  midsize,  high-growth 
job  creating  sector  of  the  economy. 

aThe  AEA  represents  some  3,000  companies  in  44  States  that  span  the  breadth  of  the  elec- 
tronics industry,  from  silicon  to  software,  to  all  levels  of  computers  and  communication  net- 
works, and  systems  integration. 

3The  AICPA  is  the  national  professional  institute  of  over  310,000  CPAs  in  public  practice,  in- 
dustry, government,  and  academia. 

4  APTC  has  an  active  membership  of  over  500  corporations  representing  a  broad  cross  section 
of  publicly  traded  companies,  especially  those  traded  on  the  Nasdaq  National  Market. 

"The  NVCA  is  made  up  of  over  200  professional  venture  capital  organizations.  NVCA's  affili- 
ate, the  American  Entrepreneurs  for  Economic  Growth,  represents  6,600  CEOb  who  run  emerg- 
ing growth  companies  that  employ  over  760,000  people. 
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EXHIBIT    B 


1221 


268  cases  filed 
$10.7  billion  total  damages  claimed 
Average  2,742  claimants  per  case- 
Total  claimants:  734,856 


642  cases  pending 

$25.7  billion  total  damages  claimed' 

Average  2,742  claimants  per  case" 

Total  claimants:    1,760,364 

*  Based  on  Torkelson  study 

**  Based  on  O'Brien  and  Hodges  study. 


727 

MASQAT 

August  19, 1993 

Honorable  Christopher  J.  Dodd,  Chairman,  Securities  Subcommittee 
Senate  Committee  on  Banking,  Housing,  and  Urban  Affairs 

Re:  Subcommittee  Hearing  Record  on  Private  Litigation  Under  the  Federal  Securi- 
ties Laws 

Dear  Mr.  Chairman: 

At  the  hearing  of  the  Subcommittee  on  Securities  of  the  Committee  on  Banking, 
Housing,  and  Urban  Affairs  on  July  21,  1993,  Mark  Gitenstein  of  the  law  firm  of 
Mayer,  Brown  and  Piatt,  which  represents  interests  seeking  to  limit  private  rem- 
edies under  the  Federal  securities  laws,  distributed  a  table  purporting  to  provide 
further  information  about  13  of  the  20  cases  that  comprised  Exhibit  1  to  the  June 
17,  1993  prepared  testimony  of  William  S.  Lerach.  On  August  6,  1993,  Mr. 
Gitenstein  provided  an  explanation  of  that  table  to  the  subcommittee.  Mr. 
Gitenstein's  factual  conclusions  are  based  on  a  sample  of  only  13  cases.  The  pro- 
bative value  of  the  factual  conclusions  is,  therefore,  practically  nil — particularly  in 
comparison  to  the  detailed  studies  of  hundreds  of  cases  that  have  been  submitted 
to  the  subcommittee  by  Heffler  &  Company,  Gilardi  &  Company  and  Class  Action 
Reports. 

Some  of  Mr.  Gitenstein's  arguments  are,  however,  worth  comment: 

l.The  concern  expressed  by  Mr.  Gitenstein  and  his  clients  about  the  amount  of 
recoveries  by  victims  of  fraud  in  securities  class  actions  is  completely  disingen- 
uous. Should  the  proposals  they  are  advocating  become  law — particularly  the 
abrogation  of  joint  and  several  liability — victims  will  recover  far  less  than  they 
do  now.  In  reality,  Mr.  Gitenstein's  arguments  support  a  Congressional  effort 
to  strengthen  the  private  remedies  under  the  securities  laws.  The  primary  point 
of  both  the  July  21  analysis  and  the  August  6  letter  is  that  shareholders  do  not 
receive  adequate  monetary  benefit  from  plaintiffs'  class  actions.  If  this  is  the 
case,  then  Congress  should  strengthen  the  system  of  remedies  that  currently  ex- 
ists. 

Although  we  disagree  fundamentally  with  Mr.  Gitenstein's  assertion  that 
shareholders  only  receive  14  percent  of  their  legally  recoverable  damages,  it  is 
true  that  few  investors  ever  receive  complete  compensation  for  their  monetary 
damages  even  in  cases  involving  the  most  blatant  and  illegal  frauds. 

In  general,  securities  class  actions  are  vigorously  defended  by  able  counsel 
who  marshal  every  available  resource  to  protect  their  clients  ana  exhaust  their 
opponents.  Even  in  the  Lincoln  Savings  and  Loan  case — a  case  in  which  numer- 
ous firms  of  professionals  who  had  assisted  in  the  fraud  made  substantial  set- 
tlements and  there  was  a  huge  jury  verdict  against  the  remaining  defendants — 
the  investors  will  not  quite  be  made  whole  after  three  years  of  litigation. 

In  particular,  weakening  joint  and  several  liability  would  substantially  lessen 
the  amounts  that  investors  could  recover  in  some  cases.  In  multi-defendant 
cases  in  which  the  principal  perpetrator  is  unable  to  satisfy  any  judgment,  joint 
and  several  liability  is  particularly  important. 

We  would  strongly  urge  the  committee  to  consider  legislative  measures  to 
strengthen  the  private  remedy  system,  such  as  providing  an  automatic  treble 
damage  remedy  in  appropriate  cases,  as  exists  under  the  Federal  antitrust 
laws.  In  this  regard,  I  nave  enclosed  a  copy  of  a  recent  article  entitled  "Are  Tre- 
ble' Damages  Really  Single  Damages?"  by  Professor  Robert  Lande.  In  this  arti- 
cle, Professor  Lande  concludes  that,  due  to  the  uncertainties  of  litigation,  the 
delays  between  underlying  conduct  and  ultimate  judgment  in  court,  and  the  ef- 
fect of  the  statute  of  limitations,  among  other  things,  "awarded  damages  are 
much  more  likely  to  be  the  equivalent  of  actual  damages  than  treble  damages." 
If  Mr.  Gitenstein  and  his  clients  are  so  concerned  about  shareholder  victims, 
treble  damages  would  seem  to  be  a  tailor-made  solution. 
2.  Mr.  Gitenstein's  letter  adopts  a  methodology  for  determining  the  amount  that 
victims  of  fraud  recover  that  includes  an  analysis  based  upon  legally  recoverable 
damages,  not  market  or  trading  losses.  In  this  way,  Mr.  Gitenstein's  methodol- 
ogy impliedly,  but  powerfully,  concedes  that  the  methodology  employed  by  Vin- 
cent OTJrien,  Janet  Cooper  Alexander  and  Frederick  Dunbar,  (based  on  a  com- 
parison of  trading  losses  to  settlement  amounts)  is  completely  incorrect.  Mr. 
Gitenstein  is  admitting  that  to  the  extent  that  the  studies  by  O'Brien,  Cooper 
Alexander  and  Dunbar  attempt  to  measure  the  amount  of  benefit  to  sharehold- 
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era  from  securities  class  action  litigation,  those  studies  should  now  be  wholly 
disregarded. 

3.  Mr.  Gitenstein's  letter  admits  that  the  PVR  figure  of  27.7  percent  as  a  ratio  of 
legally  recoverable  damages  to  trading  losses  is  "an  appropriate  benchmark" 
(Letter  of  August  6,  1993,  page  3,  note  2).  If  anything,  the  PVR  figure  over- 
states the  correct  ratio  between  legally  recoverable  damages  and  market  losses 
because  they  are  based  on  damage  analyses  prepared  by  plaintiffs'  counsel  in 
litigation.  Given  that  Mr.  Gitenstein  concedes  that  the  27.7  percent  is  an  "ap- 
propriate benchmark"  and  that  his  letter  cites  no  similar  studies  from  defend- 
ants, Mr.  Lerach's  application  of  that  "appropriate  benchmark"  to  the  combined 
allowed  trading  loss  figures  of  Gilardi  &  Company  and  Heffler  &  Company  was 
entirely  appropriate. 

4.  Mr.  Gitenstein  wishes  to  make  broad  conclusions  about  the  size  of  attorneys' 
fees  in  plaintiffs'  class  actions  from  13  cases.  We  would  respectfully  refer  the 
committee  to  the  detailed  study  on  fees  that  Class  Action  Reports  conducted, 
which  includes  a  sample  of  334  cases  over  a  ten  year  period.  Given  that  the 
Class  Action  Reports  sample  is  25  times  as  large  as  Mr.  Gitenstein's,  its  conclu- 
sion that  all  costs  and  fees  comprise  a  total  of  15.2  percent  of  recoveries  is  clear- 
ly more  credible  than  Mr.  Gitenstein's  conclusion. 

5.  Finally,  Mr.  Gitenstein's  major  conclusion — that  "court  approval  for  these  settle- 
ments does  not  provide  an  effective  safeguard  for  the  interests  of  plaintiff  class 
members,  because  no  one  has  an  incentive  to  challenge  a  settlement"  (page  5, 
note  6)— is  really  an  attack  on  all  class  actions  under  Rule  23  of  the  Federal 
Rules  of  Civil  Procedure.  Through  a  study  of  13  cases,  Mr.  Gitenstein  has 
reached  the  astounding  conclusion  that  the  entire  system  of  class  actions  does 
not  work.  Mr.  Gitenstein's  broad  conclusion  is  simply  absurd  as  a  policy  matter. 
In  any  event,  in  securities  class  actions,  class  members  invariably  include  so- 
phisticated, large  institutional  investors  who  are  "repeat  players"  with  large 
stakes  and  access  to  legal  counsel  who  have  every  incentive  ana  ability  to  object 
if  they  feel  the  system  is  not  representing  them  adequately  or  treating  them 
fairly.  Their  failure  to  object  is  in  fact  a  strong  endorsement  of  the  current  sys- 
tem. 

I  respectfully  request  that,  should  you  include  the  July  21,  1993  table  or  the  Mr. 
Gitenstein's  letter  of  August  6,  1993,  in  the  record  of  the  subcommittee  hearings, 
this  letter  appear  as  in  the  record  immediately  following. 
Sincerely, 

Jonathan  W.  Cuneo 
General  Counsel 
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MAYER.  BROWN"  &  PLATT 


CHICAGO  ,  2000  PENNSYLVANIA  AVENUE.  NW  TELExVgleoa 

LONDON  FACSIMILE 

NEW  YORK  WASHINGTON   DC    20006-1885  202  8610473 

HOUSTON 
LOS  ANGELES 

TOKYO  

BRUSSELS 

WRITER  S  DIRECT  DIAL  NUMBER 

(202)  778-0623 
October  18,  1993 


Mr.  George  Kramer 

Securities  Subcommittee  of  the 

Senate  Banking  Committee 
534  Dirksen  Senate  Office  Building 
Washington,  D.C.   20510-6075 

Dear  George: 

Enclosed  is  a  copy  of  a  letter  to  Mr.  Walter  Schuetze  from 
Mark  Gitenstein  and  Andy  Pincus  containing  information  about  the 
litigation  experience  of  the  six  largest  accounting  firms. 
Please  include  this  document  in  the  record  for  the  Subcommittee's 
hearings  on  securities  litigation  reform  held  on  June  17  and  July 
21,  1993. 


Thank  you. 


Sincerely, 


Enclosure 
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CHICAGO 
BRUSSELS 

HOUS'ON 

LONDON 

LOS  ANGELXS 

NEW    VO*»K 
TOKYO 

MEXICO  CtTV  COPBESPONDENT 
jAUOECUl     SAVASPCTE V    NADER 


MAYER.  BROWN"  &  PL  ATT 

20OO  PENNSYLVANIA  AVENUE,   N  W 
WASHINGTON,  D  C     20006-1882 


2C2  463  2000 

'E-EX     9S26G3 
t<CS""i.£ 
2C2  8610473 


WRITEC'S  Oi«ECT  E'AL  NUMBER 


September  24,  1993 


Mr.  Walter  Schuetze 

Chief  Accountant 

Securities  and  Exchange  Commission 

450  Fifth  Street,  N.W. 

Washington,  D.C.   20549 

Dear  Mr.  Schuetze: 


This  letter  responds  to  the  additional  questions  set  forth  in 
the  attachment  to  your  letter  of  July  19,  1993,  concerning  the 
information  previously  provided  to  you  in  a  white  paper  entitled  "A 
Disproportionate  Burden  of  Liability."  As  we  discussed  in  our  July 
meeting,  much  of  the  detailed  data  requested  in  the  additional 
questions  is  not  currently  available  because  it  cannot  be  developed 
from  the  information  collected  from  the  six  accounting  firms  in 
response  to  your  original  request. 

During  our  meeting  you  stated  that  the  firms  should  not  incur 
significant  additional  costs  to  collect  new  data  and  should  feel 
free  to  provide  the  best  information  available  that  deals  generally 
with  the  issues  raised  in  the  additional  questions.  We  believe  the 
responses  provided  below  meet  this  objective  and,  hopefully,  will 
enable  the  Commission's  staff  to  better  understand  and  more  fully 
evaluate  the  scope  and  magnitude  of  the  litigation  crisis  facing 
the  accounting  profession. 

Question  A  seeks  information  on  significant  settlements  and 
court  decisions  subsequent  to  the  end  of  fiscal  1992.  Information 
for  fiscal  1993  will  not  be  compiled  until  the  end  of  this  year 
(fiscal  1993  runs  to  September  30  for  two  firms).  To  prepare  an 
interim  report  would  be  very  costly  and  difficult.  Most  important- 
ly, it  would  be  inappropriate  to  provide  updated  information  that 
merely  deletes  significant  settlements  and  court  decisions  without 
taking  into  account  the  effect  of  new  cases  filed  in  the  current 
fiscal  year. 

With  respect  to  Question  3.  it  is  true  that  many  suits  are 
resolved  for  a  small  percentage  of  the  claim.  In  fact,  we  have 
emphasized  this  fact  to  demonstrate  the  extent  to  which  the  firms 
face  meritless  litigation.  What  is  important,  however,  is  that  the 
actual  direct  costs  of  litigation  (despite  the  claims  that  are 
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closed  at  minimal  cost)  are  extrenely  high  in  relation  to  the 
firms'  combined  accounting  and  audit  revenues  and  partners' 
capital.  As  indicated  in  Table  I  of  the  June  white  paper,  the 
actual  costs  of  judgments,  settlements  and  legal  defense  for  cases 
closed  in  fiscal  1992  were  close  to  15%  of  gross  accounting  and 
audit  revenues  that  year  and  over  50%  of  the  combined  partners' 
capital  at  year-end  —  far  out  of  proportion  to  the  litigation 
costs  of  other  sectors  of  the  economy. 

With  respect  to  the  combined  partners'  capital  disclosed  in 
Table  VI  (Question  C) ,  these  amounts  were  measured  on  an  accrual 
basis.  This  was  previously  noted  in  a  July  21,  1993,  letter  to  The 
Honorable  Christopher  J.  Dodd  that  responded  to  an  informal 
Supplemental  Information  Request  made  by  his  staff  with  respect  to 
the  impact  of  private  litigation  on  the  six  largest  accounting 
firms.   A  copy  of  that  letter  is  attached  as  Exhibit  A. 

Furthermore,  the  costs  of  judgments,  settlements  and  legal 
defense  disclosed  in  Table  I,  which  do  not  include  any  "contingent 
liabilities  related  to  pending  cases,"  were  charged  against  the 
firms'  earnings  and,  therefore,  have  effectively  been  subtracted 
from  the  partners'  capital  disclosed  in  Table  VI. 

The  data  collected  on  the  six  firms'  litigation  experience  in 
response  to  your  original  request  does  not  include  detailed 
information  on  the  nature  of  the  plaintiffs  or  industry  classifica- 
tion of  the  clients  involved  (Question  D) ,  except  to  the  extent  of 
the  information  on  closed  cases  brought  by  the  federal  or  state 
governments  recently  provided  to  Senator  Dodd.  There  are,  however, 
studies  that  should  be  useful  to  you  in  providing  evidence  of 
trends  in  securities  litigation. 

Copies  of  two  such  studies  --  one  by  Dr.  Vincent  O'Brien  and 
one  by  National  Economic  Research  Associates,  Inc.  ("NERA")  --  are 
attached  as  Exhibits  B  and  C,  respectively.  Page  1-8  of  the 
O'Brien  study  and  pages  5-6  of  the  NERA  study  discuss  the  indus- 
tries most  affected  by  10b-5  securities  actions.  Since  these 
studies  cover  all  10b-5  securities  litigation,  and  not  just  claims 
against  accounting  firms,  they  should  actually  be  more  helpful  to 
the  staff  than  simply  the  profession's  experience  in  assessing  the 
need  for  legislative  action  to  eliminate  unwarranted  suits. 

While  the  information  is  not  readily  available  in  the  data 
previously  collected,  we  have  asked  the  six  firms  to  determine  how 
many  of  the  "suits  filed"  noted  in  Table  VIII  were  reported  as 
alleged  audit  failures  to  the  AICPA's  Quality  Control  Inquiry 
Committee  (Question  E) .  As  soon  as  this  information  is  available, 
we  will  provide  it  to  you.  (Of  course,  the  number  of  alleged  audit 
failures  reported  to  the  QCIC  will  be  lower  than  the  number  of 
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"suits  filed,"  because  not  all  of  the  suits  reported  in  the  June 
white  paper,  including  some  with  claims  under  the  federal  securi- 
ties laws,  involved  SEC  registrants.) 

With  respect  to  Question  F.  obviously  the  total  inventory  of 
pending  lawsuits  includes  both  large  and  small  claims.  As  pointed 
out  in  the  letter  to  Senator  Dodd,  however,  we  do  not  have  any 
case-specific  information,  such  as  the  name  of  the  case,  parties 
named,  etc.  Most  importantly,  whether  the  10  largest  claims  or 
settlements  account  for  10%,  25%,  50%  or  75%  of  total  claims  or 
settlements  is  not  the  point.  The  point  is  that  these  cases  can, 
in  and  of  themselves,  threaten  the  survival  of  the  attest  function 
as  we  know  it  today.  Whether  that  threat  exists  because  of  a 
handful  of  extremely  large  claims,  the  exorbitant  cost  of  having  to 
defend  a  larger  number  of  unwarranted  suits,  or  both,  the  fact 
remains  that  the  total  practice  protection  costs  of  the  six  firms 
are  at  least  four  times  larger  than  similar  costs  in  other 
professions  and  businesses  —  with  no  evidence  that  the  profes- 
sion's performance  is  substandard  in  comparison  to  other  economic 
sectors. 

As  requested  in  Question  G.  Tables  IX  and  X  of  the  June  white 
paper  have  been  reworked  into  a  more  understandable  form.  The 
revised  tables  are  attached  as  an  Appendix  to  this  letter. ±/ 
Among  other  things,  the  new  tables  confirm  that  10b-5  suits  are  the 
source  of  the  lion's  share  of  the  firms'  liability  under  the 
federal  securities  laws:  Table  C  shows  that  only  a  minuscule 
number  of  cases  are  brought  solely  under  other  provisions  of  the 
federal  securities  statutes.  Actions  under  10b-5  also  represent 
fully  50%  of  the  firms'  settlement  payments  over  the  period, 
further  demonstrating  that  10b-5  claims  account  for  a  very 
significant  proportion  of  the  firms'  total  liability  exposure.  In 
addition,  many  more  state  claims  went  to  trial  than  did  10b-5 
actions,  still  another  indication  of  the  extraordinary  pressure  on 
defendants  to  settle  10b-5  actions. 

Finally,  with  respect  to  Question  H.  we  simply  cannot  provide 
the  requested  information  in  any  meaningful  way.  The  principal 
reason  is  that  few  cases  actually  result  in  damage  awards. 


*/  In  order  to  organize  the  data  in  the  form  requested,  we  had  to 
request  clarifying  information  from  some  of  the  firms.  This 
contributed  to  the  delay  in  responding  to  your  additional  ques- 
tions. Please  note  that  in  restructuring  the  tables  we  discovered 
a  typographical  error  in  Table  X  of  the  June  white  paper.  The 
$7.1  M  reported  for  the  "total  amount  of  awards  and  settlements 
paid"  and  "the  total  amount  of  settlements"  paid  in  1991  should  be 
$71.2  M. 
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Furthermore,  we  are  not  privy  to  the  settlement  amounts  paid  by 
other  defendants  in  the  majority  of  securities  and  other  litigation 
which  have  been  settled  by  the  six  firms.  Attorneys  for  the 
plaintiffs  would  seem  to  be  in  a  much  better  position  to  answer 
this  question. 

It  is  important  to  note,  however,  that  it  is  not  the  "applica- 
tion" of  joint  and  several  liability  that  is  creating  a  problem  for 
the  accounting  profession,  but  the  in  terrorem  effect  of  the 
potential  for  such  liability.  It  gives  plaintiffs'  lawyers  an 
incentive  to  pursue  third  parties,  such  as  accountants,  even  when 
they  are  not  at  fault  for  most,  or  any,  of  the  losses,  because  the 
threat  of  potential  joint  and  several  liability  coerces  settlements 
from  these  defendants.  Attached  as  Exhibit  D  is  a  copy  of  a  letter 
we  sent  to  Mr.  James  Doty  in  November  of  1991,  explaining  the 
effects  of  joint  and  several  liability  on  the  10b-5  litigation 
system  in  greater  detail. 

We  do  hope  that  this  information  is  helpful  to  the  staff  in 
better  understanding  the  scope  and  magnitude  of  the  litigation 
crisis  facing  the  profession  and  that  it  further  demonstrates  the 
need  for  legislation  to  weed  out  meritless  litigation  and  permit 
the  securities  laws  to  fully  meet  their  original  objectives.  We 
have  also  attached,  as  Exhibit  E,  a  copy  of  a  July  22,  1993,  letter 
from  the  American  Institute  of  CPAs  and  four  other  business 
associations  to  Senator  Dodd  summarizing  the  very  substantial 
evidence,  presented  at  two  recent  hearings  before  his  subcommittee, 
that  the  securities  litigation  system  is  not  functioning  properly. 


Sincerely, 


'/ 


Enclosures 
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Response  to  Question  G: 


(A)  AUDIT-RELATED  CASES  CONTAINING  ANY  FEDERAL  SECURITIES  LAW 
CLAIMS,  INCLUDING  RULE  10B-5  CLAIMS  1/ 


1990 

1991 

1992 

Total  Amount  of  Awards 
and  Settlements  Paid 

S58.5M 

$87. 5M 

$373. 9M 

Amount  of  Awards  and 
Settlements  per  Audit 
Partner 

$12,968 

.  $20,686 

$92,298 

Number  of  Cases  Settled 

12 

27 

37 

Amount  of  Settlements 

$36. 5M 

$79. 5M 

$373. 9M 

Number  of  Cases 
Dismissed 

7 

11 

25 

Number  of  Cases  Tried 

1 

4 

0 

Number  of  Verdicts  for 
Defendants 

0 

3 

0 

Number  of  Verdicts  for 
Plaintiffs 

1 

1 

0 

Total  Amount  of  Awards 
to  Plaintiffs 

1 -■  -■■ *—*••  *    1  ■   ■  1-    ■ — 

$22M 

$8M 

$0 

1/   Includes  all  cases  containing  any  federal  securities  law 
claim,  even  if  other  federal  or  state  claims  were  also  alleged  in 

the  complaint. 
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'  (B)  AUDIT-RELATED  CASES  WHERE  RULE  10b-5  CLAIMS  ARE  THE  ONLY 
FEDERAL  SECURITIES  LAW  CLAIMS  2/ 


1990 

1991 

1992 

Total  Amount  of  Awards 
and  Settlements  Paid 

$19. 3M 

$15. 0M 

$234. 3M 

Amount  of  Awards  and 
Settlements  per  Audit 
Partner 

$4,278 

$3,546 

$57,838 

Number  of  Cases  Settled 

5 

15 

19 

Amount  of  Settlements 

$19. 3M 

$7.0M 

$234.3 

Number  of  Cases 
Dismissed 

5 

7 

14 

Number  of  Cases  Tried 

0 

2 

0 

Number  of  Verdicts  for 
Defendants 

0 

1 

° 

Number  of  Verdicts  for 
Plaintiffs 

0 

1 

° 

Total  Amount  of  Awards 
to  Plaintiffs 

$0 

$8M 

» 

2J  Includes  all  cases  containing  Rule  10b-5  claims,  even  if  other 
non-securities  federal  or  state  claims  were  also  alleged  in  the 
complaint. 
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i  (C)  AUDIT-RELATED  CASES  WHERE  OTHER  FEDERAL  SECURITIES  LAW 
CLAIMS  ARE  MADE,  BUT  NO  RULE  10b-5  CLAIM  IS  MADE  3_/ 


1990 

1991 

1992 

Total  Amount  of  Awards 
and  Settlements  Paid 

$0 

$2.2M 

S0.1M 

Amount  of  Awards  and 
Settlements  per  Audit 
Partner 

--- 

$520 

$25 

Number  of  Cases  Settled 

0 

3 

2 

Amount  of  Settlements 

0 

S2.2M 

$0.1M 

Number  of  Cases 
Dismissed 

0 

0 

2 

Number  of  Cases  Tried 

0 

0 

0 

Number  of  Verdicts  for 
Defendants 

0 

0 

0 

Number  of  Verdicts  for 
Plaintiffs 

0 

0 

0 

Total  Amount  of  Awards 
to  Plaintiffs 

SO 

$0 

$0 

3/  Includes  all  cases  containing  any  federal  securities  law  claim 
other  than  a  Rule  10b-5  clais,  even  if  other  non-securities  federal 
or  state  claims  were  also  alleged  in  the  complaint. 


737 


(D)  AUDIT-RELATED  CASES  CONTAINING  BOTH  FEDERAL  SECURITIES  LAW 
CLAIMS  AND  STATE  LAW  CLAIMS  4/ 


1990 

1991 

1992 

Total  Amount  of  Awards 
and  Settlements  Paid 

$58. 5M 

$87. 2M 

$370. 9M 

Amount  of  Awards  and 
Settlements  per  Audit 
Partner 

$12,968 

$20,615 

$91,558 

Number  of  Cases  Settled 

11 

26 

36 

Amount  of  Settlements 

$36.  5M 

$79. 2M 

$370. 9M 

Number  of  Cases 
Dismissed 

5 

12 

26 

Number  of  Cases  Tried 

1 

4 

0 

Number  of  Verdicts  for 
Defendants 

0 

3 

0 

Number  of  Verdicts  for 
Plaintiffs 

1 

1 

0 

Total  Amount  of  Awards 
to  Plaintiffs 

$22M 

$8M 

$0 

4y  Includes  all  cases  containing  both  a  claim  under  the  federal 
securities  laws  and  an  audit-related  claim  under  state  law,  even  if 
other  federal  cr  state  claims  were  also  alleged  in  the  complaint. 
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(E)  AUDIT-RELATED  CASES  CONTAINING  ONLY  STATE  LAW  CLAIMS,  WITH 
NO  CLAIMS  UNDER  THE  FEDERAL  SECURITIES  LAWS  5/ 


1990 

1991 

1992 

1  Total  Amount  of  Awards 
and  Settlements  Paid 

$31. 1M 

$72. 8M 

$378. 5M 

Amount  of  Awards  and 
Settlements  per  Audit 
Partner 

$6,894 

$17,210 

$93,434 

Number  of  Cases  Settled 

39 

40 

78 

Amount  of  Settlements 

$17. 9M 

$67. 1M 

$374. 4M 

Number  of  Cases 
Dismissed 

16 

18 

54 

Number  of  Cases  Tried 

8 

3 

15 

Number  of  Verdicts  for 
Defendants 

3 

0 

12 

Number  of  Verdicts  for 
Plaintiffs 

5 

3 

3 

Total  Amount  of  Awards 
to  Plaintiffs 

$13. 2M 

$5.7M 

$4.1M 

5/   Includes  all  cases  containing  no  federal  securities  law  claim, 
even  if  other  federal  claims  were  also  alleged  in  the  complaint. 
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We  have  updated  and  expanded  our  earlier  study  on  recent  settlement  trends  in 
securities  class  actions. 
We  found  that: 

•  average  settlements  and  attorney  fees  from  July  1992  through  June  1993  were 
down  from  the  previous  twelve  months.  The  average  settlement  from  July  1992 
through  June  1993  was  $7.36  million  and  average  attorney  fees  were  $2.12  mil- 
lion. During  the  previous  year,  the  figures  were  $10.33  million  and  $2.85  million, 
respectively. 

•  over  the  past  two  years,  the  ratio  of  settlement  value  to  investor  losses  averaged 
7  percent. 

•  a  disproportionately  large  number  of  securities  class  action  settlements  continue 
to  be  suits  filed  against  high-technology  firms. 

•  cases  with  higher  investor  losses  and  higher  plaintiffs'  damage  estimates  have 
higher  settlements.  However,  settlements  do  not  increase  proportionately  with  ei- 
ther investor  losses  or  plaintiffs'  damage  estimates.  As  an  example,  consider  two 
cases  that  are  similar  except  that  one  has  twice  the  investor  loss  of  the  other  (e.g., 
$200  million  versus  $100  million).  Our  analysis  shows  that  the  expected  settle- 
ment in  the  former  case  is  roughly  50  percent  higher  than  in  the  latter:  about 
$7.5  million  versus  $5  million.  The  diminishing  marginal  effect  of  investor  losses 
on  settlements  is  consistent  with  the  idea  that  settlement  values  are  constrained 
by  a  firm's  assets  and  insurance  coverage,  which  are  of  course  limited. 

•  inclusion  of  law  firms,  accounting  firms  or  underwriters  as  co-defendants  adds 
over  50  percent  to  the  expected  settlement  value  of  a  shareholder  class  action. 
This  finding  is  again  consistent  with  the  notion  that  available  assets,  including 
insurance,  are  a  major  factor  in  explaining  settlements. 

•  two  factors  that,  at  least  in  theory,  are  indicative  of  the  merits  of  the  case  do  not 
have  a  statistically  significant  effect  on  settlement  size.  These  insignificant  factors 
are: 

(1)  The  presence  or  absence  of  a  security  offering  during  the  class  period.  An  of- 
fering creates  the  potential  of  Section  11  liability,  which  carries  an  easier  bur- 
den of  proof  for  plaintiffs  than  more  common  Rule  10(bX5)  actions.  Therefore, 
an  offering  should  help  plaintiffs  obtain  higher  settlement  values.  However,  we 
did  not  find  this  to  be  true. 

(2)  A  governmental  agency  investigation,  either  ongoing  or  with  an  adverse  out- 
come. An  investigation  by  the  Department  of  Justice,  for  example,  could  in- 
crease the  jury  appeal  of  plaintiffs'  claims  and  thus  force  higher  settlement  val- 
ues. We  did  not  find  such  an  effect  on  settlement  values. 

•  bank  cases  over  the  past  two  years  settled  for  less,  on  average,  than  cases  against 
firms  in  other  industries.  This  result  accords  with  the  commonly  held  view  that 
most  loan  loss  reserve  cases  are  based  on  a  weak  theory  of  liability— one  that 
would  have  bank  officers  be  liable  for  soft  forecasts.  However,  these  bank  cases 
were  brought  in  circuits  where  settlement  values  are  generally  lower  than  aver- 
age. When  we  consider  this  factor,  the  lower  average  settlement  value  in  bank 
cases  is  no  longer  statistically  significant. 

•  presence  or  absence  of  law  firms,  accounting  firms  or  underwriters  as  co-defend- 
ants and  size  of  either  investor  loss  or  plaintiffs'  damage  estimate  together  ex- 
plain a  substantial  amount  of  the  variation  in  class  action  settlement  values.  The 
as-yet  unexplained  variation  may  be  due  to  factors — possibly  merit-related — not 
easily  measured. 

I.  Background  and  Purpose 

Last  year,  NERA  conducted  a  descriptive  analysis  of  recent  trends  in  securities 
class  action  settlements.  We  publicized  this  research  largely  to  inform  risk  man- 
agers, academics  and  other  interested  parties  who  are  embroiled  in  the  debate  over 
litigation  reform.  The  main  issue  in  the  current  debate  is  whether  there  are  a  sig- 
nificant number  of  meritless  shareholder  class  actions.  Those  seeking  reform  argue 
that  these  lawsuits  are  brought  when  there  is  a  large  stock  price  drop  and  not  be- 
cause there  is  any  indication  of  fraud.  To  support  their  position,  they  rely  on,  among 
other  findings,  that  most  of  these  suits  settle  rather  than  go  to  trial.  They  contend, 
further,  that  settlements  do  not  reflect  merits.  Those  defending  the  status  quo  point 
to  the  large  amount  of  total  recoveries  that  plaintiffs'  attorneys  have  made  for 
shareholders,  much  more  than  could  have  been  recovered  by  Federal  agencies  whose 
budgets  are  too  small  to  investigate  all  the  potential  complaints.  They  also  dispute 
the  contention  that  the  merits  are  unimportant. 

From  the  data  in  last  year's  monograph,  we  could  not  conclude  that  the  merits 
of  a  case  were  irrelevant  in  explaining  settlements — contrary  to  findings  of  other 
studies,  which  are  often  relied  upon  by  advocates  for  reform.  Alternatively,  we  found 
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anomalies — such  as  a  disproportionate  number  of  suits  against  high  tech  firms — 
that  suggested  that  plaintiffs  sometimes  recover  damages  when  innocent  stock  price 
volatility,  rather  than  fraud,  causes  the  stock  price  to  fall. 

Since  then,  the  debate  over  statutory  reform  has  intensified.  Coalitions  of  corpora- 
tions and  accounting  firms  have  been  formed  to  lobby  for  laws  that  would  prevent 
frivolous  lawsuits.  The  Securities  Subcommittee  of  the  U.S.  Senate  Committee  on 
Banking,  Housing,  and  Urban  Affairs  has  held  hearings  on  the  issue.  Testimony, 
statements  and  letters  have  been  submitted  by  lawyers  for  plaintiffs  and  defendants 
in  securities  class  actions,  and  by  accountants,  claims  administrators,  expert  wit- 
nesses, and  corporate  defendants.  Still,  there  is  no  undisputed  answer  to  the  key 
question  of  whether  and  to  what  extent  the  merits  matter. 

This  study  differs  from  our  earlier  analysis  in  four  ways: 

(1)  we  have  updated  our  database  to  include  cases  from  an  additional  year  and 
have  included  cases  from  sources  other  than  Securities  Class  Action  Alert; 

(2)  with  the  additional  data,  we  have  been  able  to  use  statistical  techniques  to 
test  specific  hypotheses; 

(3)  we  have  added  new  variables  to  attempt  to  explain  the  size  of  settlements; 

(4)  we  have  provided  summary  information  on  damages  claimed  by  plaintiffs. 

The  data  allow  us  to  determine: 

(1)  whether  variables  presumably  related  to  merit  have  a  statistically  significant 
effect  on  settlement  values;  ana 

(2)  whether  variables  presumably  related  to  other  factors  (such  as  availability  of 
insurance  assets,  inherent  volatility  of  the  stock  and  circuit  in  which  the  suit 
was  brought)  can  explain  case  disposition. 

II.  Descriptive  Analysis  of  Case  Dispositions 

A.  Data 

Securities  Class  Action  Alert  is  the  primary  source  of  our  data  on  case  names,  de- 
fendants, district  courts,  class  periods,  settlement  amounts  and  plaintiffs'  attorney 
fee  awards.  We  supplemented  this  source  with  a  computer  search  of  the  Dow  Jones 
Newswire,  as  well  as  with  stories  from  The  Wall  Street  Journal  and  The  New  York 
Times.  To  estimate  investor  losses,  we  used  daily  price  and  volume  figures  and 
monthly  shares  outstanding  numbers  obtained  from  two  computerized  data  services, 
FactSet  Data  Systems  and  Interactive  Data  Corporation.  The  specific  criteria  used 
to  include  cases  in  this  study  or  in  any  of  the  tabulations  are  explained  in  the  Notes 
and  Sources  to  the  tables.  In  general,  we  attempted  to  create  and  use  the  largest 
sample  for  which  we  could  obtain  the  data  necessary  to  perform  the  statistical  tests 
of  interest. 

B.  Settlement  Trends 

In  Table  1,  we  summarize  class  action  case  disposition  from  July  1991  through 
June  1993,  presenting  information  on  number  of  settlements,  dismissals  and  judg- 
ments. Table  1  indicates  that  dismissals  as  a  percent  of  all  reported  dispositions  are 
up  about  3  percent  in  the  latest  year  (July  1992  through  June  1993)  from  the  prior 
year.  This  increase  may  have  occurred  because  more  cases  are  being  dismissed  or 
because  more  dismissals  are  being  reported.  In  general,  we  observe  that  either  the 
number  of  case  dispositions  has  increased  or  there  has  been  an  increase  in  the  num- 
ber of  dispositions  reported,  particularly  with  respect  to  Judgments  and  dismissals. 

In  Table  2,  average  settlement  value,  total  value  of  settlements  and  average 
plaintiffs'  attorney  fee  data  are  presented.  Note  that: 

(1)  Average  and  median  settlement  values  are  down  from  the  prior  year,  as  we 
had  predicted  would  happen  in  last  years'  Recent  Trends  monograph; 

(2)  The  average  attorney  fee  award  has  fallen  as  well.1  This  trend  is  also  in  line 
with  our  expectations,  since  these  fees  are  often  awarded  as  a  percent  of  the 
settlement. 

While  the  average  and  total  values  of  the  settlements  from  July  1992  through  June 
1993  may  be  down  from  the  prior  year,  the  average  settlement  value  remains  higher 
than  pre-July  1991  historical  averages.2 

C.  Settlements  as  a  Proportion  of  Investor  Losses 

Table  3  narrows  our  focus  to  those  cases  where  the  only  plaintiffs  are  purchasers 
of  common  stock.  Investor  losses  are  computed  in  a  manner  similar  to  the  approach 


'See  Notes  and  Sources,  Note  6. 

2  See  Vincent  E.  O'Brien  and  Richard  W.  Hodges,  "A  Study  of  Class  Action  Securities  Fraud 
Cases,''  1991.  Note  that  these  authors  use  an  additional  newsletter  to  determine  the  number 
of  cases — Class  Action  Reports,  published  by  Class  Action  Reports,  Inc.,  Washington,  D.C. 
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sometimes  used  by  plaintiffs  in  computing  damages.3  Briefly  stated,  loss  is  meas- 
ured relative  to  what  a  class  member  would  have  earned  with  an  investment  in  an 
S&P  500  Index.4  This  approach  attaches  an  estimate  of  investor  loss  to  the  pur- 
chases made  on  each  day  during  the  class  period.  For  shares  bought  during  the  class 
period  and  held  through  to  the  end,  the  loss  per  dollar  invested  equals  the  return 
on  the  defendant's  stock  from  the  date  of  purchase  to  just  after  the  class  period  ends 
minus  the  return  on  an  investment  in  the  index.  For  shares  bought  and  sold  during 
the  class  period,  the  loss  per  dollar  equals  the  return  on  the  defendant's  stock  from 
the  date  of  purchase  to  the  date  of  sale  minus  the  return  on  an  investment  in  the 
index.  The  number  of  shares  bought  on  any  given  day  during  the  class  period  and 
either  sold  on  any  given  subsequent  day  during  the  class  period  or  held  to  the  end 
of  the  class  period  is  estimated  using  the  proportional  decay  model  developed  by 
John  Torkelson,  an  expert  witness  often  used  by  plaintiffs'  attorneys. 

The  average  settlement  in  cases  for  which  investor  losses  could  be  calculated  was 
lower  than  the  average  settlements  for  any  broader  sample  but  average  settlements 
in  the  smaller  sample  were  still  down  from  the  prior  year.  The  average  ratio  of  set- 
tlement to  investor  loss  was  7  percent  over  the  past  two  years.  This  average  results 
from  a  6  percent  ratio  last  year  and  an  8  percent  ratio  the  prior  year.  The  median 
of  this  ratio  was  5  percent  over  the  past  two  years.  The  ratio  of  total  settlements 
to  total  investor  losses  was  just  3  percent.  This  figure  is  lower  than  the  average 
ratio  because  a  few  large  cases  have  settlements  that  are  very  small  percentages 
of  investor  losses. 

Figures  1  and  3  indicate  that  settlement  values  increase  less  than  proportionately 
with  investor  losses.  In  Section  III,  we  examine  this  relationship  using  rigorous  sta- 
tistical analysis. 

D.  Plaintiffs' Attorney  Fees 

In  Table  4,  we  present  the  fees  (or  fees  and  expenses)  allocated  to  attorneys.  Not 
much  here  has  changed  from  last  year,  despite  the  efforts  of  some  judges.  Regard- 
less of  case  size,  fees  average  about  31  percent  of  the  settlement.  Fees  to  plaintiffs' 
attorneys  (in  cases  where  fees  could  be  separated  from  expenses)  totalled  $327  mil- 
lion. If  either  fees  and  expenses  were  lumped  together  or  both  were  reported,  they 
are  presented  in  the  bottom  half  of  Table  4.  The  total  fees  and  expenses  (in  contrast 
to  fees  alone)  decline  as  a  percent  of  settlement  values  when  settlement  value  ex- 
ceeds $50  million.  This  suggests  that  expenses  may  be  relatively  independent  of  size 
of  settlement;  that  is,  a  case  with  a  larger  settlement  accumulates  about  the  same 
expenses  as  a  smaller  case. 

E.  Settlements  by  Defendants'  Primary  Industry 

As  is  apparent  from  Table  5,  high-technology  companies  are  a  major  focus  of  secu- 
rities fraud  class  actions.  Almost  one-third  of  the  settlements  come  from  this  sector. 
Commercial  bank  case  settlements  loom  much  larger  from  July  1992  through  June 
1993  than  in  the  prior  year.  Over  the  past  year,  almost  one-fifth  of  the  settlements 
involved  commercial  banks.  However,  there  are  fewer  bank  dismissals  than  in  the 
other  industry  categories,  evident  in  Table  8.  Attorney  fees  are  slightly  less  than 
average  for  the  finance  and  insurance  industry  category — see  Table  7. 

While  simple  descriptive  statistics  suggest  a  difference  in  the  ratio  of  settlement 
value  to  investor  losses  by  industry,  further  statistical  analysis  is  needed  to  discern 
if  this  difference  is  significant.  We  perform  this  analysis  in  Section  III. 


3  See,  for  example,  Control  Data  Corporation  Securities  Litigation,  116  F.R.D.  216  (8th  Cir. 
1986);  In  Re:  Kay  Jewelers  Securities  Litigation;  and  In  Re:  Coated  Sales,  Inc.  It  should  be  noted 
that  this  approach  to  damage  estimation  in  10(bX5)  and  Section  11  securities  class  action  suits 
can  generate  highly  biased  results.  It  is  incapable  of  determining  how  much  of  investor  loss  is 
due  to  the  alleged  fraud  and  how  much  is  due  to  other  factors,  such  as  the  inherent  volatility 
of  the  defendant's  stock  price  or  idiosyncratic  events  affecting  the  firms  in  the  index.  Note  that 
in  some  of  the  literature,  there  is  a  confusion  between  allowable  market  loss  as  used  by  claims 
administrators  and  investors  loss  as  we  calculate  it  These  measures  are  not  necessarily  equiva- 
lent If  allowable  loss  does  not  control  for  market  movements,  it  may  be  bigger  or  smaller  than 
investor  loss.  If  allowable  loss  is  a  single  dollar  amount  per  share,  it  can  also  be  different  from 
investor  loss. 

4  In  practice,  this  index  is  sometimes  adjusted  by  the  defendant  firm's  beta  or  replaced  with 
an  index  specific  to  the  industry  (e.g.,  the  Hambrecht  and  Quist  Technology  Index).  Neither  of 
these  refinements  affects  the  criticism  of  the  approach  noted  in  footnote  3  above.  Also,  the  pro- 
portional decay  model  is  typically  adjusted  by  plaintiffs  with  institutional  holdings  (SEC  Form 
13F  filers),  insider  transactions  and  holdings  (SEC  Forms  3  and  4  filers)  and  shareholders  with 
five  percent  ownership  of  the  outstanding  stock  (SEC  Form  13D  and  13G  filers). 
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F.  The  Influence  of  Circuits  in  Which  Suits  are  Filed 

There  is  a  question  as  to  whether  some  circuits  favor  defendant  or  plaintiff  be- 
cause of  either  judicial  philosophy  or  experience.  In  Table  6,  we  examine  the  data 
by  circuit  court.  The  largest  number  of  cases  have  been  settled  in  the  Ninth  Circuit, 
which  is  to  be  expected  since  many  high-technology  companies  are  based  in  its  juris- 
diction. The  Second  Circuit  has  the  next  highest  number  of  cases  settled,  but  less 
than  half  the  number  of  the  Ninth.  The  Ninth  Circuit,  as  it  did  last  year,  seems 
to  have  the  most  experience  in  the  adjudication  of  securities  disputes. 

Average  settlements  in  the  First  Circuit  appear  to  be  fairly  small  in  both  Tables 
6  and  7.  However,  the  settlement  values  as  a  percent  of  investor  losses  are  not  wide- 
ly dispersed  in  Table  6,  and  Table  7  shows  that  plaintiffs'  attorney  fees  do  not  vary 
much  across  circuits.  Table  9  indicates  that  more  judgments  take  place  in  the  Third 
and  Ninth  Circuit  than  elsewhere — and  most  judgments  are  in  favor  of  plaintiff.  In 
Table  8,  we  see  that  dismissals  are  highest  in  the  First  and  Seventh  Circuits  when 
one  takes  into  account  the  number  of  cases  (from  Table  7).  Otherwise,  there  is  no 
clear  pattern  after  excluding  those  circuits  that  have  disposed  of  very  few  cases. 

G.  Type  of  Security  Affected  by  Alleged  Fraud 

Settlement  values  are  higher  in  cases  involving  more  than  one  kind  of  security. 
They  are  considerably  higher  in  cases  involving  bonds  and  options;  but  warrants 
add  much  less  (see  Table  10).  This  pattern  is  to  be  expected  since  these  securities 
add  to  the  investor  losses  and  the  potential  damage  exposure  to  the  defendant. 

H.  Settlements  by  Type  of  Co-defendant 

Defendants  other  than  the  corporation  and  its  officers  and  directors  are  named 
in  many  cases.  For  example,  underwriters  are  defendants  in  about  one-fifth  of  the 
reported  settlements  (see  Table  11).  Underwriters  were  more  likely  to  be  named  co- 
defendants  in  those  cases  which  settled  between  July  1992  and  June  1993  than 
those  which  settled  in  the  prior  year.  From  July  1992  through  June  1993,  when  an 
advisor  defendant  is  named,  average  settlement  values  are  higher.  The  same  holds 
true  for  cases  with  underwriter  advisor  co-defendants  from  July  1991  through  June 
1992.  These  observations  are  consistent  with  the  hypothesis  that  settlement  values 
are  higher  when  more  deep  pockets  are  involved.  To  verify  this,  however,  we  need 
to  control  for  other  factors  that  may  affect  the  settlement  value,  which  we  have  done 
and  explained  in  Section  III. 

I.  Settlements  and  Security  Offerings  During  the  Class  Period 

The  presence  of  a  security  offering  during  the  class  period  is  a  proxy  for  a  Section 
11  count  in  the  allegations  against  the  defendants.  Since  liability  is  easier  to  prove 
in  Section  11  cases  than  in  10(bX5)  cases  (rule  10(bX5)  usually  requires  scienter  or 
gross  negligence  whereas  Section  11  does  not),  and  damages  include  purchases  from 
both  offerings  and  the  open  market,  we  would  expect  higher  settlement  values  in 
cases  with  offerings.  The  data  in  Table  12  do  not  allow  us  to  conclude  that  the  pres- 
ence of  an  offering  increases  settlement  value.  The  average  settlement  values  for  the 
two  groups  are  very  close.  Further  statistical  analysis  is  performed  in  Section  III 
to  determine  whether  offerings  do  indeed  matter. 

J.  Vintage  of  Case  and  Settlement  Value 

Figure  2  reports  settlement  values  by  age  of  case.  The  end  of  the  class  period  is 
used  as  a  proxy  for  the  filing  date.  The  announcement  of  the  settlement  in  Securi- 
ties Class  Action  Alert  is  used  as  a  proxy  for  the  settlement  date.  We  use  the  dif- 
ference between  these  two  dates  as  a  measure  of  the  age  of  the  case  in  months  and 
group  cases  by  their  age  in  years. 

The  settlement  values  in  Figure  2  increase  with  age.  Perhaps  defendants  agree 
to  pay  more  to  settle  as  costs  of  a  defense  mount  and  plaintiffs  pose  a  credible 
threat  to  go  to  trial  and  obtain  a  jury  verdict.  The  data  are  also  consistent  with  the 
notion  that  plaintiffs  agree  to  settle  sooner  when  they  feel  a  case's  value  is  less,  so 
only  bigger  cases  have  staying  power.  In  either  event,  we  need  to  control  for  other 
factors  that  may  affect  settlement  value  and  do  so  in  Section  III. 

K.  Plaintiffs'  Damage  Estimate  Versus  Investor  Losses 

There  has  been  some  commentary  that  investor  losses  bear  little  relation  to  plain- 
tiffs' damage  estimates.  One  such  claim  asserts  that  plaintiffs'  damage  estimates  are 
about  27  percent  of  investor  losses.5  However,  the  27  percent  figure  is  obtained  by 
dividing  the  sum  of  plaintiffs'  damages  from  several  cases  by  the  sum  of  investor 
losses  lor  those  cases.  This  number  can  be  strongly  affected  if  the  ratio  of  damage 


■Beverly  C.  Moore,  Jr.,  "In  Camera,"  Class  Action  Reports,  Vol.  16,  No.  2,  March-April  1993, 
p.  260. 
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estimate  to  loss  is  low  in  one  case.  Using  Moore's  sample,  the  average  ratio  of  plain- 
tiffs' damage  estimate  to  investor  loss  is  59  percent.  For  a  sample  of  22  cases  for 
which  we  had  data  on  both  numbers,  the  average  ratio  is  78  percent.  The  total 
plaintiffs'  damage  estimates  over  total  investor  losses  for  our  sample  of  22  cases  is 
57  percent.  All  three  ratios  are  much  higher  than  27  percent.  In  any  case,  investor 
loss  is  not  meant  to  duplicate  plaintiffs'  damages  estimates.  But  settlement  values 
appear  to  increase,  albeit  less  than  proportionately,  with  plaintiffs'  damage  esti- 
mates just  as  they  appear  to  do  with  investor  losses. 

III.  Statistical  Analysis  of  Settlement  Data 

In  the  remainder  of  our  study,  we  estimate  the  determinants  of  settlement  size 
using  statistical  analyses.  We  seek  to  answer  a  number  of  questions  that  have  been 
the  subject  of  debate  or  conjecture  among  practitioners  and  policy  makers,  such  as: 

(1)  Do  settlements  increase  proportionately  with  the  magnitude  of  investor  losses? 
The  data  described  in  Section  II  and  depicted  in  Figures  1  and  3  show  that  the 
ratio  of  settlement  size  to  investor  losses  declines  as  the  amount  of  investor 
losses  increases.  In  this  section,  we  determine  the  rate  of  this  decline. 

(2)  Are  settlements  higher  when  co-defendants  with  insurance  coverage  are  part 
of  the  settlement?  Table  11  discussed  in  Section  U.  shows  higher  average  settle- 
ments in  July  1992  through  June  1993  when  advisors  such  as  accounting  firms, 
law  firms,  and  underwriters  are  named  as  co-defendants.  In  this  section,  we  in- 
vestigate whether  this  effect  persists  when  we  control  for  the  size  of  investor 
losses  and  other  factors. 

(3)  Do  the  merits  of  a  case  affect  the  ratio  of  settlement  size  to  investor  loss?  That 
the  merits  do  not  matter  is  a  recurring  theme  in  the  professional  literature  and 
a  hotly  debated  issue  in  the  recent  Senate  subcommittee  hearings  on  statutory 
reform.  In  this  section,  we  test  whether  proxies  designed  to  capture  the  degree 
of  merit  in  plaintiffs'  allegations  significantly  affect  settlement  values. 

(4)  Do  settlements  vary,  everything  else  constant,  by  industry  segment  and  circuit 
court?  An  analysis  of  court  decisions  shows  that  some  industries,  such  as  bank- 
ing, have  a  history  of  weaker  plaintiffs'  theories  and  that  some  circuits,  such 
as  the  First,  have  been  more  restrictive  in  finding  liability.  Since  past  decisions 
are  often  reviewed  by  attorneys  as  an  indicator  of  the  advisability  of  going  to 
trial,  the  presence  of  such  factors  may  affect  settlement  value. 

(5)  Finally,  do  various  other  factors,  such  as  vintage  of  the  case  and  payments 
to  plaintiffs  in  securities  instead  of  cash,  affect  the  settlement  amount? 

The  tabulations  in  Section  H  provide  some  clues  about  the  answers  to  these  ques- 
tions but  sometimes  cannot  be  used  to  support  the  finding  of  a  causal  relationship. 
In  particular,  we  often  observe  that  the  average  settlement  value  in  one  type  of  case 
is  higher  than  the  average  overall.  For  example,  it  was  shown  above  that  settle- 
ments with  additional  insured  co-defendants  are  larger  than  average  in  the  most 
recent  year.  However,  this  finding  may  be  a  result  of  random  up  and  down  move- 
ments m  our  sample — an  explanation  consistent  with  the  observation  that  this  same 
finding  is  not  true  for  July  1991  through  June  1992.  If  so,  it  would  be  dangerous 
to  generalize  this  finding  to  all  cases.  Alternatively,  we  may  find  that  the  difference 
between  the  two  averages  is  exceptionally  large  relative  to  the  underlying  variation 
in  the  data.  If  so,  we  can  be  more  comfortable  concluding  that  the  two  types  of  cases 
are  systematically  different. 

Settlements  in  one  category  may  also  appear  higher  than  average  if  we  are  not 
controlling  for  a  variable  that  is  causing  the  difference.  For  instance,  cases  with  ad- 
visor co-defendants  may  appear  to  have  higher  settlements  but  these  cases  may  also 
have  investor  losses  that  are  larger  than  average.  Without  further  analysis,  it  would 
be  a  mistake  to  conclude  that  the  presence  of  an  advisor  co-defendant  explains  why 
some  settlements  are  larger  than  others.  To  control  for  the  effects  of  a  number  of 
variables  simultaneously,  we  use  multiple  regression  analysis. 

A.  Explaining  Expected  Size  of  a  Settlement 

Multiple  regression  analysis  is  a  technique  that  can  be  described  as  fitting  a  curve 
through  a  scatter  of  points.6  The  scatter  of  points  of  interest  are  presented  in  Figure 


"This  description  of  multiple  regression  analysis  is  somewhat  simplified.  The  technique  is  de- 
signed to  find  correlations  among  variables.  In  a  binary  form  of  regression  analysis,  the  correla- 
tions are  simply  between  two  variables.  In  multiple  regression  analysis,  the  technique  allows 
us  to  find  the  partial  effect  of  one  variable  (an  independent  variable)  on  another  (the  dependent 
variable).  In  the  present  case,  settlement  size  is  the  dependent  variable.  Investment  loss  and 
the  existence  of  separately  insured  co-defendants  would  be  two  potential  independent  variables. 
The  regression  analysis  allows  us  to  estimate,  for  a  given  level  of  investor  loss,  the  effect  of  the 
existence  of  an  insured  co-defendant — that  is,  the  partial  effect  of  insured  co-defendants — on  set- 
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3.  These  three  pages  plot  settlements  and  investor  losses  for  each  of  the  cases  in 
our  sample.  A  first  step  in  our  analysis  is  to  determine  the  shape  of  the  curve  that 
would  best  fit  these  points. 

The  initial  multiple  regression  estimates  were  made  using  a  very  flexible  func- 
tional form  that  could  assume  different  shapes — linear,  U-shaped,  inverted  U- 
shaped,  L-shaped,  etc.7  The  data  indicated  that  the  size  of  settlements  increase  as 
investor  losses  increase  (not  surprisingly),  but  that  the  relationship  is  not  linear.  In 
particular,  settlements  increase  with  investor  losses  but  at  a  declining  rate.  That 
is,  the  ratio  of  settlement  size  to  investor  loss  is  lower  in  those  cases  with  high  in- 
vestor losses. 

To  quantify  this  effect,  we  estimated  a  simpler  equation  that  performs  as  well  sta- 
tistically as  the  flexible  form  equation.  The  results  are  shown  in  Table  14,  column 
(1)  and  are  depicted  graphically  in  Figure  3.8 

The  coefficient  on  investor  loss  is  roughly  0.5,  which  means  that  a  doubling  of  in- 
vestor loss  is  accompanied  by  only  a  50  percent  increase  in  the  expected  settlement. 
The  curves  in  Figure  3  can  help  us  visualize  this  effect.  For  example,  the  second 
page  of  Figure  3  shows  that  investor  losses  of  $100  million  are  associated  with  ex- 
pected settlements  of  $5  million.  However,  if  investor  losses  double  to  $200  million, 
the  solid  line  increases  to  $7.5  million,  only  a  50  percent  increase  in  the  expected 
settlement. 

In  Regression  1,  we  also  test  the  effect  of  settlements  involving  named  co-defend- 
ants (which  could  reasonably  be  expected  to  have  additional  insurance).  These  co- 
defendants  are  accounting  firms,  law  firms  and  underwriters.  We  find  that  expected 
settlements  increase  by  over  50  percent  when  these  firms  are  also  named.9 

The  t-statistics  on  the  investor  loss  and  advisor  co-defendant  variables  are  signifi- 
cant at  the  1  and  5  percent  levels,  respectively.10  (See  column  (2)  in  Table  14  and 
the  accompanying  footnotes.)  That  is,  there  is  only  a  very  remote  probability  that 
we  would  have  found  a  difference  of  the  magnitude  we  observe  in  our  sample  by 
chance  alone.  Moreover,  the  coefficient  on  investor  loss  is  significantly  less  than 
one — the  value  that  would  indicate  that  settlements  increase  proportionately.  Con- 
sequently, we  have  a  high  degree  of  confidence  in  our  conclusions. 

These  findings  are  consistent  with  the  theory  that  settlement  size  is  driven  by  the 
ability  to  pay.  Among  the  assets  available  for  settlements  are  the  insurance  covering 
defendant  firms'  officers  and  directors  liability  and  insurance  covering  malpractice 
or  errors  and  omissions  for  the  advisor  firms.  As  investor  losses  mount,  potential 
damages  requested  by  plaintiffs  would  also  increase.11  However,  the  availability  of 
insurance  appears  to  constrain  the  size  of  settlements  for  cases  that  would  have  the 
higher  damage  claims.12 


tlement  size.  The  estimate  of  settlement  size  that  is  generated  by  the  technique  for  any  given 
value  of  investor  loss  and  the  existence  of  insured  co-defendants  is  a  conditional  expectation. 
It  is  our  expectation  of  a  settlement  value  conditioned  on  the  specific  values  of  the  independent 
variables.  For  descriptions  of  multiple  regression  analysis  see  Peter  Kennedy,  A  Guide  to  Econo- 
metrics, Third  Edition,  The  MIT  Press,  1992;  Samprit  Chatterjee  and  Bertram  Price,  Regression 
Analysis  by  Example,  Second  Edition,  John  Wiley  &  Sons,  Inc.,  1991;  and  Michael  O.  Finkelstein 
and  Bruce  Levin,  Statistics  for  Lawyers,  Springer- Verlag,  1990. 

7The  form  was  ln(S)=a+b*IL+c*(l/IL)+d*D+u  where:  S  =  settlement  value;  IL  =  investor  losses 
over  the  class  period;  D  =  1  if  the  case  has  advisor  firm  co-defendants  (accounting  firms,  law 
firms  and  underwriters)  and  =  0  otherwise  (an  indicator  variable);  ln(.)  =  the  natural  logarithm 
operator;  a,  b,  c  and  d  =  estimated  coefficients;  u  =  stochastic  term  with  expected  value  equal 
to  zero,  constant  variance  and  uncorrelated  among  observations. 

8The  form  of  this  equation  is  ln(S)=a+b*ln(IL)+c*D+u  where  the  variables  are  defined  in  foot- 
note 7.  This  simplified  equation  is  in  the  form  of  logarithms — although  these  are  mathematical 
operations  that  most  people  do  not  routinely  encounter  in  daily  life,  the  coefficients  on  the  inde- 
pendent variables  in  Table  14  nonetheless  have  reasonably  intuitive  explanations. 

BThe  formula  for  determining  the  effect  of  this  variable  in  percentage  terms  is 
percent=(exp(c)-  1)*100  where  c  is  the  coefficient  on  the  indicator  variable  for  whether  an  advi- 
sor was  a  named  co-defendant. 

10  This  is  based  on  a  two-tailed  test  of  statistical  significance.  See  Tables,  Notes  and  Sources, 
Note  15. 

11  See  Section  1II.C.  below  for  a  discussion  of  the  relationship  between  damages  and  investor 
losses,  as  well  as  findings  as  to  whether  using  plaintiffs'  damage  estimate  rather  than  investor 
loss  as  an  independent  variable  affects  the  statistical  findings. 

13  Note  that  in  many  rule  10(bX5)  cases,  insurance  would  not  cover  a  jury  award  even  though 
it  would  cover  a  settlement.  Most  insurance  policies  contain  a  fraud  exclusion.  Since  a  finding 
of  liability  usually  requires  a  finding  of  scienter,  these  plans  will  not  pay  out.  Various  authors 
have  pointed  out  the  incentive  effects  of  this  type  of  underwriting  on  settlements.  Note  that  the 
same  problem  does  not  affect  Section  11  cases  because  liability  can  be  found  for  negligence, 
which  is  covered  by  insurance.  See  Janet  Cooper  Alexander,  "Do  the  Merits  Matter?  A  Study 

Continued 
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B.  What  Does  Not  Explain  the  Settlement  Values 

One  of  the  most  contentious  issues  in  the  statutory  reform  debate  is  over  whether 
the  merits  matter.  We  can  gain  some  insights  into  this  issue  by  seeing  if  cases  that 
are  likely  to  have  a  higher  probability  of  liability  settle  for  more.  First,  we  identify 
cases  where  plaintiffs  would  appear  to  have  a  higher  chance  of  winning  and,  second, 
we  determine  whether  these  cases  have  higher  than  average  settlements. 

1.  The  Effect  of  Public  Offerings  and  Government  Enforcement  Actions  on  Settle- 
ments 

Although  we  do  not  have  independent  measures  of  the  merits  of  the  various  cases, 
there  are  some  attributes  that  should  be  correlated  with  likelihood  of  a  pro-plaintiff 
verdict.  The  first  of  these  is  whether  the  case  involves  a  security  offering.  If  so, 
there  is  the  potential  for  a  Section  11  claim  in  addition  to  the  more  common  rule 
10(bX5)  claim.13  Section  11  liability  is  found  if  there  has  been  negligence  in  the  of- 
fering materials.14  By  contrast,  rule  10(bX5)  requires  scienter — an  intent  to  deceive 
or  defraud.  As  a  result,  plaintiffs  have  an  easier  burden  of  proof  for  liability  under 
Section  11  than  under  rule  10(bX5),  suggesting  a  verdict  in  their  favor  is  more  like- 
ly- 

Another  potential  indicator  of  merit  is  independent  enforcement  action  by  a  Fed- 
eral or  State  agency.  Such  activity,  especially  if  it  results  in  an  order,  an  indictment 
or  a  plea,  may  reinforce  the  claims  in  the  securities  complaint.15 

The  regression  results  with  these  variables  are  discouraging  for  the  argument 
that  the  merits  matter.  Table  15  reports  the  results  we  obtain  when  indicator  vari- 
ables for  the  above  conditions  are  included  in  the  regression  equations.  Often  they 
have  a  negative  effect,  contrary  to  the  theory  that  the  merits  matter.  They  are  al- 
ways statistically  insignificant. 

Specifically,  Regression  3  shows  the  effect  of  adding  an  indicator  variable  that  is 
equal  to  one  if  the  case  involves  an  offering.  The  coefficient  is  unexpectedly  nega- 
tive. Cases  involving  offerings  also  typically  have  underwriters  as  named  defendants 
and  it  is  difficult  to  separate  the  two  effects.16  However,  we  dropped  "Advisor  Was 
A  Named  Co-defendant"  from  the  regression  and  as  Regression  4  shows  (also  in 
Table  15),  when  "Potential  Section  11  Exposure"  is  the  only  one  of  the  two  variables 
included,  it  is  still  statistically  insignificant. 

The  enforcement  variable  is  also  statistically  insignificant  and  the  coefficient  has 
a  perverse  sign.  (See  Regression  5  in  Table  15.)  To  see  if  more  severe  enforcement 
action  mattered,  the  cases  were  divided  into  three  levels  (from  simple  investigation 
up  to  a  finding  that  regulations  had  been  violated  or  restitution  had  to  be  paid)  and 
three  separate  indicator  variables  were  derived.  Once  again,  however,  these  factors 
did  not  have  the  expected  effects.  (See  Regression  6  in  Table  15.) 

2.  Settlement  Values  in  Banking  Cases  and  Various  Circuit  Courts 

We  investigated  the  impact  of  industry  segment  data  as  an  additional  test  of 
merit.  Most  complaints  against  banks  over  the  past  few  years  have  been  based  on 
a  legal  theory  that  courts  nave  often  found  to  be  more  tenuous  than  others.  Typical 
cases  involved  banks  in  the  Northeast  that  announced  significant  loan  loss  provi- 
sions. The  banks  often  attributed  the  increase  in  loan  losses  to  a  recent  decline  in 
the  regional  economy,  but  their  stock  prices  often  fell  sharply  and  lawsuits  followed. 
Though  the  factual  circumstances  varied  from  case  to  case,  plaintiffs  typically  al- 
leged that  vague  forecasts  and  assurances  by  management  were  material  misrepre- 
sentations as  such  statements  were  found  to  be  erroneous  at  some  future  date — 
often  as  a  result  of  the  recession.17 


of  Settlements  in  Securities  Class  Actions,"  Stanford  Law  Review,  Vol.  43,  February  1991,  pp. 
497-598. 

13  The  information  from  Securities  Class  Action  Alert  on  settlements  does  not  always  indicate 
whether  a  Section  11  claim  was  made  and  settled.  It  is  possible  that  some  offerings  were  the 
subject  of  only  rule  10(bX5)  counts. 

^This  assumes  the  other  conditions  for  liability  are  also  met:  namely,  the  public  misrepresen- 
tations or  omissions  were  material  and  plaintiffs'  losses  were  caused  by  the  alleged 
misstatements. 

18  On  the  other  hand,  just  because  there  is  an  enforcement  action  or  an  indictment  does  not 
mean  there  has  been  securities  fraud.  Management  may  have  been  very  forthcoming  to  the  in- 
vesting public  about  the  matters  being  investigated  and  the  process  of  the  investigation.  See, 
for  example,  General  Development  Corporation  Bond  Litigation,  (91  Cir.  0594)  Memorandum  and 
Order,  July  8,  1992. 

18This  is  known  as  multicollinearity.  If  severe  multicollinearity  is  present,  all  that  can  be  de- 
termined is  the  sum  of  the  effects  of  the  collinear  variables  and  not  their  individual  effects. 

17  In  dismissing  the  complaint  against  Citibank  in  a  loan  loss  reserve  case  the  District  Court 
claimed  that  management's  offense  was  "failing  to  show  'greater  clairvoyance'."  See  Ciresi  v. 
Citicorp,  et  al.,  90  Civ.  3374  (RO),  September  17,  1991  [1991  U.S.  Dist.  LEXIS  16925].  Outside 


747 

Table  16  shows  the  results  of  adding  banking  to  the  regressions  as  an  indicator 
variable.  In  Regression  7,  the  banking  variable  is  of  the  anticipated  sign  (negative) 
and  marginally  significant.  Taken  by  itself,  this  regression  creates  the  suspicion 
that  the  merits  do  have  an  effect  on  settlement  values. 

There  is,  however,  more  to  the  story:  many  of  the  loan  loss  reserve  cases  were 
brought  in  circuits  where,  regardless  of  the  defendant's  industry,  judges  have  been 
only  luke-warm  to  plaintiffs.  The  Northeast  banks  are  principally  in  Circuits  1  (New 
England)  and  2  (New  York).  Consequently,  the  negative  sign  of  the  banking  variable 
may  be  due  to  the  venue  rather  than  due  to  the  weaker  than  average  legal  theory. 
To  test  this,  Regression  8  adds  indicator  variables  for  all  circuit  courts  except  D.C. 
As  can  be  seen,  the  banking  variable  becomes  insignificant — as  are  all  the  circuit 
court  variables. 

Two  conclusions  can  be  drawn.  First,  the  data  do  not  tell  us  that  banking  cases 
necessarily  settle  for  less  than  other  cases.  Second,  although  venue  may  make  a  dif- 
ference in  whether  a  case  will  win  or  lose  on  appeal,  it  does  not  appear  to  make 
a  significant  difference  in  the  value  of  a  case  that  settles. 

As  a  parenthetical  matter,  we  also  tested  whether  high-technology  firms  settle  for 
different  amounts  than  the  average  after  controlling  for  investor  toss.  As  shown  in 
Regressions  9  and  10,  there  is  no  statistically  significant  difference  between  high- 
tech  firms  and  other  industry  segments,  a  conclusion  that  holds  with  or  without  con- 
trolling for  the  effects  of  circuit  court  venue. 

3.  Vintage  and  Noncash  Settlements 

Two  other  factors,  more  of  interest  to  the  practitioner  than  the  policy-maker,  are 
tested  in  Table  17:  vintage  of  the  case  at  the  time  of  settlement  and  whether  the 
settlement  included  securities  or  was  only  cash.  With  regard  to  vintage,  it  was 
shown  in  Figure  2  that  the  older  the  case  is  at  the  time  of  settling,  the  larger  the 
settlement.  However,  Regression  11  shows  that  this  is  a  spurious  correlation.  After 
controlling  for  the  amount  of  investor  losses  and  the  presence  of  advisor  co-defend- 
ants, the  vintage  variable  loses  its  significance. 

Settlements  which  include  noncash  were  expected  to  be  higher  in  value  to  com- 
pensate plaintiffs  for  having  to  accept  part  or  all  of  their  award  in  the  form  of  secu- 
rities rather  than  cash.  We  did  not  find  evidence  to  support  this  conclusion,  how- 
ever. Regression  12  shows  that  the  expected  value  of  settlements  which  include 
noncash  is  indistinguishable  from  the  value  of  settlements  which  are  all  cash. 

C.  Plaintiffs'  Damages  Estimate  vs.  Investor  Losses:  Does  It  Matter? 

One  of  the  issues  that  has  come  up  in  the  legislative  hearings  is  that  plaintiffs' 
damage  estimate  is  often  (though  often  not)  different  from  investor  losses.  This 
point  dv  itself  is  not  controversial  but  raises  the  question  of  whether  it  is  better  to 
use  a  damage  estimate  rather  than  investor  losses  as  a  proxy  for  case  size  in  our 
regressions.  To  determine  whether  substituting  damages  for  investor  losses  in  the 
above  regressions  changes  our  results,  we  have  used  a  confidential  database  of  22 
settlements  for  which  we  have  actual  plaintiffs'  damage  estimates.  The  results  are 
shown  in  Table  18. 

As  can  be  seen,  regressions  are  very  similar  to  their  counterparts  in  Tables  14 
and  15.  The  earlier  pattern  of  statistical  results  is  repeated.  Variables  indicating 
availability  of  insurance  assets  are  significant  and  variables  proxying  for  merit  are 
insignificant.  Moreover,  the  coefficients  on  independent  variables  in  Table  18  are  not 
statistically  different  from  those  of  the  corresponding  independent  variables  in  Ta- 
bles 14  and  15. 

D.  Summary  of  Findings 

From  this  updated  study  we  conclude:  (1)  settlements  as  a  ratio  of  either  plain- 
tiffs' damages  or  investor  losses  decline  as  plaintiffs'  damage  estimate  or  investor 
loss  increases;  (2)  settlements  are  more  than  50  percent  higher  when  insurable  advi- 
sor co-defendants  are  named;  (3)  the  fact  of  a  securities  offering  during  the  class 
period  does  not  increase  settlement  values  even  though  it  facilitates  a  Section  1 1 
claim,  which  is  easier  to  prove  than  other  securities  fraud  against  shareholders;  (4) 
State  and  Federal  investigations  and  findings  of  violations  do  not  increase  the  set- 
tlement values  of  private  lawsuits;  (5)  no  factor  on  which  we  have  data,  other  than 


of  banking,  the  soft  forecast  type  of  case  is  also  relatively  less  successful.  See  Adolph  P.  Raab, 
et  al.  v.  General  Physics  Corporation,  et  aL,  August  26,  1993  [1993  U.S.  App.  LEIXIS  21645]. 
18  This  means  that  the  coefficients  on  the  indicator  variables  for  an  included  circuit  may  be 
interpreted  as  the  percentage  difference  in  average  settlement  in  that  circuit  relative  to  the  D.C. 
Circuit 
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investor  losses,  plaintiffs'  damage  estimate,  and  number  of  insurable  co-defendants, 
has  consistent,  statistically  significant  impacts  on  settlement  size.19 

IV.  Discussion 

The  statutory  reform  debate  should  be  addressing  whether  the  least  meritorious 
shareholder  class  actions  have  benefits  that  exceed  their  costs.  If  not,  then  too  many 
legal  and  other  resources  are  being  used  in  this  area  of  litigation  and  some  should 
be  redeployed  to  lawsuits  with  more  merit.  Some  policy  action  would  then  be  appro- 
priate in  discouraging  marginal  lawsuits. 

Although  debate  on  shareholder  litigation  has  become  heated,  relatively  little  is 
known  about  expected  costs  and  benefits  of  the  marginal  lawsuit.  All  of  the  antici- 
pated benefits  from  this  type  of  litigation  come  from  the  incentives  it  gives  to  man- 
agement— making  it  more  accountable  to  stockholders  and  improving  the  quality 
and  quantity  of  corporate  disclosure.  Management  accountability  to  ownership  in- 
creases overall  economic  efficiency.  The  benefits  of  accurate  and  timely  corporate  in- 
formation should  include  the  following:  (1)  aiding  capital  formation  by  reducing  in- 
formation uncertainty  when  new  securities  are  issued;  (2)  reducing  the  cost  of  re- 
search by  analysts  and  investors  because  management  is  presumably  the  low-cost 
Srovider  of  information;  and  (3)  allowing  better  monitoring  of  management  by  stock  - 
olders  so  they  know  when  to  take  corrective  action.  Unfortunately,  there  is  very 
little  empirical  research  on  the  role  of  securities  class  actions  in  providing  these 
benefits. 

Clearly,  when  the  settlement  in  a  lawsuit  reflects  neither  the  probability  of  liabil- 
ity nor  the  amount  of  damages,  these  benefits  are  not  obtained.  Good  management 
behavior  is  not  being  rewarded  because  all  management  behavior,  whether  innocent 
or  insidious,  is  likely  to  be  penalized  equally. 

Without  overstating  our  statistical  findings,  if  one  had  to  choose  among  the  most 
important  of  three  factors  in  explaining  settlements — stock  price  volatility,  availabil- 
ity of  assets  and  merits  of  the  case — it  would  appear  that  the  merits  matter  the 
least. 

This  is  not  to  say  that  the  merits  do  not  matter  at  all.  Our  statistical  results, 
though  very  good  when  judged  by  the  standard  of  how  well  analysts  usually  explain 
disaggregate  data,  leave  almost  60  percent  of  the  dispersion  in  settlements  unex- 
plained. Some  of  this  unexplained  variation  may  be  due  to  factors  reflecting  the 
merits  about  which  we  have  no  data.  Also,  because  investor  losses  may  be  correlated 
with  either  availability  of  assets  or  actual  damages,  some  of  the  explanation  of  set- 
tlement size  may  depend  upon  potential  damage  exposure  which  in  turn  may  be  re- 
flecting the  merits  of  a  case. 

Finally,  we  remain  troubled  by  the  continued  unusually  large  number  of  settle- 
ments from  high-technology  firms.  There  is  no  research  to  suggest  that  these  entre- 
preneurs are  any  more  deceitful  than  average.  Alternatively,  it  is  well-known  that 
the  share  prices  of  high -technology  firms  are  unusually  volatile.  The  prevalence  of 
suits  against  high-technology  firms  suggest  that  a  stock  price  drop  in  response  to 
a  timely  disclosure  is  as  likely  to  cause  a  complaint  to  be  filed  as  is  a  stock  price 
drop  from  the  disclosure  of  a  coverup.  At  least  for  some  cases,  the  merits  would  then 
be  of  secondary  importance. 


19  In  results  not  shown,  we  tested  for  the  presence  of  outliers — cases  where  the  actual  settle- 
ment value  deviated  greatly  from  the  predicted  settlement  value.  We  found  two  such  observa- 
tions. The  regressions  in  Tables  14  through  17  were  recomputed  without  these  observations. 
There  were  no  reversals  of  the  above  reported  statistical  results  and  no  significant  effects  on 
coefficient  values. 
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Table  1 


Resolution  of  Securities  Class  Action  Suits 


- 

July  1991 

through 

June  1992 

July  1992 

through 

JunelP93 

July  1991 

through 
June  1993 

July  1991 
through 

June  1993 
with 

Additional 
Sources1 

(1) 

(2) 

(3) 

W 

Number  of  Settlements 

117 

136 

253 

281 

Number  of  Dismissals2 

15 

24 

39 

45 

Number  of  Judgments3 

3 

5 

8 

8 

Table  2 


Settlements  in  Securities  Class  Action  Suits 
Included  in  this  Study4 


July  1991 

through 
June  1992 

July  1992 

through 

June  1993 

July  1991 

through 
June  1593 

(1) 

(2) 

(3) 

Number  of  Settlements 

65 

89 

154 

Average  Settlement 

310,329,294 

$7,359,910 

38,613,222 

Total  Value  of  Settlements 

3671,404,090 

3655,032,028 

Sl.326,436,118 

Median  Settlement 

S5, 100,000 

S4,350,000 

S4, 462,500 

Number  of  Settlements 
Indicating  Plaintiffs' 
Attorney  Fees* 

56 

79 

135 

Average  of  Plaintiffs' 
Attorney  Fees* 

S2,846,742 

32,117,346 

•     S2.419.910 

750 


Table  3 


Settlements  in  Securities  Class  Action  Suits 
Involving  Common  Stock  Only4,7 


July  1991 

through 

June  1992 

July  1992 

through 

June  1993 

July  1991 

through 

June  1993 

(1) 

(2) 

(3) 

Number  of  Settlements 

58 

69 

127 

Average  Settlement 

S7,786,277 

SS.461.787 

S6.523.365 

Median  Settlement 

$4,075,000 

S3, 500,000 

$4,000,000 

Number  of  Cases  for  Which  Investor  Losses 
Were  Calculated 

38 

46 

84 

Average  Settlement  for  Cases  for  Which 
Investor  Losses  Were  Calculated 

S7.746.292 

S5.29 1,267 

S6.401.873 

Median  Settlement  for  Cases  for  Which 
Investor  Losses  Were  Calculated 

S4.650.000 

4 

S3.475.000 

S4,075,000 

Average  Settlement  as  a  Percentage  of 
Investor  Losses 

8% 

6% 

7SS 

Median  Settlement  as  a  Percentage  of 
Investor  Losses 

5  a 

5% 

5% 

Total  Settlements  as  a  Percentage  of  Total 
Investor  Losses 

45! 

2% 

3% 

751 
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Table  6 


Ratio  of  Settlement  to  Investor  Losses4,7 


Bv  Circuit  in  Which  Case  Was  Filed 


Circuit 

Number  of 
Settlements 

Total  Value  of 
Settlements 

Total  Investor 
Losses 

Average 

Settlement  as  a 

Percentage  of 

Investor  Losses 

(1) 

(2) 

(3) 

(4) 

D.C. 

2 

S6,750,000                 S127.943.255 

5.76  % 

First 

10 

21,410,000 

457,552,210 

7.72 

Second 

13 

93.067,619 

4,837,720,824 

8.42 

Third 

7 

57.808.778 

968.869,488 

8.32 

Fourth 

3 

8,025,000 

105,659,581 

8.39 

Fifth 

1 

1.700.000 

29,119,406 

5.84 

Sixth 

1                           9.500,000 

343,539,019 

2.77 

Seventh 

4 

17,600,000 

386.097.817 

6.04 

Eighth 

6 

24,875.000 

631.029,741 

7.60 

Ninth 

191,595,971 

7,095.720,015 

6.02 

Tenth 

3 

55.500,000 

586,626.158 

8.32 

Eleventh 

7 

49.925,000 

2.247,029,107                 5.50 

Total 

84 

S537.757.368 

S17.S16.906.621 

6.98%         ! 

Bv  Industry  in  Which  Defendant  Primarily  Operates 


Industry 

Number  of 
Settlements 

Total  Value  of 
Settlements 

Total  Investor 
Losses 

Average 

Settlement  as  a 

Percentage  of 

Investor  Losses 

(1) 

(2)                             Ol 

(4)               i 

Hieh-Technolczy 

30 

5214,597,471 

S3.275.655.S91 

8.30% 

Commercial  Banking 

10 

37,650.000 

5.418.377,974 

4.75 

Finance  &.  Insurance 

0                                     0 

0 

— 

Other                            !           —           |          285.509.897    j       9.122.372.756 

6.58              ! 

i  Totai 

S- 

S537.757.368    I   S17.816.906. 621 

6.98%           ! 

nera 
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Table  7 


Plaintiffs'  Attorney  Fees4'5,6 
Bv  Circuit  in  Which  Case  Was  Filed 


Circuit 

Number  of 
Settlements 

Total  Value  of 
Settlements 

Total  Attorney 
Fees 

Average  Attorney 

Fees  as  a 

Percentage  of 

Settlement 

(1) 

(2) 

(3) 

(4) 

D.C. 

3 

$31,750,000 

S10.200.000 

31.77% 

First 

10 

18,000,000 

5,177,833 

29.63 

Second 

20 

196,943,619 

62,804,119 

31.56 

Third 

19 

174,153,778 

52,451,230 

30.94 

Fourth 

5 

27,825,000 

8,908,333 

32.64 

Fifth 

8 

87,735,000 

26,006,667 

27.21 

Sixth 

2 

11.950,000 

3,110,000 

27.50 

Seventh 

6 

29,600,000 

9.333.333 

30.82 

Eighth 

7 

27,375,000 

9,124,833 

33.30 

Ninth 

43 

341,679,721 

108,618,640 

32.54 

Tenth 

4 

58,500,000 

15,650,000 

31.25 

Eieventh 

8 

50,040,000 

15,302,917 

29.89 

Total 

135 

$1,055,552,118 

S326.687.906 

31.32% 

Bv  Industry  in  Which  Defendant  Primarily  Operates 


Industry 

Number  of 
Settlements 

Total  Value  of 
Settlements 

Total  Attorney 
Fees 

Average  Attorney 

Fees  as  a 

Percentage  of 

Settlement 

(1) 

(2) 

(3) 

W                ! 

High-Technology 

42 

S391.253.471 

S120,703,174 

31.82% 

Commercial  Banking 

17 

60.775.000 

18.948.333 

30.80             | 

Finance  &  Insurance 

6 

47.650,000 

13.916,667 

27.83              | 

Other                            j            70 

555.873.647 

173.119.732 

31.44 

Totai 

135            |  S1.055.552.11S 

5326,687,906 

31.32%           ! 

ne  ra 
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Table  8 
Dismissals1 


Page  1  of  2 


Defendant 

Circuit 

Industry 

(1) 

(2) 

Adobe  Systems,  Inc. 

Ninth                  High-Technology 

American  Southwest  Mortgage  Investments  Corp. 

Ninth 

Finance  &  Insurance 

AmeriCredit  Com.  (Urcarco,  Inc.) 

Fifth 

Other 

Bernard  Chaus9 

Second 

Other 

Bon-Ton  Stores  Inc. 

Third 

Other 

Centel  Corp. 

Seventh 

Other 

Chicago  Board  Options  Exchange  Inc. 

Seventh 

Finance  &  Insurance 

Citicoro 

Second 

Banking 

Data  General  Corp. 

First 

High-Technology 

Digital  Equioment  Corporation 

First 

High-Technology 

DSC  Communications  Core. 

Fifth 

High-Technology 

Dycom  Industries  Inc. 

Eleventh 

Other 

EMC  Corp. 

First 

High-Technoiogy 

Exide  Electronics  GrouD  Inc. 

Third 

Other 

First  Financial  Management  Corp.10 

Eleventh 

Finance  &.  Insurance 

First  Investor  Com. 

Fourth 

Finance  &  Insurance 

General  Development  Corp. 

Second 

Other 

Harlev-Davidson  Inc. 

Seventh 

Other 

Hewlett-Packard  Co.10 

Ninth 

High-Technology 

Hologic  Inc. 

First 

High-Technology 

Howtek  Inc. 

na                   "  High-Technology 

Lotus  Develooment 

First 

High-Technology        i 

Lvondeil  Petrochemical  Co.                                                       Ninth 

Other 

1 

1 
Maverick  Tube  Cor:;.                                                                   Second 

Other 

Medco  Research10 

Ninth                          Other 

Mesa  L?                                                                                            r.a 

Other 

11  e  r  a 
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Table  8 
Dismissals1 


Pase  2  of  2 


Defendant 

Circuit 

Industry 

(1) 

(2) 

Microdyne  Corp. 

Fourth 

Other 

Monro  Muffler  Brake  Inc.10 

na 

Other 

National  Medical  Enterprises,  Inc. 

Ninth 

Other 

NYNEX10 

Second 

Other 

Philips  Electronics  N.V.10 

Second 

Other 

Pinkerton's  Inc. 

Ninth 

Other 

Protocol  Systems  Inc. 

na 

High-Technology 

Providential  Corp.10 

na 

Finance  &.  Insurance 

QMS  Inc. 

Eleventh 

High-Technology 

Regeneron  Pharmaceuticals 

Second 

Other 

Riddell  Sports  Inc.10 

Third 

Other 

SafeCard  Services10 

na 

Other 

Silicon  Graphics,  Inc. 

Ninth 

High-Technology 

Stratus  Computer 

First 

High-Technology 

Tektronix,  Inc. 

Ninth 

High-Technology 

Travelers  Corp. 

Second 

Finance  &  Insurance 

Verifons.  Inc. 

Ninth 

High-Technology 

Western  Invesune.it  Real  Estate  Trust10 

Ninth 

Finance  &  Insurance 

Zeos  International  Ltd. 

Eighth                 High- Technology 

na  -  not  available 
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Table  9 
Judgments1 


Defendant 

Circuit 

Industry 

Judgment 

(1) 

(2) 

(3) 

Blinder,  Robinson  & 
Co.11 

Third 

Finance  &  Insurance 

Default 
S73.3  million 

Enserch  Corp. 

Third 

Other 

In  Favor  of  Plaintiff 
S57  million 

First  Service  Bank  for 
Savings 

First 

Banking 

In  Favor  of  Plaintiff 
S19.7  million 

Medstone  International 
Inc.  (Cytocare  Inc.) 

Ninth 

High-Technology 

In  Favor  of  Defendant 

Mellon  Bank  Corp. 

Tnird 

Banking 

In  Favor  of  Plaintiff 
S55  million 

Melridge  Inc. 

Ninth 

Other 

In  Favor  of  Plaintiff 
Up  to  S53  million 

Paeon  Oil  Co. 

Tenth 

Other 

In  Favor  of  Plaintiff 
S22 1,000  -r  Accrued 
Interest  and  Expenses 

Rexene  Corp. 

Fifth 

Other 

In  Favor  of  Plaintiff 
S6.8  million  + 
Attorneys'  Fees 
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Security  Offering 
During  Class 
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Table  13 
Type  of  Settlement  by  Form  of  Payment 


Form  of  Payment 

July  1991 

through 

June  1592 

July  1592 

through 

Juue  1593 

July  1991 

through 

June  1993 

• 

(1) 

(2) 

(3) 

Cash  Only 

94 

114 

208 

Non-Cash  Only 

7 

8 

15 

Combination 

16 

14 

30 
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Tables 
Notes  and  Sources 


Data  were  obtained  from  Securities  Class  Action  Alert.  Securities  Class  Action  Alert  is  a 
monthly  newsletter  published  by  Investors  Research  Bureau,  Inc.,  Cresskill,  New  Jersey.  A  case 
was  included  if  its-  resolution  was  published  in  the  Securities  Class  Action  Alert  between  July 
1991  and  June  1993.  However,  settlements  announced  only  in  the  updates  section  of  Securities 
Class  Action  Alert  were  not  included  in  this  study.  Also,  settlements  were  included  only  if  all 
the  defendants  settled  or  if  some  of  the  defendants  settled  and  the  charges  were  dismissed  against 
the  other  defendants.  All  data  used  to  compute  investor  losses  were  obtained  from  either  FactSet 
Data  Systems,  Inc.  or  Interactive  Data  Corporation.  All  averages  are  calculated  as  arithmetic 
means  unless  otherwise  stated.  Numbers  in  columns  may  not  always  sum  to  totals  presented  due 
to  rounding. 

1)  Includes  resolution  of  cases  which  were  identified  in  the  Dow  Jones  Newswire,  New  York 
Tones,  or  Wall  Street  Journal  between  July  1,  1991  and  May  31,  1993. 

2)  Includes  voluntary  dismissals  by  plaintiffs. 

3)  Includes  judgments  by  default. 

4)  Cases  were  selected  for  this  study  if  they  met  the  following  criteria: 

1.  The  suit  was  filed  in  federal  court. 

2.  The  named  defendants)  include  a  corporation  or  partnership. 

3.  The  plaintiff  alleged  fraud  involving  at  least  the  price  of  common  stock. 

4.  The  case  included  allegations  of  material  misrepresentations  and  omissions 
regarding  the  true  health  and  potential  of  the  defendant  company. 

5.  The  settlement  was  either  in  cash  or  a  cash  equivalent  could  be  determined. 

5)  Includes  cases  for  which  attorney  fees  could  be  distinguished  from  attorney  expenses. 

6)  Attorney  fees  are  frequently  indicated  as  "up  to"  or  "not  to  exceed"  a  particular  percentage 
of  the  settlement  value.  For  these  cases,  the  maximum  attorney  fee  awardable  was  used 
for  calculations. 
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7)  Investor  iosscs  were  calculated  for  those  cases  which  me:  the  criteria  in  note  (-)  above  and 
3  the  following: 

1.  The  case  had  a  defined  ciass  period  over  which  purchases  of  common  stock 
only  were  alleged  to  have  been  damaged. 

2.  The  ciass  period  began  on  or  after  December  31,  1984. 

3.  Data  were  available  on  daily  trading  volume,  daily  closing  price,  and  shares 
outstanding  for  the  defendant  company  over  the  relevant  time  period  from 
either  FactSet  Data  Systems,  Inc.  or  Interactive  Data  Corporation. 

Investor  losses  were  computed  in  a  manner  similar  to  the  approach  sometimes  used  by 
plaintiffs  in  computing  damages.  Briefly  stated,  this  approach  attaches  a  damage  (or 
investor  loss)  to  the  purchases  made  on  each  day  during  the  class  period.  For  shares 
bou£ht  during  the  class  period  and  held  through  to  the  end  of  the  class  period,  the  loss  per 
dollar  invested  equals  the  return  on  the  defendant's  stock  from  the  date  of  purchase  to  the 
average  of  the  five  days  after  the  class  period  ends  minus  the  return  on  an  investment  in 
the  S&P  500  Index.  For  shares  bought  and  sold  during  the  class  period,  the  loss  per 
dollar  equals  the  return  on  the  defendant's  stock  price  from  the  date  of  purchase  to  the  date 
of  sale  minus  the  return  on  an  investment  in  the  S&&  500  Index  .  The  number  of  shares 
bought  on  any  given  day  during  the  class  period  and  either  sold  on  any  given  day  during 
the  class  period  or  held  to  the  end  of  the  class  period  is  estimated  using  the  proportional 
decay  model  developed  by  John  Torkelsen,  an  expert  witness  often  used  by  plaintiirs' 
artomeys.  This  model  was  not  adjusted  for  institutional  holdings  (SEC  Form  13Fs), 
insider  holdings  or  transactions  (SEC  forms  3  and  4),  short  interest,  or  shareholders  with 
five  percent  ownership  of  the  outstanding  stock  (SEC  Forms  13D  and  13G). 

8)  Includes  cases  for  which  information  regarding  attorney  fees  and  expenses  was  available. 
Attorney  fees  and  expenses  are  frequendy  indicated  as  "up  to"  or  "not  to  exceed"  a 
particular  percentage  of  setdement.  For  these  cases,  the  maximum  attorney  fees  and 
expenses  awardable  was  used  for  calculadons. 

9)  Dismissal  for  Merrill  Lynch  &.  Company  and  Bear  Stearns. 

10)  Voluntary  dismissal  by  plaintiffs. 

11)  Default  judgment  was  against  Meyer  Blinder  and  John  Cox.  The  case  against  Blinder, 
Robinson  &.  Company  was  sealed  at  a  later  date. 

12)  All  of  die  cases  involve  holders/purchasers  of  common  stock  as  specified  in  note  (4)3. 
above.  Some  cases  involve  more  than  one  security  other  than  common  stock. 

13)  Some  cases  involve  more  than  one  advisor  as  a  named  codefendant. 

1-)     Advisor  defendants  are  law  firms,  accounting  firms,  or  underwriters. 

15)  For  a  two-tailed  test  of  statistical  significance  with  degrees  of  freedom  between  60  and  80, 
an  absolute  value  above  2.00  is  significant  at  the  95  percent  level  of  confidence  and  an 
absolute  value  above  2.66  is  significant  at  the  99  percent  level  of  confidence."   For  a  or.e- 
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j  tailed  test,  an  absolute  value  above  1.67  is  significant  at  the  95  percent  level  of  confidence 
and  an  absolute  value  above  2.39  is  significant  at  the  99  percent  level  of  confidence. 

For  a  two-tailed  test  of  statistical  significance  with  degrees  of  freedom  of  18  or  19,  an 
absolute  value  above  2.10  or  2.09,  respectively,  is  significant  at  the  95  percent  level  of 
confidence  and  an  absolute  value  above  2.88  or  2.86,  respectively,  is  significant  at  the 
99  percent  level  of  confidence.  For  a  one-tailed  test,  an  absolute  value  above  1.73  is 
significant  at  the  95  percent  level  of  confidence  and  an  absolute  value  above  2.55  or  2.54, 
respectively,  is  significant  at  the  99  percent  level  of  confidence. 

16)  This  variable  equals  one  if  a  law  firm,  accounting  firm,  or  underwriter  was  named  as  a 
defendant  and  otherwise  equals  zero. 

17)  Potential  Section  11  exposure  exists  if  there  was  a  security  offering  during  the  class 
period. 

18)  This  variable  equals  one  if  there  was  a  security  offering  during  the  class  period  and 
otherwise  equals  zero. 

19)  This  variable  equals  one  if  there  was  enforcement  action  and  otherwise  equals  zero. 

20)  This  variable  equals  one  if  a  regulatory  or  enforcement  agency  was  investigating  the 
defendant  company  and  otherwise  equals  zero. 

21)  This  variable  equals  one  if  a  defendant  company  was  ordered  or  consented  to  refrain  from 
particular  actions  by  a  regulatory  or  enforcement  agency  and  otherwise  equals  zero. 

22)  This  variable  equals  one  if  a  defendant  admitted  to  or  was  found  in  violation  of  a 
regulatory  or  enforcement  agency's  regulations  or  was  ordered  to  pay  restitution,  and 
otherwise  equals  zero. 

23)  This  variable  equals  one  if  the  defendant  company  was  a  bank  and  otherwise  equals  zero. 

2^)  Tnis  variable  equals  one  if  the  defendant  company  was  a  high-technology  firm  and 
otherwise  equals  zero. 

25)  This  variable  equals  one  if  the  case  was  filed  in  the  particular  circuit  and  otherwise  equals 
zero. 

26)  This  variable  equals  one  if  the  settlement  of  the  case  included  a  non-cash  distribution  and 
otherwise  equals  zero. 

27)  Data  regarding  plaintiffs'  damage  estimates  from  N£RA  case  files  were  used  for  only 
those  cases  which  met  the  criteria  in  note  (4)  above. 
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Mv  name  is  James  M.  Newman.  I  have  a  Bachelor  of  Engineering  degree  with 
the  highest  honors  from  New  York  University  and  also  a  Master  of  Science  degree 
from  New  York  University.  For  six  years  I  have  been  the  publisher  and  editor  of 
Securities  Class  Action  Alert,  located  in  Cresskill,  New  Jersey.  Securities  Class  Ac- 
tion Alert  researches,  compiles  and  publishes  data  on  securities  class  action  law- 
suits. Many  of  the  reports  submitted  to  this  committee  are  based  on  information 
supplied  by  my  company. 

In  order  to  determine  whether  there  is  a  genuine  need  for  litigation  reform  as  it 
pertains  to  securities  class  action  suits,  the  subcommittee  must  gather  some  basic 
information:  such  as  the  number  of  companies  sued,  the  litigation  costs  to  public 
companies  and  other  defendants  (e.g.  accounting  firms)  and  the  damage  recovery  for 
defrauded  investors. 

Unfortunately  the  data  on  various  aspects  of  securities  class  action  litigation  sub- 
mitted by  the  Big  Six  Accounting  Firms  further  clouds  the  issue  since  the  data  is 
commingled  with  other  types  of  lawsuits  and  is  therefore  misleading.  As  pointed  out 
in  the  July  1993  issue  of  Securities  Class  Action  Alert,  the  notion  of  a  litigation  ex- 
plosion is  a  myth  and  is  the  result  of  misinterpretation  of  case  filings  data.  (The 
same  fraud  results  in  multiple  case  filings  and  thus  increases  the  number  of  cases 
filed  but  not  necessarily  the  number  of  companies  sued.) 

In  a  similar  vein,  information  presented  dv  a  law  firm  working  with  the  Big  Six 
Accounting  Firms  mixes  theoretical  and  real  information  and  therefore  produces  a 
muddled  result.  For  example,  a  table  presented  to  the  subcommittee  by  the  law  firm 
is  meant  to  illustrate  the  low  damage  recovery  rate  for  investors.  However,  in  one 
of  the  cases  listed  (Wolverine  Technologies,  Inc.),  the  settlement  fund  was  not  ex- 
hausted which  therefore  means  that  those  investors  that  filed  a  claim  received  100 
percent  recovery — not  the  theoretical  12  percent  as  listed  in  the  chart. 

It  may  be  unclear  as  to  whether  reform  is  necessary  in  the  process  of  instituting 
and  settling  securities  class  action  suits  but  it's  obvious  that  the  notification  and 
claim  filing  process  for  investors  needs  improvement. 

While  the  mass  media  and  certain  special  interest  groups  may  have  created  a  stir 
by  talking  about  a  litigation  explosion  in  securities  class  action  suits,  readers  of  Se- 
curities Class  Action  Alert  were  informed  a  year  ago  (Profile  Issue/June  1992,  "Suit 
Stats,"  Exhibit  A)  that  there  was  no  such  escalation. 

The  problem  is  that  numerous  suits  based  on  the  same  or  similar  allegations  are 
being  filed  against  the  same  company.  The  vast  majority  of  these  "look  alike"  suits 
are  eventually  consolidated  into  one  suit.  For  example  in  1990,  Oracle  Systems  Cor- 
poration was  named  in  16  similar  suits  all  filed  from  March  29,  1990  through  April 
13,  1990.  On  April  29,  1990,  Judge  Vaughn  R.  Walker  of  the  Northern  District  of 
California  consolidated  all  16  cases  into  one.  Sixteen  cases  were  counted  in  the  sta- 
tistics used  in  supporting  the  erroneous  notion  of  a  substantial  increase  in  share- 
holder's suits. 

Thus,  the  real  measure  of  the  level  of  litigation  activity  can  only  be  determined 
by  counting  the  number  of  companies  sued  in  distinct  class  action  suits. 

The  number  of  companies  sued  is  substantially  smaller  than  the  number  of  suits 
filed  as  shown  in  the  following  table.  (The  year  represents  the  Fiscal  Year  ending 
September  and  is  used  to  conform  to  the  data  published  by  the  Administrative  Of- 
fice of  the  United  States  Courts). 


1989 

1990 

1991 

1992 

Number  of  Suits  Reported  by  Administrative  Office  of  U.S. 

Courts 

Number  of  Companies  Sued*  

169 

108 

4 

326 

151 

4 

256 
122. 
5 

265 
113 

*  May  be  increased  by  these  unidentified  suits  

0 

(For  an  analysis  of  th*  1992  Case  Count,  see  Exhibit  8.) 

The  next  question  is  .  .  .  why  the  increase  in  the  number  of  similar  suits  against 
the  same  company?  The  answer  is  simply  an  increase  in  the  awareness  and  aggres- 
siveness of  the  injured  investor  coupled  with  a  corresponding  increase  in  the  num- 
ber of  class  action  plaintiff  attorneys. 

Proponents  of  the  litigation  explosion  theory  also  pointed  to  the  inequities  in  the 
class  action  legal  process  and  how  it  unduly  favored  settlements.  Unfortunately, 
here  again  the  misuse  of  the  total  number  of  cases  filed  distorts  the  picture.  If  15 
cases  are  dismissed  out  of  a  total  of  200,  then  the  dismissal  rate  is  7.5  percent 
which  means  92.5  percent  are  settled  or  won  at  trial.  But  if  the  real  total  number 
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of  cases  is  only  100,  then  the  same  number  of  dismissals  (15)  means  that  the  correct 
dismissal  rate  is  15  percent  and  accordingly  the  success  rate  drops  to  85  percent. 

An  accurate  count  of  companies  having  all  class  action  suits  dismissed  is  ex- 
tremely difficult.  Salton  Maxim  Corp.  is  reported  as  having  settled  a  Delaware  class 
action  suit  (see  Profile  Issue/June  1993,  "Forum  Shopping,  Exhibit  C)  while  similar 
suits  in  Illinois  and  Pennsylvania  were  dismissed.  Do  those  dismissals  count?  In  ad- 
dition, cases  are  often  dismissed  with  the  complaints  amended  and  refiled  at  a  later 
date. 

There  has  been  criticism  of  the  information  in  Securities  Class  Action  Alert  as 
being  a  collection  of  settled  cases,  this  is  simply  ludicrous.  The  July  1993  issue  con- 
tains information  on  34  cases  that  were  settled  or  dismissed.  In  addition,  17  new 
cases  are  covered,  including,  for  example,  a  suit  filed  against  U.S.  HomeCare  Corp. 
that  was  filed  on  June  15,  1993  and  was  not  reported  anywhere  else  for  more  than 
a  month! 

So  where  exactly  is  class  action  litigation  now  and  where  is  it  going? 

The  problems  that  confront  public  companies  and  often  lead  to  shareholder  suits 
are  sometimes  unique  but  often  are  industry  wide  and  frequently  reoccurring. 

A  substantial  number  of  class  action  suits  in  the  1980's  related  to  the  unusually 
high  number  of  takeovers  and  the  question  of  fairness  of  a  target  company's  acquisi- 
tion price.  The  late  1980's  then  witnessed  the  collapse  of  the  junk  bond  and  real 
estate  markets.  Companies  who  failed  to  forewarn  investors  of  their  problems  in 
these  areas  were  promptly  sued. 

The  1990's  brings  back  a  recurring  problem — a  skittish  stock  market  where  ad- 
verse corporate  developments  have  an  adverse  effect  on  the  price  of  a  company's 
shares.  The  economy  and  the  stock  market  were  so  powerful  during  the  1980  s  that 
there  was  only  a  limited  number  of  unexpected  bad  news  announcements  and  even 
then  it  was  often  met  with  a  shrug  of  the  shoulders  by  investors.  Not  so  the  last 
couple  of  years.  Surprise  negative  news  now  leads  to  substantial  shareholder  losses 
ana  the  combination  can  lead  to  a  suit. 

Medical  and  electronic  high  technology  companies  have  a  problem  unique  unto 
their  industries.  The  half  life  of  obsolescence  for  their  products  is  now  down  to  18 
months  which  means  these  companies  are  in  a  no  win  situation  every  year  and  a 
half.  Are  they  supposed  to  admit  the  end  of  a  product's  technological  advantage  and 
lose  sales  to  competitors  or  hide  that  information  from  customers  and  the  investing 
public  and  face  a  possible  shareholder  suit  when  the  obsolete  product  finally  goes 
to  "hi-tech  heaven? 

There  was  a  blip  up  in  the  number  of  companies  sued  as  the  economy  and  the 
stock  market  faltered  in  1990  due  to  the  Persian  Gulf  War.  When  the  sun  finally 
sets  on  this,  the  greatest  bull  market  ever,  more  companies  will  delay  biting  the  bul- 
let and  releasing  the  "bad  news."  When  the  grim  reality  is  finally  revealed,  the  ac- 
tive and  assertive  investor  will  then  hit  the  button  on  his  speed  dialer  to  call  his 
class  action  attorney.  The  class  action  attorney  will  then  hit  the  button  on  his  com- 
puter. And  in  the  magic  of  this  electronic  age,  a  shareholder  class  action  suit  is  born 
within  hours  or  days  of  the  adverse  developments. 

All  the  elements  are  in  place — assertive  investors,  a  small  army  of  sophisticated 
class  action  attorneys  and  a  slew  of  idle  computers.  The  next  bear  market  will  un- 
doubtedly witness  the  real  explosion  in  securities  class  action  litigation.  The  early 
1990's  will  come  to  be  known  as  the  good  old  days. 

\ 
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In  The  News 


EXHIBIT    A 


Suit  Stats  When  is  a  securities  class  action  suit  not  a  suit? 

In  the  1980's,  the  number  of  cases  filed  each  year  fluctuated  between  90  and 
150.  Although  no  one  in  the  legal  field  (plaintiff  and  defense  attorneys, 
expert  witnesses,  etc.)  noticed  any  great  increase  in  securities  class  action 
litigation,  recent  articles  in  The  Wall  Street  Journal  (Lawsuits  Often  Follow 
When  Small  Firms  Co  Public,  1/13/92;  More  Companies  Succeed  in  Defending 
Charges  That  They  Defrauded  Investors,  4/30/92)  and  other  publications 
reported  an  unprecedented  jump  in  the  number  of  new  cases  to  315  in  1990 
and  299  in  1991.  This  sharp  increase  in  filings  while  seemingly  unbeknownst 
to  the  industry  perked  our  interest. 

An  initial  review  of  the  statistics  confirmed  our  suspicions  that  some  suits 
were  counted  more  than  once.  While  the  number  of  cases  filed  did  indeed 
increase,  numerous  suits  based  on  the  same  or  similar  allegations  were  being 
brought  against  the  same  company.    For  example,  in  1990,  Oracle  Systems 
Corp.  was  named  in  16  similar  suits  in  a  matter  of  a  few  days.  In  1991,  Soft- 
ware Toolworks  was  sued  at  least  eight  times  in  one  week.  Each  of  these 
companies  had  these  multiple  cases  consolidated  into  one  class  action  suit 
which  may  have  resulted  in  another  filing  being  recorded. 

The  number  of  non-similar  class  action  suits  filed  in  1990  and  1991  is  about 
one  half  of  the  total  referenced  above.  The  exact  count  of  independent  suits 
is  currently  being  researched  and  a  full  report  will  be  sent  to  current  subscrib- 
ers. The  question  of  -  Why  the  large  increase  in  filings  of  similar  suits?  -  will 
also  be  addressed  in  the  special  report. 

Misleading  financial  statements  by  companies  and  individuals  is  unavoidable 
but  actionable.  The  misinterpretation  of  legal  statistics  is  inexcusable. 

Quickie  How  much  time  should  be  allowed  for  an  injured  investor  to  file  a  claim  in  a 

class  action  settlement?  Answer  -  there  are  no  rules.  Most  settlements  allow 
at  least  three  months,  while  one  recent  case  (Wein  Air  Alaska)  gave  investors 
eleven  months. 

(continued  on  previous  page) 
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IBIT  B 


ANALYSIS  OF  MULTIPLE  SUITS 
FISCAL  YEAR  ENDING  SEPTEMBER  30,  1992 


Number  of  Suits  Reported 

by  the  Administrative  Office 

of  the  U.S.  Courts  265 

Number  of  Companies  Sued  113 


Number  of 
Companies  Sued  X 

1 
1 
2 
1 
3 
5 
4 
•  7 
14 

75 

TOTAL    113  265 


Number  of  Suits  Filed 

Total  Number  of 

Against  Each  Company     = 

=    Suits  Counted 

21 

21 

19 

19 

12 

24 

10 

10 

7 

21 

6 

30 

4 

16 

3 

21 

2 

28 

1 

75 
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EXHIBIT    C 


In  The  Newi 


Forum  Shopping 


It  was  at  best  a  pyrrhic  victory  for  the  lawyers  who  attempted  an  end  run  around 
the  mainstream  plaintiff  attorneys  in  the  Salton/Maxim  Housewares  class  actioa 
litigation. 

While  a  Delaware  Chancery  Court  judge  approved  the  $1,225,000  settlement  of 
the  shareholder  suit,  he  declined  to  award  any  fees  for  the  plaintifFs*  attorneys  in 
view  of  "the  Court's  serious  concerns  as  to  the  process  that  produced  the  settle- 
ment.'' Delaware  Vice-Chancellor  Maurice  Hartnett  approved  the  settlement  over 
the  objections  of  the  named  plaintiffs  in  a  similar,  earlier-filed  action  in  Illinois 
after  concluding  that  the  terms  of  the  Delaware  Settlement  were  fair  and  reason- 
able. But  the  tenor  of  his  19-page  decision  implicitly  affirmed  the  objectors' 
contentions  that  Gene  Mesh  and  Assoc.,  attorney  for  plaintifF  Joseph  De  Angelis, 
had  engaged  in  "undesirable  forum  shopping"  in  initiating  the  Delaware  action,  in 
order  to  negotiate  a  "low-ball"  settlement  with  Salton  and  grab  a  quick  fee. 

"While  there  is  nc  direct  evidence  that  either  defendants  or  De  Angelis  acted  in 
bad  faith,"  concluded  Vice-Chanceilor  Hartnett,  "the  contrast  between  defen- 
dants' lack  of  defense  to  the  De  Angelis  litigation  and  their  defense  in  the  Illinois 
action  gives  the  unfortunate  impression  that  defendants  preferred  De  Angelis  as  a 
foe."  De  Angelis's  counsel  strengthened  that  impression,  the  judge  indicated,  by 
settling  the  case  without  benefit  of  formal  discovery,  sworn  depositions,  or  the 
testimony  of  a  damages  expert,  and  by  readily  agreeing  to  the  reduction  of  an 
initial  S  1,290,000  settlement  once  Saltan's  insurer  objected. 

Vice-Chancellor  Hartnett  approved  the  settlement  despite  the  objectioners'  argu- 
ment that  its  terms  are  grossly  inadequate  and  that  the  process  by  which  it  was 
reached  was  "fatally  tainted."  He  acknowledged  that  the  proposed  settlement 
must  receive  "heightened  scrutiny"  because  of  the  deficiencies  in  the  settlement 
process.  However,  he  ruled  that  the  settlement  was  apparently  in  the  best  interests 
of  class  members  because  "it  seems  likely  that  plaintiffs  would  have  considerably 
difficulty  proving  either  liability  or  damages."  The  Delaware  settlement  represents 
a  "global  settlement"  of  all  claims  against  Salton,  including  those  pending  in 
Illinois  federal  court  and  in  other  Delaware  actions. 

The  objectioners  have  filed  an  appeal  to  Vice-Chancellor's  ruling  in  the  case, 
which  alleges  misrepresentations  in  connection  with  Saltan's  October  1991  initial 

public  offering. 

(continued  on  the  previous  page)  
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In  The  News 


EXHIBIT    C-2 


Forum  Shopping 


(continued from  backpage) 

In  refusing  to  award  attorneys'  fees,  Vice-ChanceUor  Hartnett  echoed 
objectioners'  concerns  about  the  necessity  to  discourage  "undesirable  forum 
shopping."  The  wasteful  and  expensive  parallel  litigation  initiated  by  De  Angclis 
also  "raises  the  specter  that  a  defendant  will  negotiate  a  'low-ball*  settlement  with 
an  unscrupulous  or  lax  plaintiff  in  one  forum  to  circumvent  a  vigorously  pursued 
case  in  another  forum.  While  there  is  no  direct  evidence  that  such  conduct 
occurred  here,"  the  ruling  continued,  "the  Court  cannot  look  favorably  upon 
litigants  who  unnecessarily  create  such  risks." 

The  decision  to  deny  attorneys'  fees  was  compelled,  the  judge  said,  by  the  glaring 
deficiencies  in  Gene  Mesh's  handling  of  the  litigation.  These  included  the  fact  that 
De  Angelis's  counsel  "dismissed"  the  class  action  he  initially  filed  in  Pennsylva- 
nia federal  court  without  court  approval  to  prevent  it  from  being  transferred  to 
Illinois  and  combined  with  the  earlier  litigation.  Furthermore,  the  Delaware 
complaint  falsely  maintained  that  De  Angclis  had  held  his  Saltern  shares  through 
the  end  of  the  class  when,  in  fact,  he  had  sold  them  shortly  after  purchasing  them. 
The  judge  also  found  that  the  De  Angelis  complaint  was  not  meritorious  when 
filed  because  it  alleged  only  state  common  law  fraud  claims  and  therefore  could 
not  have  been  properly  maintained  as  a  class  action.  (The  complaint  was  amended 
after  the  settlement  agreement  was  signed  to  add  federal  securities  law  claims  and 
an  additional  plaintiff) 

While  "judge  shopping"  was  eliminated  years  ago  through  various  rule  chznges  at 
the  court  house,  this  case  clearly  indicates  the  need  to  address  the  abuses  of 
"courthouse  shopping." 


Diminishing  Returns 


Class  members  to  litigation  against  Genentech  Inc.  recently  began  receiving  their 
share  of  the  $29  million  settlement  that  was  approved  in  early  1991.  The  check 
was  accompanied  by  an  explanation  from  plaintiffs'  counsel  for  the  relatively 
paltry  recovery  rate.  "We...  recognize  that  the  distribution  represents  but  a  small 
percentage  of  our  recognized  loss,"  the  letter  conceded,  then  explained  that  this 
was  due  in  part  to  the  fact  that  more  than  60,000  class  members  had  filed  claims 
for  market  losses  exceeding  S740  million. 


Those  figures  indicate  that  class  members  will  be  reimbursed  for  less  than  4%  of 
their  total  market  losses.  This  supports  what  we've  said  before:  that  sometimes 
the  largest  settlements  result  in  the  smallest  payouts  because  they  also  attract  the 
most  publicity  and  the  greatest  percentage  of  the  claims.  A  smaller  settlement  fund 
can  yield  a  bigger  return,  since  many  times  fewer  class  members  bother  to  file. 


The  plaintiffs'  attorneys  in  the  Genentech  litigation  contend  that  only  a  very  small 
portion  of  those  losses  would  have  been  recovered  if  the  case  went  to  trial.  There 
was  a  substantial  risk,  they  said,  that  plaintiffs  could  cot  establish  any  liability  at 
all;  in  addition,  a  major  portion  of  the  class's  recognized  loss  reflected  the  general 
market  collapse  of  October  1987  that  affected  all  stocks  -  not  just  Genentech's. 
The  suit  alleged  that  Genentech  and  its  executives  concealed  the  downward  sales 
trend  of  its  drug  Activase. 
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GILARDI 

&CO. 

11 15  Magnolia  Ave. 
Larkspur.  CA  94939 
415-461-0410 
FAX  415-461-0412 


June   15,    1993 

The  Honorable  Christopher  J.  Dodd 
United  States  Senate 
Committee  on  Banking,  Housing 

and  Urban  Affairs 
Washington,  DC  20610 

Re:  United  States  Senate  Hearing  -  June  17,  1993 
Dear  Senator  Dodd: 

Enclosed,  as  I  discussed  with  your  staff  last  week, 
please  find  case  statistics  for  class  actions  administered  by 
Gilardi  &  Co. 

Sincerely, 


DAG : ag 
encl. 
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ADAPTEC 

July  12, 1993 


Honorable  Christopher  J.  Dodd 
United  States  Senate 


Dear  Senator  Dodd: 

I  want  to  thank  you  for  the  opportunity  to  testify  on  securities  litigation  reform 
before  the  Securities  Subcommittee  of  the  Senate  Banking  Committee  on  Thursday, 
June  17,  1993. 

I  left  the  hearing  immediately  after  our  panel  concluded.  I  was  later  apprised  that 
Mr.  William  S.  Lerach,  in  testimony  delivered  later  in  the  hearing,  made  some  erro- 
neous charges  directed  at  my  testimony  and  at  the  litigation  in  which  Adaptec  is 
currently  involved.  I  would  like  to  respond  to  all  five  points  reviewed  by  Mr.  Lerach 
by  providing  you  and  the  committee  with  the  correct  facts  and  the  proper  context 
within  which  to  view  each  point  raised. 

1.  Mr.  Lerach  made  reference  to  a  bullish  earnings  forecast  published  in  Barron's 
on  December  3,  1990. 

The  article  was  a  standard  Barron's  type  review  of  a  successful  growth  com- 
pany for  which  I  was  interviewed  around  November  20.  All  quotes  by  me  in  the 
article  were  on  operational  and  marketing  issues.  For  example,  I  commented  on 
Adaptec  technology  called  SCSI,  explaining  its  history  and  future.  I  also  implied 
that  Adaptec  hada  leadership  position,  a  fact  corroborated  in  our  current  70 
percent  market  share  in  the  PC  market  in  SCSI.  There  was  no  new  earnings 
forecast  given  by  the  company  or  by  me  personally  in  this  article.  The  article 
merely  reiterated  the  street's  estimate  for  the  1990  quarter. 

A  second,  much  shorter,  article  by  the  same  person  who  wrote  the  first  arti- 
cle, was  published  in  Barron's  after  our  release  of  earnings  information  on  De- 
cember 10.  The  author  was  understandably  upset  by  the  turn  of  events  and  was 
critical  of  me.  His  criticism,  in  my  judgment,  is  related  to  a  sequencing  of 
events  totally  outside  my  control  rather  than  my  personally  presenting  inac- 
curate information  to  the  marketplace  as  is  alleged  by  Mr.  Lerach. 

2.  The  December  10,  1990  analyst  conference  was  held  with  Adaptec's  "favorite  an- 
alyst" according  to  Mr.  Lerach's  testimony. 

This  is  untrue;  all  the  financial  analysts  who  at  the  time  followed  the  com- 
pany were  invited.  In  fact,  on  December  11,  1990,  several  had  the  essentials 
from  the  phone  conference  on  the  business  wires  prior  to  market  openings.  Con- 
ducting phone  conferences  with  financial  analysts  is  a  standard  industry  prac- 
tice. 

3.  Mr.  Lerach,  during  his  testimony  before  the  Senate  Subcommittee,  stated  that 
I  had  sold  153,000  shares  of  my  stock  for  $3.2  million  in  the  low  20s,  just  before 
the  stock  collapsed  to  below  $10  a  share  when  the  company  lowered  revenue 
estimates. 

In  truth,  I  did  not  sell  stock  "just  before"  the  stock  price  fell  to  below  $10  a 
share.  During  the  period  between  March  12  to  March  14,  1990,  I  sold  153,318 
shares  of  Adaptec  stock.  This  was  a  full  nine  months  before  the  stock  price  de- 
cline of  concern  to  Mr.  Lerach.  For  your  information,  my  Form  4  for  this  trans- 
action was  filed  with  the  SEC  on  April  9,  1990. 

I  might  add  parenthetically  that  I  acquired  through  the  exercise  of  options 
42,500  shares  of  Adaptec  stock  on  November  12,  1990  (my  Form  4  for  this 
transaction  was  filed  on  December  4,  1990).  This  was  a  month  prior  to  the  stock 

8 rice  decrease  and  involved  the  acquisition,  not  the  sale,  of  Adaptec  stock. 
Ir.  Lerach  commented  on  my  response  to  a  question  on  whether  Adaptec  has 
made  a  Motion  to  Dismiss. 

I  am  not  a  lawyer  and  as  the  company  CEO  I  obviously  cannot  be  aware  of 
all  actions  taken  by  Adaptec's  legal  department.  I  want  you  to  be  clear  on  the 
facts  as  they  are. 

During  my  testimony,  one  of  the  Senators  asked  if  the  case  was  only  about 
generalizations  as  I  had  claimed,  couldn't  the  case  just  be  dismissed.  I  replied 
no;  and  stated  that  Adaptec  has  not  made  a  Motion  to  Dismiss. 

What  the  Senator  and  I  were  discussing  was  a  Motion  to  Dismiss  the  entire 
case.  I  am  told  that  in  order  to  dismiss  the  entire  case,  the  defendant  essentially 
must  show  that  the  complaint  does  not  state  any  facts,  under  any  interpreta- 
tion, which  could  support  a  claim.  Such  a  dismissal  is  rarely  granted.  On  advice 
of  counsel,  Adaptec  decided  instead  to  pursue  a  strategy  of  full  disclosure  of  the 
actual  facts  so  that  Adaptec  could  then  pursue  a  Motion  for  Summary  Judgment 
on  the  merits.  Mr.  Lerach's  statement  mischaracterizes  the  Motion  filed  by 


794 

Adaptec.  The  Motion  that  Adaptec  filed  merely  sought  dismissal  of  certain 
causes  of  action  for  technical  noncompliance  with  statutes. 
5. 1  would  also  like  to  comment  on  Mr.  Lerach's  highly  misleading  statements  con- 
cerning the  Federal  magistrate  judge. 

The  dispute  is  a  commercial  one,  and  a  Federal  judge  is  assigned  to  arbitrate. 
The  judge's  job  is  to  bring  economic  reality  (cost  of  fighting  the  suit  vs.  settle- 
ment) to  the  case  and  encourage  and  otherwise  prod  the  parties  to  settle.  In 
no  case  does  a  recommendation  by  the  judge  imply  guilt  of  the  defendants  and 
culpability  is  not  assigned.  Implications  to  the  contrary  by  Mr.  Lerach  are  false. 
If  you  have  any  other  questions  about  these  issues  in  general  or  the  specifics  as 
they  relate  to  Adaptec,  I  would  be  pleased  to  respond. 

Thank  you  for  helping  to  heighten  the  Nation's  awareness  and  understanding  of 
this  subject. 
Sincerely, 

John  G.  Adler 
Chairman  and  CEO 
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PUBLIC  OVERSIGHT  BOARD 

August  30,  1993 

Abraham  J,  Briloff,  Emanuel  Saxe  Distinguished  Professor 
Emeritus,  Baruch  College 

Dear  Abe: 

In  your  letter  of  August  5,  1993,  to  me,  which  you  indicate  you  have  asked  to  have 
included  in  the  record  of  the  proceedings  of  the  hearings  on  July  21  at  which  you 
and  I  testified,  you  indicate  a  continuing  belief  that  auditors  have  been  "convicted 
and  jailed  for  manifestations  of  negligence.  .  .  ."  Further  you  indicate  that  the  case 
of  Ernst  &  Ernst  v.  Hochfelder,  decided  by  the  Supreme  Court  in  1976,  indicates 
that  accountants  may  be  held  liable  under  rule  10(bX5)  for  negligence.  In  your  letter 
you  say,  "...  I  was  speaking  of  negligence  as  subsumed  in  the  opinion  of  the  Su- 
preme Court  in  Hochfelder — my  reference  to  'scienter*  should  have  demonstrated 
that  to  you."  Continuing,  you  say: 

Accordingly,  negligence  is  presumed  to  imply,  in  litigation  involving  Section 

10(b)  of  the  1934  Act,  and  SE(J  Rule  10(bX5)  thereunder, 

— That  the  financial  statements  were  false;  and 

— The  CPA  knew  of  their  falsity;  or 

— He  manifested  a  reckless  disregard  of  their  truthfulness. 

Now,  then,  with  that  clear  and  compelling  definition  of  negligence,  will  you  still 

deny,  categorically  or  otherwise,  that  no  auditor  has  ever  been  convicted  of  "neg- 
ligence"? [Emphasis  added.] 

Your  letter  simply  confirms  and  underlines  the  point  I  made  in  my  testimony 
which  you  quoted:  you  clearly  do  not  understand  the  difference  between  negligence 
and  other  kinds  of  misconduct,  namely,  intentional  misconduct  and  reckless  mis- 
conduct. The  Hochfelder  case  which  you  cite  is  authority  for  that  very  point. 

The  case  is  replete  with  references  to  that  distinction  and  that  more  than  neg- 
ligence is  necessary  for  a  case  under  rule  10(bX5).  I  will  quote  only  a  few.  The  Su- 
preme Court  specifically  stated,  ".  .  .  the  judicially  created  private  damages  remedy 
under  ^  10{b)  .  .  .  cannot  be  extended,  consistently  with  the  intent  of  Congress,  to 
actions  premised  on  negligent  wrongdoing."  (Emphasis  supplied.)  The  Court  further 
stated,  ...  we  are  quite  unwilling  to  extend  the  scope  of  the  statute  Cfl  10(b))  to 
negligent  conduct."  (Emphasis  supplied.)  The  syllabus  of  the  case,  which  summarizes 
its  holding,  says,  "The  1934  Act's  legislative  history  also  indicates  that  fl  10(b)  was 
addressed  to  practices  involving  some  element  of  scienter  and  cannot  be  read  to  im- 
pose liability  for  negligent  conduct  alone."  (Emphasis  supplied.)  It  is  worth  noting 
that  the  Supreme  Court  construed  ^  10(b)  as  clearly  connot[ing]  intentional  mis- 
conduct." (Emphasis  supplied.)  Only  later  Court  of  Appeal  cases  construed  scienter 
as  encompassing  recklessness  tantamount  to  intent. 

You  obviously  confuse  "scienter"  (intentional  wrongdoing  or  reckless  disregard  of 
its  occurrence)  with  negligence.  I  would  suggest  you  confer  with  any  student  at  your 
universit/s  law  school  who  has  had  a  course  in  tort  law  (generally  a  first  year 
course)  concerning  the  difference  between  "scienter"  and  negligence. 

The  "clear  and  compelling  definition  of  negligence"  (your  words)  you  quote  at  the 
top  of  page  2  of  your  letter  is  a  rough  definition  of  scienter,  which  the  Supreme 
Court  and  numerous  other  courts,  both  in  the  securities  context  and  otherwise,  have 
indicated  is  much  different  from  negligence. 

Finally,  I  would  challenge  you  to  submit  to  the  subcommittee  the  names  of  the 
cases  in  which  negligence  has  resulted  in  the  criminal  conviction  and  jailing  of  an 
accountant,  which  you  asserted  has  occurred. 

Your  continuing  confusion  of  negligence,  recklessness  and  intentional  misconduct, 
of  course,  further  validates  my  statement  quoted  on  page  2  of  your  letter  concerning 
the  frequent  confusion  of  jurors  concerning  the  appropriate  standard  for  judging 
auditors'  conduct  in  cases  presented  to  them. 

I  am  following  your  lead  in  submitting  a  copy  of  this  letter  to  the  subcommittee 
for  inclusion  in  the  record  of  the  hearing.  Abe,  you  are  a  long-time  friend  and  I  do 
not  wish  to  embarrass  you  in  any  way.  I  fear  that  if  your  letter,  so  clearly  reflective 
of  ignorance  or  misunderstanding  of  the  law  applicable  to  accountants,  is  published 
it  will  be  an  embarrassment  to  you.  Thus,  if  you  wish  to  withdraw  your  letter,  I 
will  gladly  request  that  this  letter  be  withdrawn. 

How  you  deal  with  this  will  to  me,  and  many  others,  be  an  indication  of  whether 
your  standards  of  scholarship  and  integrity  continue  as  they  have  been  in  the  past. 

Yours  very  truly, 
A.  A.  Sommers,  Jr. 
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June  23, 1993 

Honorable  Christopher  J.  Dodd 

Chairman,  Securities  Subcommittee  of  the  Senate  Banking  Committee 

Dear  Mr.  Chairman: 

I  wanted  to  write  directly  to  you  to  thank  you,  as  well  as  the  entire  Securities 
Subcommittee,  for  the  opportunity  to  testify  on  Thursday,  June  17,  1993,  regarding 
the  current  status  of  litigation  under  Section  10(b)  of  the  1934  Act  and  Rule 
10(bX5).  You  will  recall  that  certain  corporate  executives  testified  at  the  beginning 
of  the  hearing  complaining  that  they  had  been  subjected  to  unjustified  10(b)(5)  liti- 
gation which  was  filed  against  them  merely  because  the  price  of  their  company's 
stock  fell  10  percent  or  more.  Additionally,  Ms.  Patricia  Reilly,  an  investor,  com- 
plained about  the  small  amount  of  her  losses  she  recovered  in  two  class  actions. 
Later  on  during  the  hearing,  certain  information  came  out  which  is  very  important 
for  you  to  know,  as  it  presents  a  more  complete  picture  with  regard  to  these  com- 
plaints. I  list  them  briefly  below: 

(1)  Adaptec 

Adaptec  and  its  chairman,  Mr.  Adler,  were  sued  when  the  company  withdrew  a 
very  bullish  earnings  forecast  just  two  weeks  after  the  forecast  had  been  made  and 
the  stock  had  advanced  sharply.  Barron's  magazine,  a  well-known  national  financial 
periodical,  was  severely  critical  of  Mr.  Adler  for  presenting  inaccurate  information 
to  the  marketplace,  which  resulted  in  the  very  sharp  decline  in  Adaptec  stock  and 
harm  to  its  stockholders.  A  copy  is  enclosed.  Also,  Mr.  Adler  did  not  reveal  that  dur- 
ing the  period  he  was  alleged  to  have  engaged  in  deception  on  the  securities  mar- 
kets, he  sold  153,000  shares  of  his  Adaptec  stock  at  approximately  $22-24  per  share 
shortly  before  the  stock  collapsed  to  less  than  $10  per  share,  thus  pocketing  for  him- 
self $3.2  million  at  the  expense  of  the  market.  Other  Adaptec  insiders  also  sold  an 
additional  $2  million  worth  of  stock  during  this  period.  Charts  are  enclosed.  It  was 
these  facts  and  not  a  mere  stock  drop  that  triggered  the  securities  fraud  suit  against 
Adaptec.  And,  importantly,  although  Mr.  Adler  denied  that  his  lawyers  had  at- 
tempted to  get  the  lawsuit  dismissed,  in  truth,  his  lawyers  did  make  a  motion  to 
dismiss,  based  in  part  on  the  failure  to  plead  fraud  with  particularity,  which  motion 
was  specifically  denied  by  Judge  William  Ingram  on  July  10,  1991.  Copy  enclosed. 
Finally,  a  federal  Magistrate  Judge  fully  familiar  with  the  facts  in  the  Adaptec  case 
and  who  is  now  supervising  settlement  negotiations  in  that  case,  has  recommended 
that  the  case  be  settled  for  several  million  dollars. 

(2)  EMC  Corporation 

Mr.  Eagan,  EMC's  Chairman,  failed  to  reveal  to  the  Committee  that  part  of  the 
basis  of  the  lawsuit  against  him  and  his  company  was  that  he  sold  450,000  shares 
of  EMC  stock  at  approximately  $12  per  share,  obtaining  $5.2  million  for  himself  just 
before  the  stock  collapsed  to  about  $6  per  share.  Other  EMC  insiders  also  sold  an 
additional  500,000  shares  of  stock  getting  $4.5  million  for  themselves  during  this 
period.  Charts  enclosed.  It  was  this  massive  insider  selling  and  not  a  mere  drop  in 
the  stock  price  that  triggered  the  lawsuit  against  Mr.  Eagan  and  other  executives 
of  EMC.  In  addition,  EMC's  lawyers  made  a  request  that  the  plaintiffs'  lawyers  be 
sanctioned  for  bringing  the  EMC  case;  however,  the  district  court  after  a  full  consid- 
eration of  the  matter  refused  to  impose  sanctions. 

(3)  Intel  Corp. 

Intel  was  sued  for  securities  fraud  when  its  stock  suddenly  fell  from  $110  per 
share  to  under  $95  per  share  on  huge  volume,  when  it  was  disclosed  that  a  federal 
district  court  judge  had  found  by  clear  and  convincing  evidence  that  Intel  had  ob- 
tained a  jury  verdict  in  its  favor  in  an  important  intellectual  property  lawsuit  by 
it  against  a  competitor  (AMD  Corp.)  by  concealing  important  evidence  which  would 
have  enabled  AMD  to  win  the  case.  This  lawsuit  had  been  widely  followed  in  the 
financial  press  and  when  Intel  initially  won  the  case  in  the  middle  of  1992,  it  issued 
very  positive  publicity  about  their  victory,  stating  that  it  would  give  Intel  a  strong 
competitive  advantage  over  AMD — publicity  which  helped  to  cause  Intel's  stock  to 
double  in  the  succeeding  months.  Thus,  the  marketplace  was  shocked  when  Intel's 
fraud  and  misrepresentation  on  a  federal  court,  which  will  necessitate  a  re-trial  of 
a  multi-month  long  case,  was  exposed. 


797 

(4)  Silicon  Graphics 

Although  it  was  not  clear  from  the  testimony  given  by  Mr.  McCracken,  the  securi- 
ties fraud  complaint  against  Silicon  Graphics  was  upheld  by  the  court  as  adequately 
pleading  a  securities  Fraud  against  the  defendants.  However,  the  court  ultimately 
exercised  its  discretion  to  decline  to  certify  a  class  of  investors  under  Rule  23  of  the 
Federal  Rules  of  Civil  Procedure  and  then  directed  lawyers  for  the  plaintiff  and  de- 
fendants to  meet  and  settle  the  individual  claim  of  the  named  plaintiff. 

(5)  Ms.  Patricia  Reilly 

You  will  also  recall  that  Ms.  Patricia  Reilly  was  the  only  class  member  in  securi- 
ties fraud  cases  to  come  forward  and  complain  about  how  these  cases  are  handled. 
Ms.  Reilly  s  basic  complaint  that  she  recovered  only  a  few  cents  on  the  dollar  of  her 
losses.  Even  if  one  accepts  her  premise,  it  seems  her  argument  would  support 
strengthening  now  weakening  private  enforcement  so  that  larger  recoveries  would 
occur.  However,  in  truth,  Ms.  Reilly  ignores  a  fundamental  fact  that  was  pointed 
out  to  her  by  the  judge  in  the  Pace  Membership  class  action  when  she  objected  to 
the  settlement  there.  The  securities  fraud  statute  does  not  protect  an  investor 
against  all  the  investor's  losses!  It  only  protects  the  investor  against  losses  due  to 
the  fraud  of  the  defendant,  i.e.,  the  legally  recoverable  damages.  The  legally  recover- 
able damages  in  the  Pace  Membership  and  Tucson  Electric  cases  were  much  less 
than  the  market  losses  Ms.  Reilly  wishes  she  could  have  recovered.  If  10(b)5  per- 
mitted the  recovery  of  all  market  losses,  defendants  would  face  unlimited  liability 
to  insure  investors  against  all  losses,  which  obviously  was  not  Congress'  intent  and 
is  not  the  way  the  law  is  applied.  Thus,  by  comparing  her  recovery  in  the  case  to 
her  stock  market  losses,  Ms.  Reilly  is  comparing  apples  to  oranges.  Also,  you  should 
be  aware  that  although  she  did  not  disclose  it,  Ms.  Reilly  has  spent  her  career  work- 
ing for  two  investment  banking  firms,  A.G.  Edwards  &  Company  and  Kidder  Pea- 
body,  that  are  frequently  named  as  defendants  in  securities  fraud  lawsuits  and  are 
both  active  members  of  the  Coalition  to  End  Abusive  Securities  Suits  (CEASS) 
which  is  urging  the  Committee  to  enact  legislation  to  make  such  suits  much  more 
difficult  to  prosecute.  Thus,  it  may  be  that  Ms.  Reilly  was  not  as  disinterested  in 
these  matters  as  she  made  it  appear. 

Respectfully, 
William  S.  Lerach 
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July    6,    1993 


The  Honorable  Christopher  J.  Dodd 

Chairman 

Subcommittee  on  Securities 

Senate  Committee  on  Banking,  Housing, 

and  Urban  Affairs 
SD-534  Dirksen  Senate  Office  Building 
Washington,  D.C.   20510 

Dear  Mr.  Chairman: 

Your  staff  has  asked  for  further  information  regarding  figures 
cited  in  my  testimony  at  the  Subcommittee's  hearing  on  June  17, 
1993  on  class  action  litigation  under  the  federal  securities  laws. 

On  page  4  of  my  written  statement,  I  pointed  out  that  there 
were  "fewer  securities  class  actions  filed  in  1991  (256)  and  1992 
(268)  than  in  1974  (305)."  The  Subcommittee  staff  noted  that  the 
Securities  and  Exchange  Commission  had  cited  a  different  number  for 
such  class  ac-ions  filed  in  1991  —  299  —  in  the  appendix  to  its 
testimony.  The  staff  asked  whether  I  could  provide  an  explanation 
why  my  figure  and  the  SEC's  were  not  the  same.  The  short  answer  is 
that  the  Administrative  Office  of  the  United  States  Courts  changed 
the  date  of  the  fiscal  year  used  to  tabulate  these  cases,  and  this 
resulted  in  two  different  —  but  equally  accurate  --  numbers  for 
1991. 

The  information  in  my  testimony  was  drawn  from  Volume  15  of 
Class  Action  Reports,  published  in  July-August  1992.  I  have 
enclosed  a  copy  of  the  relevant  tables  from  that  edition,  which, 
like  the  figures  in  the  SEC's  testimony,  came  from  the 
Administrative  Office.  Because  of  this,  you  will  see  that  -- 
except  for  the  1991  numbers  —  all  of  the  figures  used  in  my 
testimony  and  the  SEC's  appendix  correspond  exactly. 

As  the  SEC  explained  in  a  footnote,  in  1992,  the 
Administrative  Office  began  using  September  30  instead  of  June  30 
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The  Honorable  Christopher  J.  Dodd 
July  6,  1993 
Page  2 


as  the  close  of  the  fiscal  year  for  purposes  of  its  tabulations. 
As  Class  Action  Reports  points  out,  however,  the  Administrative 
Office  did  recompute  some  of  the  data  for  1991  using  the  new  fiscal 
year  closing  date.  For  1991,  there  were  therefore  two  different 
totals  for  securities  class  actions  filed  —  299  for  the  fiscal 
year  ending  June  30,  and  256  for  the  year  ending  September  30. 

For  the  purposes  of  comparison  to  1992,  which  used  the  new 
calculation,  the  September  30  fiscal  year  was  obviously  more 
appropriate  and  that  is  what  I  used  in  my  statement.  Nonetheless, 
whichever  figure  is  used  —  299  or  256  —  either  is  less  than  were 
filed  in  1974.  In  fact,  to  the  extent  one  were  to  utilize  the  299 
figure  for  1991,  that  would  mean  there  has  been  more  than  a  10% 
drop  in  these  cases  in  the  past  year. 

Frankly,  this  seems  to  me  to  be  a  minor  point.  The  fact  is 
that  there  are  far  fewer  than  300  securities  class  actions  filed 
nationwide  in  a  given  year.  This  hardly  represents  an  "explosion" 
of  litigation.  Moreover,  as  the  SEC  and  Class  Action  Reports  note, 
this  small  figure  is  itself  overstated  because  many  of  the  filings 
shown  by  the  Administrative  Office  represent  multiple  complaints  in 
the  same  case  that  are  inevitably  consolidated. 

If  you  check  with  the  Administrative  Office  you  will  find  that 
their  statistics  in  fact  overstate  the  true  number  of  securities 
fraud  class  action  cases  filed  by  a  substantial  amount.  As  you 
will  recall  from  the  testimony  at  the  hearing,  when  the  stock  of  a 
widely-owned  public  company  collapses  due  to  an  apparent  violation 
of  the  securities  laws  there  are  frequently  several  class  action 
lawsuits  filed  often  in  different  parts  of  the  country  —  three  or 
four  in  many  cases  and  occasionally  more.  Because  a  civil  cover 
sheet  designating  each  of  these  individual  actions  as  a  securities 
fraud  class  action  must  be  filed  with  each  of  the  individual 
complaints,  the  Administrative  Office  counts  each  of  these 
identical  cases  as  a  separately  filed  class  action  even  though  in 
practice  they  are  soon  consolidated  into  one  case  and  prosecuted  as 
such.  We  do  not  have  any  way  of  getting  the  actual  numbers 
reflecting  the  consolidation  process  from  the  Administrative 
Office.  However,  if  we  assume  on  average  that  there  are  three 
securities  class  action  cases  filed  for  each  fraud  incident  (and 
this  is  surely  a  very  conservative  assumption) ,  then  the  number  of 
securities  fraud  class  actions  actually  being  filed  in  the  federal 
courts  is  less  than  100  per  year,  obviously  a  small  and  manageable 
number  and,  in  fact,  an  infinitesimal  percentage  of  the 
approximately  225,000  new  federal  filings  made^-each  year. 

Very^fe^iJfy  yours, 


WII5LIAM/S.  LERACH 
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1992  Federal  Court  Class  Action  Statistics 


In  1992  the  Administrative  Office  of  the  United 
States  Courts  began  using  September  30  instead 
of  June  30  as  the  close  of  the  fiscal  year.  This 
change  makes  it  difficult  to  compare  the  new 
1992  data  with  that  for  earlier  years.  However, 
the  Administrative  Office  did  recompute  some 
of  the  data  for  1 99 1  using  the  new  September  30 
closing  date. 

The  new  data  for  fiscal  year  1 992  (the  period 
closing  September  30)  show  a  33%  increase  in 
the  number  of  new  class  actions  filed,  from  897 
in  1991  to  1,196  in  1992,  compared  with  922  in 
1990  (using  the  June  30  end  date  for  that  year). 
Antitrust  class  action  filings  dropped  back  to 
their  normal  level  after  an  increase  in  1991 
(Table  5),  while  Civil  Rights  increased  some- 
what, mainly  in  other  than  employment  dis- 
crimination cases  (Table  6). 

It  appears  that  Securities  class  actions  have 
now  significantly  leveled  off,  to  256  new  filings 
in  1991  and  268  in  1992  (September  30  basis), 
compared  with  the  leap  from  1 18  in  1989  to  315 
in  1990  (June  30  basis).  The  current  level  of 


securities  filings  is  about  the  same  as  the  number 
filed  in  1975,  though  civil  filings  generally  have 
nearly  doubled  since  then.  Analysis  of  the  Ad- 
ministrative Office  Securities  printout  for  1990 
by  name  of  the  first  listed  defendant  produces 
215  defendants  for  315  cases,  suggesting  that 
about  one-third  of  the  cases  represent  multiple 
filings  of  essentially  the  same  case,  eventually 
followed  by  consolidation.  This  pattern  of  dupli- 
cative filings  is  repeated  each  year,  so  that  the 
data  may  accurately  measure  trends  over  time. 
However,  the  numbers  of  cases  actually  filed  are 
inflated  because  of  the  duplications. 

The  1 992  data  also  show  a  dramatic  increase 
in  certain  personal  injury  tort  cases  (Table  8).  In 
fact,  the  increase  in  this  one  subcategory  by  itself 
explains  the  entire  increase  in  class  actions  fil- 
ings for  1992.  We  suspect,  however,  that  this  tort 
increase  reflects  a  relatively  small  number  of 
litigations  (e.g.,  breast  implants)  in  which  nu- 
merous duplicative  suits  have  been  filed.  Next 
year's  data  may  show  whether  this  is  a  single 
year  phenomenon. 


TABLE  1 


CLASS  ACTIONS  BY  TYPE 

No.  Filed 

%  Of 

Pending 

%  of 

(1973-1991) 

Total 

1992 

Total 

Securities 

3,265 

10.2 

642 

30.2 

Antitrust 

1,684 

5.3 

56 

2.6 

Civil  Rights 

14,969 

46.9 

430 

20.2 

Labor 

1,680 

5.3 

182 

8.5 

Tort 

1,901 

■ 

6.0 

357 

16.8 

Contract 

1,821 

5.7 

99 

4.7 

Prisoner 

3,202 

10.0 

138 

6.5 

All  Other 

3,364 

10.5 

225 

10.5 

386 


801 


1992 


1992  STATISTICS 
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TABLE  2 


NUMBER  OF  CLASS  ACTIONS  FILED  AND  PENDING 


Pending* 

Total" 

Year 

Filed 

%  Change 

Ending 

%  Change 

Workload 

%  Change 

1972;: 

N/A 

N/A 

3.148 

N/A 

N/A 

N/A 

1973 

2,654 

N/A 

3.756 

19.3 

5,802 

N/A 

1974 ; 

2,717 

2.4 

4,680 

24.6 

6,473 

11.6 

1975 

3.061 

12.7 

5,184 

10.8 

7,741 

19.6 

1976 

3,584 

17.1 

5,987 

15.5 

8,768 

13.3 

1977 

3.153 

-12.0 

6,281 

4.9 

9,140 

4.2 

1978; 

2,586 

-18.0 

6,014 

-4.3 

8,867 

-3.0 

1979 

2,084 

-19.4 

5.486 

-8.8 

8,098 

-8.7 

1980;;; 

J, 568 

-24.8 

4,574 

-16.6 

7,054 

-12.9 

1981 

1.672 

6.6 

3,950 

-13.6 

6,246 

-11.5 

1982 

1,238 

-26.0 

3,263 

-17.4 

5,188 

-16.9 

1983 

1,023 

-17.4 

2.609 

-20.0 

4,286 

-17.4 

1984 

988 

-3.4 

2.241 

-14.1 

3,597 

-16.1 

1985 

971 

-1.7 

1,960 

-12.5 

3,212 

-10.7 

1986 

736 

-24.2 

1,708 

-12.9 

2,696 

-16.1 

1987 

610 

-17.1 

1.421 

-16.8 

2,318 

-14.0 

1988 

742 

21.6 

1.370 

-3.6 

2,163 

-6.7 

1989 

647 

-12.8 

1.308 

-4.5 

2.017 

-6.7 

1990 

922 

42.5 

1.4S7 

14.4 

2,230 

10.6 

1991 

930 

0.9 

1,874 

25.2 

2,427 

8.8 

Fiscal  Year  End  Changed  from  June  30  to  Sept.  30 


1991 
1992 


897 
,196 


N/A 
33.3 


1,913 
2,129 


N/A 
11.3 


N/A 
3,109 


N/A 
N/A 


'These  are  the  numbers  of  class  actions  pending  as  of  the  close  of  the  fiscal  year  (June  30 
for   1972-1991— September  30  for  1991-1992). 

"Total  Workload  is  the  sum  of  cases  pending  at  the  end  of  the  previous  year  plus  cases  filed 
in  the  current  year. 
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TABLE  3 


CLASS  ACTIONS  AS  PERCENTAGE  OF  TOTAL 

CIVIL  ACTIONS 

Pending 

Total 

Year 

Filed 

Ending 

Workload 

1972 

N/A 

3.1 

N/A 

1973 

2.7 

3.7 

2.9 

1974 

2.6 

4.4 

3.2 

1975  2.6 

:    .                    ■■  -■'      ■                             . .                        ■■■■   .:              ■■■'■■. 

1976  2.7 

4.3 
4.3  ' 

3.4 
3.5 

1977 

2.4 

4.1 

3.4 

1978 

1 .9 

3.6 

3.0 

1979 

1.3 

3.1 

2.5 

1980 

0.9 

2.5 

2.0 

1981 
1982 

0.9 

0.6 

2.1 

1.6 

1.7 
1.3 

1983 

0.4 

1 .1 

1.0 

■:1984 

0.4 

0.4. 

0.7 

1985 

0.4 

0.8 

0.6 

1986 

0.3 

0.7 

0.5 

1987 

.     ■   ■   ■            .      ■.    ■ 

1988 

0.3 

■ 

0.3 

0.6 

0.4 
0.4 

1989 

0.3 

0.5 

0.4 

1990 

0.4 

0-6 

0.5 

1991 

0.4 

0.8 

0.5 

Fiscal  Year  End 

Changed  from  June  30  to  Sept. 

30 

•1991 

0.4 

0.8 

N/A 

1992 

0.5 

0.9 

0.7 

803 
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TABLE  4 


SECURmES 

(as  pet.  of  all  class  actions) 


Year 

1972 
1973 
1974 
1975 
1976 
1977 
1978 
1979 
1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 
1990 
1991 


Filed 

% 

Pending 

N/A 

.-.'.    ■ 

N/A 

616 

235 

8.9 

631 

305 

11.2 

N/A 

258 

8.4 

N/A 

212 

5.9 

N/A 

176 

5.6 

N/A 

167 

6.5 

N/A 

100 

4.8 

N/A 

87 

:'.  ■" 

5.5 

N/A 

86 

5.1 

N/A 

151 

12.2 

N/A 

133 

13.0 

N/A 

149 

15.1 

N/A 

140 

14.4 

N/A 

118 

(5) 

16.0 

N/A 

108 

(14) 

17.7 

290 

108 

14.6 

296 

1  18 

18.2 

274 

315 

(45) 

34.2 

433 

299 

(32) 

32.2 

617 

(14) 
(17) 
(22) 
(51) 
(63) 


Fiscal  Year  End  Changed  from  June  30  to  Sept.  30 


1991 
1992 


256 
268 


(28) 
(26) 


28.5 
22.4 


N/A 
642    (63) 


% 
19.6 
16.8 
N/A 
N/A 
N/A 
N/A 
N/A 
N/A 
N/A 
N/A 
N/A 
N/A 
N/A 
N/A 
N/A 
20.4 
21.6 
20.9 
28.9 
32.9 


N/A 
30.2 


There  is  an  additional  Administrative  Office  category  titled  "RICO"  for  recent 
years,  and  some  fraction  of  those  cases  may  also  be  securities  cases.  The  RICO 
numbers  are  shown  parenthetically.    Yet  another  category  titled  "Stockholder 
Suits"  is  treated  by  the  Administrative  Office  as  a  type  of  "Contract  Action". 
See  Table  9. 


804 


MlLBERG  WEISS  BERSHAD  HYNES  &  LERACH 

800  WEST  BROADWAY 

1800  ON6  AMERICA  PLAZA 

SAN  DIEGO.  CALIFORNIA  92101-S0S0 

(619)  231-1058 
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NEW  YORK.  NEW  YORK  10119-0185 

1212)  594-5300 

FAX:  (212)  888-1229 


July     16,      1993 


MAM*    -     «A«» 
(MC  *     «*ACIOW 

n»i  <■  ****** 


FEDERAL  EXPRESS 


Honorable  Christopher  J.  Dodd 
Chairman,  Securities  Subcommittee 
Senate  Committee  on  Banking, 
Housing  and  Urban  Affairs 
SD-534  Dirksen  Senate  Office  Building 
Washington,  DC   20510-6075 

Re:   Testimony  of  Patricia  Reillv 

Dear  Chairman  Dodd: 

In  testimony  before  the  Senate  Securities  Subcommittee  on  June 
17,  1993,  Ms.  Patricia  Reilly  complained  that  in  two  class  actions 
she  was  involved  in  she  received  only  about  5  cents  on  the  dollar 
of  her  losses  and  thus  the  class  action  lawsuits  served  her  badly. 
This  is  an  inaccurate  and  misleading  charge. 

It  is  important  to  realize  that  §10 (b)  of  the  1934  Act  does 
not  permit  investors  to  recover  their  stock  market  losses,  but  only 
that  portion  of  the  loss  that  is  due  to,  or  proximately  caused  by 
the  fraud.  These  are  the  only  legally  recoverable  damages  under 
that  section  of  the  Act.  Thus,  when  Ms.  Reilly  complains  that  in 
the  Pace  Mempershjp  and  Tucson  Electric  class  actions  she  received 
only  a  small  portion  of  her  stock  market  losses,  she  is  comparing 
apples  to  oranges.  In  fact,  she  received  a  much  larger  percentage 
of  her  legally  recoverable  damages  than  she  apparently  was  aware 
of. 

Pace  Membership 

According  to  the  damages  study  prepared  by  plaintiffs' 
consulting  expert  in  Face ,  the  class  suffered  total  damages  of 
approximately  S27.7  million.  The  study  is  attached  as  Exhibit  1. 
As  you  can  see,  damages  are  calculated  on  a  weekly  basis. 


805 


MlLBERG  WEISS  BERSHAD  HYNES  &  LERACH 


July  16,  1993 
Page  2 


According  to  Ms.  Reilly's  claim  form  (Exhibit  2)  in  the  Pace 
Membership  case,  she  purchased  50  shares  of  Pace  Membership  stock 
on  four  separate  occasions.  She  did  not  sell  these  shares,  but 
held  them  through  the  relevant  period.  Her  claim  form  reflects 
that  she  suffered  a  "market"  or  "recognized"  loss  of  $1,517. 
However,  according  to  the  damage  study,  her  legally  recoverable 
damages  were  $927.  The  case  settled  for'  $9  million.  The  court 
awarded  fees  of  $2.7  million  or  30%.  Set  forth  below  is  a  chart 
highlighting  Reilly's  Pace  stock  transactions  and  potential 
damages: 


TRADE 
DATE 

SHARES 
PURCHASED 

TOTAL 
PURCHASE 
PRICE 

DAMAGES 
PER  SHARE 

TOTAL 

DAMAGES 

07/11/85 
07/22/85 
09/30/85 
04/24/86 
TOTALS : 

Rei 

50            $  824 
50            $  849 
50            $  706 
50            $  787 
200           $3,166 

lly  received  a  check  from 

the 

$  3.86 
$  4.57 
$  6.51 
$  3.62 

N/A 

Pace  Members 

$  193 
$  228 
$  325 
$  181 
$  927 

Ms. 

;hiD 

settle- 

ment  fund  after  attorneys'  fees  and  expenses  were  deducted,  of 
$250.31.  This  represented  16.5%  of  her  market  loss  of  $1,517,  but 
approximately  27%  of  her  legally  recoverable  damages  of  $927. 
Thus,  Ms.  Reilly  in  the  Pace  Membership  case,  after  paying  her 
share  of  the  attorneys'  fees  that  created  the  recovery  damages,  or 
30%.  Before  the  deduction  of  attorneys'  fees  and  costs,  Ms.  Reilly 
would  have  recovered  33.7%  of  her  legally  recoverable  damages. 

Since  the  defendants  contended  there  was  no  liability  of  any 
kind  to  the  class  in  Pace  and  that  the  class  members  had  not 
suffered  any  legally  recoverable  damages  at  all,  this  outcome  was 
a  good  one.  The  settlement  was  approved  by  Judge  Nottingham,  who 
heard  and  rejected  Ms.  Reilly's  complaints.  He  stated  to  Ms. 
Reilly: 

Well  I  guess  part  of  the  problem  is  that  nothing 
would  be  going  to  your  pocket  if  it  weren't  for  the 
plaintiffs'  attorneys  ....  You  and  the  other  class 
members  have  to  recognize:  (1)  that  your  market  loss  is 
not  the  actual  damage  that  you'd  be  able  to  prove  in 
court  anyway;  (2)  that  if  you'd  gone  to  court,  you  have 
a  substantial  risk  of  either  recovering  a  much  lesser 
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amount  based  on  defendants1  damage  theories  or  nothing  at 
all  if  you  lost  on  liability.  .  .  . 

After  obtaining  from  Ms.  Reilly  the  information  that  she  had 
invested  approximately  $3,000  in  Pace  Membership,  Judge  Nottingham 
stated: 

Alright.   So,  if  it  weren't  for  the  class  action 

device  and  plaintiffs'  counsel,  would  you  have  been  able 

to  sue  for  any  part  of  that  $3,000,  retained  your  own 

attorney,  and  come  to  court? 


MS.  REILLY: 


No. 


Tucson  Electric 

According  to  the  damage  study  prepared  by  plaintiffs' 
consulting  expert  in  Tucson,  the  class  suffered  damages  of 
approximately  $535  million.  The  study  is  attached  as  Exhibit  3. 
As  you  can  see,  damages  in  this  case  were  calculated  on  a  daily 
basis. 

Ms.  Reilly  purchased  Tucson  stock  three  times  during  the  Class 
Period.  Her  claim  form  is  attached  as  Exhibit  4.  The  case  was 
settled  for  $30  million.  The  court  awarded  attorneys'  fees  of  25%. 
The  chart  below  sets  forth  Reilly 's  purchases  and  potential 
damages: 


TOTAL 

TRADE 

SHARES 

PURCHASE 

DAMAGES 

TOTAL 

DATE 

PURCHASED 

PRICE 

PER  SHARE 

DAMAGES 

03/27/89 

100 

$4,125 

$18.46 

$1,846 

04/11/89 

100 

$3,687 

$13.58 

$1,358 

07/18/89 

100 

$2,864 

$  1.66 

$   166 

TOTALS : 

300 

$10,676 

N/A 

$3,320 

Ms.  Reilly  sold  her  300  shares  of  Tucson  Electric  on  December 
4,  1989,  obtaining  $5,080  in  sales  proceeds,  giving  her  a  market 
loss  of  $5,596.  However,  as  shown  above,  her  legally  recoverable 
damages  were  $3,320.  The  Tucson  settlement  is  currently  tied  up 
due  to  Ms.  Reilly 's  appeal  of  the  district  court's  rejection  of  her 
objection  to  that  settlement,  thus  preventing  the  distribution  of 
approximately  $22.5  million  in  settlement  proceeds  (plus  interest) 
to  the  class  members.  However,  the  claims  administrator  for  the 
Tucson  case  estimates  that  if  Ms.  Reilly' s  appeal  is  determined 
adversely  to  her  and  the  settlement  proceeds  are  finally  distribu- 
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ted  to  the  class  members,  she  will  received  approximately  $391. 
Thus,  after  deduction  of  her  share  of  the  attorneys'  fees,  Ms. 
Reilly  will  recover  approximately  12%  of  her  legally  recoverable 
damages  in  the  Tucson  case.  Before  attorneys'  fees,  she  will 
recover  approximately  15%  of  her  legally  recoverable  damages. 

The  Tucson  case  involved  additional,  unusual  factors  that  must 
be  considered.  First  of  all,  the  total  amount  of  legally  recover- 
able damages  were  extraordinarily  large  —  approximately  $535 
million.  The  reasons  for  this  exceptionally  large  damage  figure 
were  that  Tucson  stock  declined  from  $60  to  $27  per  share,  Tucson 
stock  was  very  actively  traded  and  the  case  involved  an  unusually 
long  class  period.  Thus,  under  any  set  of  circumstances,  it  was 
unrealistic  to  expect  that  class  members  would  ever  recover  a  large 
percentage  of  their  legally  recoverable  damages  in  such  a  case.  To 
make  matters  worse,  Tucson  Electric  was  teetering  on  the  brink  of 
bankruptcy  and  had  plaintiffs  pushed  for  a  larger  recovery  from 
Tucson,  it  could  well  have  resulted  in  Tucson  filing  for  bankruptcy 
—  which  could  have  resulted  in  the  stockholder  claimants  receiving 
nothing,  as  well  as  imposing  significant  harm  on  the  Tucson 
Electric  corporate  community,  including  its  employees  and 
creditors.  In  fact,  at  the  hearing  where  the  federal  district 
court  approved  the  settlement  over  Ms.  Reilly 's  objections,  the 
following  exchanges  between  plaintiffs'  counsel  and  the  district 
court  occurred: 

THE  COURT:  Well,  I'll  have  a  couple  of  questions  for  you 
later  but  I  want  to  emphasize  in  this  case,  according  to 
the  Plaintiffs'  counsel.  113.656  notices  were  sent  to 
stockholders  and  out  of  that  we  received  exactly  20 
written  objections.  .  .  . 

On  the  other  hand,  I  would  say  that  it  was  very 
commendable  to  be  able  to  settle  this  case  and  get  what 
little  money  is  available  to  be  gotten  from  an  almost 
bankrupt  utility,  in  less  than  two  years. 

I  have  been  reading  class  action  cases,  in  reading 
about  what  prior  cases  have  held,  and  particularly  the 
Ninth  Circuit  Court  of  Appeals,  on  the  fee  cases  and 
you'd  be  amazed  at  the  length  of  times,  well,  one  case  I 
read,  which  I'm  going  to  quote  from  in  a  minute,  pretty 
much  set  the  standard  in  the  Ninth  Circuit  for  common 
fund  fees,  and  lasted  13  years,  and  I  think  that  in  this 
particular  case  it  was  a  commendable  job,  under  the 
difficult  circumstances,  where  you're  facing  the  choice 
between  putting  somebody  in  bankruptcy  and  losing  every- 
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thing  or  taking  what  you  can  get  and  getting  something 
out  of  it  and  that  was  very  commendable  to  be  able  to 
settle  the  case  and  bring  it  to  this  conclusion  within 
this  period  to  time. 


Conclusion 

We  regret  that  Ms  Reilly  is  unhappy  with  the  outcome  in  the 
two  class  action  cases  where  she  was  involved.  However,  we  must 
note  that  she  was  permitted  to  object  to  both  the  settlements  and 
requests  for  attorneys'  fees.  While  the  courts  involved  rejected 
her  objections  to  the  settlements,  they  did  reduce  the  attorneys' 
fees  awarded  from  that  requested. 

Of  the  thousands  of  class  members  who  had  much  larger  stakes 
in  class  action  outcomes  than  Ms.  Reilly  not  one  appeared  at  the 
hearing  to  complain.  It  is  interesting  to  note  that  the  only  class 
member  to  come  forward  and  complain,  Ms.  Reilly,  has  been  employed 
for  years  by  two  leading  members  of  the  Coalition  to  Eliminate 
Abusive  Securities  Suits,  i.e.,  Kidder  Peabody  (a  subsidiary  of 
General  Electric)  and  A.G.  Edwards. 
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3,774,410 

2,294,000 
1,071,100 
371,300 
430,700 
441,200 
1,379,100 
1,120.300 
493,600 
322,100 
100.600 
160,300 
83,500 
312,000 
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47,300 
134,000 
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376,600 
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0 
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19,342 

30,264 
19,741 
12,403 
11,113 
12,355 
73,846 
76,140 
36,971 
27.652 
28,076 
11,636 
6,314 
33,951 
124.431 
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20,378 
72,574 
84,420 
14,957 
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34,866 
26,059 
24,141 
14,137 
41,348 
123,499 
71,316 
19,823 
47.225 
82,063 
34,043 
50,291 
43,474 
81.062 
34,984 
23,737 
43.984 
50,918 
114,008 
65,264 
46,447 
48,947 
71,096 
93,109 
1,006.243 
491,524 
449,143 
106,475 
114,420 
297,545 
175,449 
207,291 
319,947 
512,209 
566.072 
394.641 
247,606 
759,217 
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819.000 
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813.373 
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816.000 
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114.500 
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813.500 
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816.000 

J1S.730 
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415.625 

614.750 

815. 000 

314.373 

314.373 
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314.675 
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317.000 
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311.750 
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611.175 
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610.247 
89.850 
810.113 
810.247 
810.071 
610.113 
39.541 
39.936 
89.914 
89.232 
89.717 
89.910 
69.666 
89.115 
89.731 
810.194 
610.114 
810.402 
610.641 
410.899 
311.445 
311.054 
310.696 
810.757 
310.389 
610.794 
611.292 
611.106 
812.127 
612.966 
612.552 
612.178 
812.799 
813.309 
813.329 
813.044 
812.  U2 
812.304 
812.354 
812.377 
612.177 
$12,177 
612.232 
612.201 
812.533 
613.632 
313.964 
614.236 
614.140 
$13,232 
$13,719 
613.561 
$11,730 


84.723 
83.136 

84.740 
64.444 
61.669 
64.57? 
•10.149 
•10.253 
•9.650 
•9.685 
67.159 
34.929 
U.MS 
86.709 
68.312 
86.917 
66.318 
83.533 
61.390 
82.737 
64.260 
66.2*9 
43.604 
63.741 
61.646 
64.119 
63.401 
65.4*0 
64.946 
61.979 
83.616 
•4.911 
63.629 
65.951 
83.019 
83.246 
83.012 
63.196 
83.497 
81.431 
64314 
81.421 
81.954 
B1.9SS 
6k. 371 
62.071 
32.373 
62.373 
81.623 
81.013 
•2.799 
82.340 
82.118 
61.036 
81.139 
63.660 
62.643 
81.031 
81.044 
30.000 


862,287 

3167,617 
•93,541 
•57,676 
•43, COS 
844,324 
3749,771 
•764,730 
•376,071 
•273,737 
•201,637 
6119.814 
871,538 
6295,666 
80 
6141,661 
6112,633 
6236,361 
8303,044 
6101,629 
861,632 
8441,590 
8202,431 
•141,074 
•114,154 
•41,055 
61*4,952 
4701,413 
US  2, 721 
876,670 
8170,879 
8403,021 
3315,030 
8299,612 
6221,249 
6261,326 
8111,406 
373,916 
6162,616 
6173,713 
8264,099 
492,744 
490,746 
894,649 
•162,619 
•192,649 
60 
60 
81,499,839 
8327,424 
8326,194 
8496,224 
•172,965 
6629,265 
82,774,846 
81,001,383 
$1,495,900 
82,006,494 
6758,639 
80 


•6,231 

•16.411 

•11,637 

84,66* 

84,5*0 
•6.236 
6148,309 
•163,214 
•67,100 
811,160 
626.152 
621,744 
811,173 
642,112 
60 
616,820 
810,266 
611,740 
616,644 
44,079 
61,161 
640,646 
619,153 
614,611 
615,058 
81,796 
614,138 
3109,730 
619.160 
67,810 
616,646 
631,641 
•19,261 
644,714 
824,603 
•13,230 
•14,748 
•6,361 
•10,123 
6»,019 
813,327 
611,709 
911,454 
•11, 944 
623,072 
•24,338 
60 
63 
8223,232 
•41.321 
641,201 
667,865 
644,960 
891,351 
6609,944 
87M,209 
3188,837 
6261,192 
6*5,756 
SO 


8101,338 
8187.050 
3104.236 
•64,362 
•47,363 
842,760 
8939,264 
$947,944 
6443,173 
8327,097 
3231,989 
6163,558 
882,933 
8336,200 
60 
8160,481 
6143,121 
8270.121 
8321,490 
•105,903 
844,793 
8302,458 
6221,784 
3173,687 
8151,612 
846,853 
6163,310 
6811,141 
6192,  W8 
864,689 
3164.327 
8441,644 
6354,311 
$344,326 
$253,052 
8294,334 
•124,154 
685,497 
•183.136 
$200,734 
$297,424 
$104,493 
4102,200 
$104,415 
$203,491 
•217.187 
80 
80 
•1,923.111 
8346,743 
•367,595 
8764.109 
•419,043 
•720,434 
81,164,794 
•3.731,392 
81,464,737 
82,297,664 
8856,195 
60 


4  Co. 

Index 

100.00 
100.00 
107.36 
103.33 
103.26 
103.69 
96.34 
95.08 
91.39 
93.83 
95.04 
93.44 
93.85 
66.32 
92.21 
92.21 
85.64 
90.16 
91.95 
91.56 
64.57 
90.29 
94.59 
94.03 
98.37 
99.11 
101.13 
104.20 
102.37 
101.10 
99.41 
98.23 
100.17 
104.71 
103.04 
112.52 
120.51 
114.4* 
112.99 
114.7* 
121.48 
123.47 
121.03 

115.44 
114.14 
114.48 
114.34 
114.44 
114.44 
113.69 
113.21 
116.31 
124.48 
129.37 
112-09 
131.20 
122.78 
127.29 
123.63 
109.02 
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NflimMIT  DA0M8  AMITMI 
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IL1CTIIC 
BAMA6I/    UTI11TIII      8M8I8  KTBTIC* 

DAT!  VQUM  MIR        VALUf        (HAII  !»B        RITAIMD 


muni 


TOTAL 

ftlWfttf 


FLOAT  AS  Of 
a-Hor-i?  M 
23-Nar-17 

2*-«tr-r 
23*»r~87 

a-»M-i7 

27-N6T-87 

30-Mr-67 

31-*ar-t7 

01-Apr-87 
02-Apr-87 
03- Apr- 67 
M-Apr-17 
07-Apr-ir 
00-Apr-47 
09-Apr-67 
IO-Apr-17 
U-Apr-17 
14-Apr-67 
15-Apr-17 
14-Apr-B7 
K-Apr-17 
ll-Apr-87 
21- Apr- I? 
0'»pr-«7 
24-AAT-87 
17-Apr-07 
28-Apr-87 
29-Apr-IT 
30-Apr-87 
01-H«y-87 
04-«iy07 

06-H*y-07 

07-K«r«' 

08-Kiy-87 
1VM6yB7 
12-My-07 
ll-Aty-87 
l*.lUv-87 
ll-Hy-87 

20-niy07 

21-NV-07 

M-My-ST 
27-Hty07 
28-My-87 
W-Atr-17 

0WwI7 

«.jgn-87 

ca-jm-ir 

04-4m-07 
05-J^-07 
08-Jvr-ST 
09-fcn-07 
lO-Ar-87 
1  Win- 17 
II-  JW  87 
15-Jun-»7 

io-ju»-8 


,117,7% 

17,300 
10,000 
12,100 

11,100 
U.MO 
74,100 
10,700 
36.100 
8,400 
11,400 
24,200 
112,200 
70,200 
M.100 
44,400 
41,  M0 

8.900 

43,000 
S>,400 

•0,900 
31.900 

a, 300 

22,100 

24,200 

4t,400 

23,000 

97,100 

47,200 

33,400 

33,700 

8,700 

2t,M0 

47,100 

10,400 

10,700 

17,900 

41,300 

11,900 

11,200 

17,000 

21,400 

34,300 

17,200 

9,900 

37,300 

11,000 

32,700 

7,200 

•O.300 

110,200 

120,300 

20,200 

40,900 

11,300 

a, 100 

30.400 
19,900 
30,300 
71,400 
100,000 


030.750 

000.37$ 

040.730 

099.730 

030.173 

030.300 

030.373 

(37.250 

037.000 

057.000 

154.123 

•03.123 

054.300 

054.730 

013.300 

013.373 

032.300 

01.300 

004  JO0 

004.073 

0M.2M 

004.000 

953.073 

033. 730 

034. 230 

933.730 

057.300 

050.300 

000.250 

050.375 

059.373 

939. 18 

0(0.730 

030.08 

050.373 

050.375 

030.623 

HA. 500 

0M.2S0 

057.750 

037.730 

017.000 

057.80 

050.80 

000.730 

000.423 

080.500 

050.230 

057.730 

033.073 

050.38 

050.80 

037.125 

057,373 

057.1H 

057.000 

050.023 

050.075 

050.250 

050.375 


08.070 
025.070 
08.070 
08.070 
025.044 
823.644 
023.044 
023.044 
023.444 
024.306 
004.306 

*c%*  JOJV 

024.306 
024.306 

023.779 

08.779 

023.779 

08.779 

012.040 

08.940 

022.940 

022.940 

022.940 

023.303 

C23.305 

08.503 

0!3. 505 

023.505 

023.111 

08.210 

08.210 

923.r0 

03, M 

08.036 

08.036 

023.636 

08.036 

08.636 

023.141 

08.141 

023.341 

023.341 

08.341 

022.075 

022.073 

022.073 

022.073 

012.746 

022.746 

022.746 

022.746 

022.746 

023.030 

023.030 

023.050 

OZ3.0SO 

08.058 

023. IW 

023.2*9 

023.299 


033.671 
033.297 

033.672 
034.472 
033.131 
832.054 

832.731 
131.404 
031.356 
012.034 
031.759 
030.759 
030.134 
80.184 
029.721 
029.506 
020.721 
820.721 
031.560 
031.933 
812.310 
033.060 
82.98 
032.240 
W0.  74  5 
434.1*5 
033.995 

034.  m 

035.031 

035.137 

834.117 

035.907 

833.532 

834.909 

814.739 

034.739 

034.909 

934.164 

814.909 

834.409 

034.400 

833. 059 

033.909 

036. 18 

036.075 

036.550 

034.415 

035.104 

81.004 

033.119 

033.620 

034.004 

034.067 

034.317 

034.047 

(31.942 

033. 547 

033.576 

034.951 

033.076 


5, 


19.46 

59.46 

59.40 

19.44 

40.00 

40.00 

40.00 

60.00 

60.00 

17.77 

37.77 

17.77 

57.77 

57.77 

56.30 

56.38 

56.30 

54.30 

34.39 

34.39 

54.1? 

54.39 

54.19 

55.73 

53.73 

3J.73 

35.73 

55.71 

51.05 

31.05 

55.05 

55.05 

55.05 

56.04 

56.04 

56.04 

54.04 

14.04 

55.34 

51.34 

53.34 

55. 34 

55.34 

52.34 

51.34 

31.34 

31.34 

33.93 

53.93 

33.93 

53.93 

93.93 

14.47 

54.47 

34.47 

54.67 

54.47 

55.14 

15.24 

55.2* 


410,400 
0,300 

11,100 
5,000 

4,000 
9,000 
17,400 
4,700 
0,300 
14,300 
7,100 
3,600 
8,900 
14,300 
13,000 
10,300 
9,000 
13,100 
14,000 
13,000 
12,000 
7,300 
10,200 
1,200 
5,700 
11,700 
1,900 
23,100 
11,300 
0,000 
13,300 
6,200 
6,400 
11,300 
4,400 
3,000 
4,100 
10,000 
2,900 
4,400 
4,300 
1,200 
8,900 
4,200 
2,400 
9,100 
4,600 
12,900 
1,800 
24,100 
27,100 
31,700 
7,000 
12,100 
1,300 
4,80 
9,600 
5,000 
9,600 
10,400 
17,200 


0286,18 
♦399,090 
•178,350 
•166,414 
0319,000 
•371,764 
•113,831 
8262,363 
•454.  720 
0234,936 
0177,094 
•796,604 
0491,119 
894,040 
8300,110 
8884,100 
0063,432 
0425,036 
0410,200 
0183,100 
•242,320 
•337.212 
•171,236 
0183,760 
0319,650 
0190.216 
078,169 
•391,147 
•280,260 
•447,624 
0224,192 
•229,834 
8408,595 
9151,906 
8171,700 
8142,494 
0349,900 
0101,0*4 
0153,604 
0147,963 
018,932 
0299.374 
9142,422 
•86,808 
883,097 
9168,130 
0469,010 
•63,900 
8841,100 
0097,023 
•1,066,071 
0230,000 
0412,247 
0181,896 
0211,234 
0325,824 
0167,050 
0322.3a 
0643,080 
0994,174 


0171,404 
81*4,002 
018,87 
0100,81 
018,180 
801,746 

08,18 
•  18,461 
0821,717 
0118,08 

•00,147 
0177,161 
0221,712 
082,110 
818,170 
818,700 
0270,766 
017I.910 
•18,08 
•100,001 
•18,972 
•182,80 

81,803 

000,121 
0166,08 

008.491 

aws 

0170,231 
•300, 040 
S1H.942 

•  18,80 
0170,117 

08,087 
•18.18 

88,944 
•313,730 

•8,240 

004,649 

•#*#*'• 

018,110 
0170,011 
08.117 
87,074 
089,014 
0111,119 
0114,190 
040,307 
88,170 
0412,81 
05*1,601 
0114,144 
841,169 
0101,911 
0114,031 

018,111 
0*3.85 

0101,722 
049,740 
0001,680 


0437,199 
8674,092 
(306,617 
(27t,670 
•304,396 
•894,310 
•240,216 
0395,024 
•683,417 
8363,762 
•268,203 
01,174,047 
0712,851 
877,120 
•439,394 
0406,068 
•934,190 
•597,975 
(600,307 
(572,965 
•366,297 
•519,311 
0263,129 
0278,893 
(323,600 
•200,707 
•1,246,993 
0646,164 
(435,475 
(760,173 
(300,114 
(300,044 
0679,132 
(232,043 
(201,928 
(231,370 
•373,630 
0164,342 
0150,233 
0137,559 
0207,750 
1469,607 
0224,749 
0143,804 
0563,311 
0201 ,669 
•784,016 
•104,267 
01.367,078 
01,300,754 
•1,661,672 
(374,266 
(653,416 
(290,(14 
(335,257 
(113,342 
(161,405 
(104,090 
(1,045,820 
(1,557,816 
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EUCTIIC 
DANAtt/     UTILIT1U       IHMII  HTnTICH 
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UUIM 


TOTAL 
MW1E 


i7-j»rir 

33,900 

MB.37S 

623.299 

833.076 

55.24 

14,100 

8494,68 

81  J.  164 

8807,794 

18-JUY-I7 

11,600 

656.373 

832.299 

833.074 

55.14 

3,700 

8199,956 

6184,724 

8326,682 

i»-j«i-ir 

13,300 

831.123 

823.577 

834.348 

31.90 

3,900 

8114,745 

81,669 

•216,354 

22-Ajt-IT 

14,900 

158.500 

•8.177 

834.923 

55.90 

6,300 

•219.994 

8118,194 

6358,370 

21-Jun«67 

21,800 

6M.300 

623.377 

•34.923 

55.90 

3,500 

6192,040 

Mil,  m 

618,84 

813,314 

24-Jwn-67 

10,000 

838.373 

•23.377 

634.798 

35.90 

3,100 

9177,480 

387,346 

»-Jun-l7 

14,100 

851.621 

18.577 

835.048 

53. 9C 

6,600 

6231,80 

1147,111 

9378,842 

24-j^-l? 

10,400 

831.300 

823.712 

834,784 

54.22 

3,200 

8180,901 

8112,501 

•293,409 

29-Jun-67 

8,100 

858.375 

68.712 

834.663 

34.22 

6,600 

8221,824 

•117,741 

859,564 

30-Jur>-67 

14,300 

836.230 

88.712 

634.538 

56.22 

6,700 

8231,411 

•141,48 

•372,911 

oi-jui-ir 

10,900 

Ml.  100 

623.712 

834.768 

54.22 

2,800 

697,412 

80,294 

8157,470 

oi'Jui-ar 

t.aoo 

656.250 

823.412 

634.838 

55.31 

2,500 

687,100 

84,119 

8141,213 

04- Jul -IT 

IB,  AW 

658.230 

•23.412 

834.838 

55.51 

7,200 

8330.848 

•117,002 

6407,630 

or-jgt-ir 

23,700 

856.000 

623.412 

634.568 

55.51 

6,000 

1207,540 

•117,7*1 

8335,278 

08-JW1-I7 

14,900 

8M.173 

623.412 

634.963 

35.31 

3,800 

8132,8a 

«8,!« 

8216,441 

09- Jul '87 

177.900 

857.500 

823.412 

834.068 

S3. 31 

32,600 

81,118,1(2 

MW.K4 

81,776,547 

ie-jui-r 

17,300 

•58.000 

•8.307 

834.693 

33.26 

9,600 

8333,024 

•84,876 

1537,099 

13-Jul-IT 

11,700 

837.423 

•23.307 

834.318 

33.26 

3,000 

6102,960 

81,82 

3164,612 

14 -Jul- 87 

94,000 

837. JOO 

•23.307 

834.193 

33.26 

24,290 

6827,391 

6490,650 

81,318,041 

lS-Jul-4/ 

11,100 

636.730 

623.307 

•33.443 

35.24 

1,400 

8160.176 

1188,013 

•282,369 

16-Jul-W 

10,400 

856.123 

•8.307 

832.816 

33.-4 

7.900 

8259,278 

•1)7,110 

•397,088 

17- Jul -17 

17,600 

853.173 

•8.193 

832.662 

54.99 

7,100 

8232,021 

818,120 

9333,148 

20-Jul-87 

43, tOO 

69S.J75 

623.191 

832.162 

54.99 

11,400 

8366.852 

618.258 

9553,110 

11 • Jul •IT 

73,100 

683.250 

633.193 

832.067 

54.99 

19,200 

6415,332 

8210,061 

9921,633 

22-Jul-l? 

10,400 

955.42! 

88.193 

•32.432 

54.99 

2,700 

617,561 

81.430 

•132,991 

lS-Jul-17 

11,100 

654.000 

88.191 

632.607 

54.99 

3,100 

6101,711 

86,979 

•156.664 

24 -Jul -87 

44,000 

656.625 

•22.683 

•33.740 

54.24 

11,500 

8388,010 

811,421 

6404,431 

17- Jul -17 

28. 530 

855,875 

822.885 

832.990 

54.26 

7,400 

8244,116 

4111,041 

6375.169 

ll-Jul-17 

12,800 

636.230 

•22.185 

833.365 

54.26 

3,300 

6110,068 

81,187 

8171,275 

»-Jul-87 

20,200 

836.125 

•22.885 

83.240 

54.26 

3,300 

8174,171 

•98,427 

8271,599 

JO-Jul-K 

21,600 

835. 900 

•22.165 

•32.615 

34.26 

5,700 

8183,877 

84,81 

1282,498 

)1-,'ul-87 

17,200 

833.  J73 

622.605 

•32.370 

34.07 

4,500 

8146,565 

•71,744 

6222,311 

co-nuri? 

27,300 

855.623 

•8.KS 

832.820 

54.07 

7,300 

•89,566 

918,741 

8365,347 

04-Au»-87 

33,400 

856.300 

•8.103 

653.693 

54.07 

6,000 

8296,471 

8166,444 

•441,916 

OS-AUf-87 

a,  ooo 

656.123 

•22.803 

83.320 

54.07 

12,600 

8419,832 

889, 263 

8449,093 

04-Auf-l7 

13,300 

684.173 

622.803 

634,070 

54.07 

5,600 

8299,116 

8171,911 

•471,734 

07'Aufl7 

13,100 

637.123 

822.744 

634.379 

33.73 

8,700 

6299,104 

9196,18 

•475,230 

10-AUS-87 

25,200 

837.425 

•22.746 

•34.679 

33.93 

6,600 

8230,208 

6141,096 

8371,304 

11-Auj-|7 

69,  4O0 

U6.12S 

622.744 

635.379 

33.93 

16,400 

8450,992 

•419,007 

81,060,999 

1l-«u|-37 

42,400 

656.875 

622.746 

•34.129 

53.93 

11,300 

•408,249 

8272,668 

8460,929 

13-AUB-I7 

U.4O0 

660. COO 

822.746 

637.254 

33.93 

11,800 

6439,530 

819,74} 

•  759,293 

U-Auf-B? 

42,000 

661.000 

823.729 

•37.271 

56.26 

11,200 

8417,424 

819,762 

•728,186 

17-Aug-t7 

14,600 

840.625 

(8.729 

•36.894 

56.26 

4,400 

•162,340 

9111,409 

•260,769 

IB-AUf-B? 

31,000 

859.173 

•23.729 

•34.146 

56.26 

13,600 

6491,640 

837,410 

•629,250 

I?-M1T 

23,700 

659.673 

88.729 

•34.146 

56.26 

6,300 

•227,743 

81)7,039 

•384,784 

lO-Aug-17 

24.500 

659.750 

623.729 

834.021 

54.26 

6,500 

8234,130 

618,394 

•394,524 

11-AUJ-A7 

44,100 

839.730 

•8.835 

•35.895 

54.54 

12,000 

8430,680 

8290.381 

•721,231 

2t-Aug-87 

127,900 

•M.210 

•8.855 

•34.393 

54.54 

34,400 

•1,183,016 
6532,304 

6714,320 

•1,897,536 

2S-AU8-I7 

!*,*» 

651.875 

623.652 

635.020 

54.36 

15,200 

6336.331 

•868,842 

M-Aug-17 

23,600 

•51.623 

623,83} 

•34.770 

54.36 

6,400 

828,  $28 

81)7,401 

•359,929 

27-AU8-87 

17,100 

617.623 

S23.855 

•33.770 

56.56 

4,100 

8162,096 

•8,911 

8256,024 

It-HjQ.g? 

17,600 

637.250 

623.647 

•33.343 

54.16 

4,100 

•161.088 

1*0,78 

8231,631 

SI-Aui-IT 

23,200 

859.000 

•23.687 

•35.313 

54.16 

6,300 

8222, 413 

•141,686 

•343,139 

01-Mp-IT 

11,400 

Hi.  503 

823.687 

834.813 

36.16 

3,600 

8201,896 

•18.144 

8327,042 

01-6W6T 

12,000 

856.123 

•23.667 

834.438 

36.16 

3,200 

•110,208 

87,68 

8177,836 

03-84P-87 

17,800 

837.875 

823.44? 

634.168 

56.16 

4,800 

•164,112 

89,942 

•262, 074 

04-6»p-67 

413,200 

656.125 

623.687 

834.438 

56.16 

133,300 

64,597,740 

62,796,114 

67,376,664 

OS-ltf-17 

161,000 

835.875 

•23.687 

832.168 

56.16 

43,900 

•1,477,521 

8749,441 

•2,237,962 

09-8tp>87 

147,000 

656.123 

•8.687 

632.438 

16.16 

41,100 

61,333,284 

•48,212 

•2,032,536 

•514,118 

10-B«p-67 

37,100 

666.123 

•29.687 

632.438 

54.16 

10,400 

6337,376 

•18,742 

11-6tp-87 

18,400 

654.123 

•22.449 

633.476 

33.70 

1,000 

•267,840 

•144,303 

8414,145 

H-Mp-IT 

11,900 

684.123 

622.449 

633.476 

33.70 

3,600 

•120.328 

846.490 

•187,018 

819 


iucm  uktiic  ran  corwrr 

mfUMMIT  WW  A8A173 It 

6*MM3tS  MHO  OH  I  •  MT  VIB  Hid;  USEO.T  6ft?  EL8CTRIC  UTtllTlIt  two 

FLOAT  It  HID  m  fNAMl  OUTfTAMOtM  M  OF  NC  SI,   1987 

FLOAT  HOT  AOJU6T8D  Ftt   IB6I0EI  T8JUKACTI0M;   IMTITUTIOMAL  HOLBIKS 

fc*  rtunirft  colmul  oilt 

FOR  tCniOCIT  MWOKI  WEEO.T 

llf 

tucnuc 

DAMAGE/     UTILITIES       *KUE(  KTHTIOH 

0*TI  VOLUME  MICE         VALUE         SNMI  IMBCX        IE  TAJ  KB 


(8UIU6 


TOTAL 
OAMAGE 


15-(«p-67 

i6-(«p-(7 

18-(«p-87 
21-6«p-87 
22-MM7 
2S-Hp-37 

2A-m>-«7 

25-(«p-97 
28-*p-87 
29-  Sap-17 

30-Up-87 
01-Oet-87 
02-Cct-S7 
OS-Oet-67 

06-oct-ar 

07-0ct-87 

oe-oct-87 

09-0efl7 

12-0et-87 

13-OM-87 

H-Oet-87 

15-0et-37 

16-0et-87 

19-Oct-87 

M-Oct-87 

H-Oet-67 

22-OCI-67 

23-0ct-87 

26-0ct-67 

27-0et-87 

2S-0ct-87 

29-Oet-87 

J0-Oet-87 

02-NOV-67 

03-UOV-87 

04-MW87 

OS-Mov-87 

O6-D0V87 

09-Mav«7 

IO-Nov-87 

11-IOV-S7 

12-Mo*-«7 

IS-Nov-87 

16-Nev-87 

17-MSV-S7 

18-MOV-87 

19-IWV-37 

20-*J*-67 

23-6ev-87 

24-MCV-B7 

2S-B«v87 

27-MOV-87 

M-Miw87 

01 -0«c-67 

02-OK-87 

03DtC-67 

04-0tc-67 

07-BK-87 

36-9.C-67 

09-B«c-S7 

10-0tc-87 


19.A00 
22,200 

15.700 
29,200 
H,700 
140,300 
27,900 
14,800 
43,700 
26,300 
10,600 
44,000 
14,500 
32,900 
36.300 
22,500 
81,000 
16,200 
31,300 
21,000 
12,400 
61,600 
53,700 
43,900 
62,200 
79.400 
118,300 
36,800 
27,500 
27,600 
29,900 
16,300 
67,800 
30,900 
26,700 
23,600 
19,500 
23,900 
14,300 
19,300 
39.700 
19,900 
32.1O0 
19,800 
33,000 
21,900 
48,300 
33,700 
39,600 
170,300 
43,200 
31,200 
7,900 
31,900 
19,400 
49,000 
41,700 
28.100 
71,400 
7*, 600 
188,400 
157,100 


856.625 

856.625 

1*6.500 

855.875 

856.000 

897.000 

836.7M 

896.375 

896.250 

856.750 

836.625 

856.125 

896.675 

857.000 

896.875 

856. 625 

856.500 

856. 500 

896.500 

896.250 

857.750 

898.000 

857.125 

896.290 

651.000 

852.000 

896.000 

(54.500 

854.750 

853.500 

833.625 

853.750 

854.875 

855.125 

854.500 

894.125 

354.123 

654.875 

855.000 

(55.000 

853.875 

853.625 

853.625 

853.750 

894.500 

854.500 

854.625 

854.250 

854.625 

853.375 

854.500 

853.750 

853.375 

852.375 

852.875 

»  53.250 

853.000 

852.875 

852.675 

•51.290 

891.500 

890.875 


822.649 

822.649 

822.649 

822.577 

822.527 

822.527 

822.527 

822.527 

822.649 

822.649 

822.649 

822.649 

822.649 

822.603 

822.603 

822.603 

822.603 

822.603 

822.894 

822.894 

822.894 

822.894 

822.894 

823.771 

823.771 

823.771 

823.771 

823.771 

822.063 

822.063 

822.063 

822.063 

822.063 

821.481 

821.481 

821.481 

821.481 

821.481 

822.033 

622.033 

822.033 

822.033 

822.033 

822.008 

822.008 

822.006 

822.008 

822.006 

821.681 

821.881 

821.881 

821.881 

821.616 

821.616 

821.616 

821.616 

821.616 

821.202 

821.202 

821.202 

821.202 

821.202 


833.976 
833.976 
833.851 
833.348 

833.473 
834.473 
834.223 
833.848 

833.601 

834.101 

833.976 

833.476 

834.226 

834.397 

834.272 

834.022 

833.897 

833.897 

833.606 

833.356 

834.856 

835.106 

834.231 

832.479 

827.229 

828.229 

832.229 

830.729 

832.687 

831.437 

831.562 

831.687 

832.612 

833. 644 

853.019 

832.644 

832.644 

833.394 

832.967 

832.967 

831.842 

831.592 

831.592 

831.742 

832.492 

832.492 

832.617 

832.242 

8K.ru 

831.494 
832.619 
831.869 
831.759 
830.759 
831.259 
831.634 
631.384 
831.673 
831.673 
830.048 
830.298 
829.673 


53.70 

53.70 

53.70 

53.41 

53.41 

53.41 

53.41 

53.41 

33.70 

53.70 

53.70 

53.70 

53.70 

33.59 

53.59 

53.59 

53.59 

53.59 

54.26 

54.28 

94.28 

54.28 

54.28 

56.36 

56.36 

56.36 

56.36 

56.36 

52.51 

52.3" 

52.31 

52.31 

52.31 

50.93 

50.93 

50.93 

50.93 

50.93 

52.24 

52.24 

52.24 

52.24 

52.24 

52.16 

52.13 

52.18 

52.18 

52.18 

51.88 

51.88 

51.88 

51.68 

51.25 

51.25 

51.25 

51.25 

51.25 

50.27 

50.27 

50.27 

50.27 

50.27 


5.500 
6,200 
4,400 
8,200 

4,100 
39,800 
7,900 
4,100 
12,400 
7,500 
3.000 
12,800 
4,100 
9,400 
10,400 
6,400 
23,300 
4,700 
9,000 
6,100 
9,400 
17,800 
13,600 
12,800 
18.100 
23,200 
34,700 
10,800 
8,100 
8,100 
8,800 
4,800 
20.100 
9,200 
7,900 
7.000 
5,800 
7,100 
4,300 
5,800 
11,900 
5,900 
9,700 
5,900 
9,900 
6,600 
14,500 
10.100 
11,900 
51.700 
13,100 
9,500 
2.400 
9,700 
5,900 
15,000 
14,900 
8,600 
22,000 
24,300 
98,600 
49,200 


1166,890 
8210,676 
8148,940 
8273,470 
6137,227 
61 ,371 ,906 
(270,338 
3138,783 
$414,6*0 
8255,750 
8101,940 
8428,546 
6140,343 
(323,360 
8356,408 
8217,7211 
(789,870 
8159,330 
8302,490 
8203,496 
8327,684 
8626,958 
8533,968 
6415,744 
8492,863 
8654,936 
31,116,381 
8331,884 
8264,789 
(254,664 
8277,728 
8152,112 
8659,481 
t309,488 
(260,856 
(228,480 
8189,312 
8237,069 
8141,771 
8191,226 
8378,896 
8186,381 
6306,40 
8187,266 
8321,651 
8214,434 
8472,990 
8325,624 
8389,606 
61,628,033 
8427,322 
8302,765 
176,224 
,8296,372 
3184,434 
8474,450 
8467,562 
6272,362 
8696,740 
8730,215 
61.775,580 
81,459,764 


8108,  in 

6110,460 

6*4. 175 

6161,848 

»7*,8*7 

1*6*  ,66* 

8116,966 

I7t,l36 

8*11,910 

»1*7,1W 

•M.392 

til*, 277 

W1.I14 

(16*. 3*6 

t»06.(*1 

1114,643 

6646,925 

IM.B43 

(169,200 

(110,827 

1187.545 

U85.I18 

(119,136 

(216,178 

810,066 

8*W,59t 

8978,90* 

3113,33* 

(131.652 

(111,319 

31*6,611 

(79,142 
8330,686 
3136,779 
(1*6,995 
8107,660 

619,20* 
3118,563 

871,093 

8*6,026 
(171,2*9 

(6J.H0 
611*. *71 

8*6,521 
(136.643 
6184,046 
•W.W 
(136,404 
(191,231 
67*6, 019 
8298,453 
3138,113 

813,980 
31*2,832 

879,023 
82*6,369 
•201,943 
8113,694 
82*6,817 
(271,2*2 
8674.222 
(5*9.442 


(292.062 
(331,136 
(233,115 
8421,718 
8212,824 
62,172,470 
(425,904 
8217,321 
(647,669 
8403,035 
8160,192 
(663,821 
8222,137 
(511,946 
(562,259 
8342,391 
(1,234,795 
(248,373 
(471,690 
(314,323 
(525,229 
(1,010,476 
(844,224 
(633,872 
(675,928 
8913,534 
81,694,289 
(485,422 
(396,441 
(369.963 
(404,543 
(222,274 
8989,967 
(466,267 
8367,853 
(336,360 
8278,520 
8355.634 
8212,864 
8287,252 
8554, 18S 
3271,891 
(445,396 
8273,787 
(478,294 
3318,480 
6705,981 
8482,028 
3561 ,637 
82,354,092 
8635,775 
(441,878 
8110,204 
8421,204 
8263,457 
8683,019 
8669,505 
8388,056 
8991,357 
81,002,457 
(2,449.602 
61,986,206 


820 


tucsw  tucrtic  kwi  coppamt 
ntuHHumr  mww  Muu.ni! 

DAMAGES  6ASD  06)  i  '  MY  AFTER  Pita;  KBIT  UP  ELECTttC  UTILITIfl  II 
FLOAT  It  UKB  OH  SMtlt  0UT8TAMM8S  U  Of  KC  )1,    19(7 
FLOAT  KIT  ADJUSTS  FOR   ISS1DER  TIAJSACTIOM;   IMTITUTIOMAL  MOLDINGS 
FW  PLAIITirF'l  COUNSEL  ONLT 


FOl  SETTLEMI 

MT  FUtPOSE 

t 

WEEKLY 
8  8  P 

ELECTRIC 

8AMAG17 

UTILITIES 

1IUIEI 

RETEMT10M 

■UIM    . 

TOTAL 

DATE 

VOLUME 

•ties 

VALUE 

SHAKE 

INDEX 

RETAINS) 

OAMGE 

MS46E 

DAMAGE 

11  -&«c-d7 

10.800 

(31.125 

820.996 

$30,129 

49.78 

9,700 

8292,261 

•164.143 

8398,624 

14-D*C-87 

31,700 

831.230 

820.996 

830.254 

49.78 

10,900 

8329.723 

•111, Ml 

8451,606 

15-0.C-87 

J9,900 

851.625 

830.996 

830.629 

49.78 

12,500 

8382,675 

81*4.116 

6529,093 

16-0.C-87 

42,400 

851.750 

820.996 

830.754 

49.78 

13,400 

$412,050 

•117,761 

8569,811 

i7-D*e-87 

55,100 

851.7S0 

820.996 

830.754 

49.78 

17,500 

8538,123 

8246,219 

$7*4,344 

1«-D«c-S7 

V3.800 

851.675 

821.084 

830.791 

49.99 

29,700 

8914,4*1 

$188,744 

81,270,229 

21-0*c-87 

72,900 

851.000 

821.  OH 

829.916 

49.99 

23,200 

8694, 144 

$*•,>*• 

8946,393 

22-0K-67 

47,900 

850.250 

821 .064 

829.166 

49.99 

21,600 

8630,072 

$617.8*4 

8847,956 

23-DW-67 

101,900 

850.875 

821.064 

829.791 

49.99 

32,600 

8971,154 

UM.16* 

81,321,323 

24-DK-87 

20,300 

851.000 

821.164 

$29,836 

50.16 

6,500 

8193,960 

•98.7W 

8264,689 

2S-D«c-87 

22,700 

830.875 

821.164 

829.ni 

50.18 

7,300 

8216,863 

$78,141 

8295,024 

29-D*c-87 

1S.700 

851.000 

821.1(4 

829.836 

50.16 

6,000 

•179,040 

•jtf.MI 

$244,301 

S0-Dic-87 

38,500 

850.873 

821.164 

829.711 

50.18 

12,400 

8366,404 

•UI.6S7 

8501,241 

31-0»c-87 

20,700 

850.750 

820.966 

829.784 

49.71 

6,700 

8199,526 

•W.S71 

8270,098 

M-jwi-aa 

•2,400 

851.000 

820.966 

$30,034 

49.71 

26,600 

8796,79« 

$2*?, 194 

81,087,994 

04-  Jin-88 

30,900 

851.250 

820.966 

830.264 

49.71 

16,400 

8496,5*2 

•183.72* 

8680.321 

06- Jin- 88 

112,700 

851.500 

820.966 

830.534 

49.71 

36,600 

•1,117,398 

$*1?,37» 

81,536,776 

07-j»n-88 

12,700 

851.750 

820.966 

$30,764 

49.71 

4,100 

8126,196 

8*6.510 

8174,708 

OB-jin-iS 

22,200 

851.875 

821.789 

830.086 

51.66 

7,200 

8216,646 

8«,BS4 

8302,502 

11-J»n-68 

44,700 

852.000 

821.789 

830.211 

51.66 

14,600 

8441,066 

8175, 1*4 

8616,432 

12-J«n-6B 

34,000 

852.125 

821.789 

$30,336 

51.66 

11,100 

8336,774 

MM, 252 

8472,026 

13-Jan-aS 

11, WO 

852.375 

821.789 

$30,566 

51.66 

6,000 

8183,540 

878,078 

8258,619 

14-J«t-8S 

29,700 

852.750 

821.789 

$30,961 

51.66 

9,700 

8300,312 

8118,613 

8426,145 

15-Jn-M 

33,100 

853.250 

821.409 

$31,841 

50.76 

10,600 

$343,872 

81*7,777 

$491.6*9 

18-J«r.-» 

3,900 

853.500 

821.409 

$32,091 

50.76 

1,900 

$60,971 

$17,004 

887,977 

19-J«n-68 

62,200 

854. 000 

821.409 

$32,591 

50.76 

20,400 

8664,836 

8)8*, Sit 

8964,395 

20-J«n-S 

49,400 

854.250 

821.409 

$12,841 

50.76 

16,200 

$532,008 

8244,0*7 

8776,105 

2i-jtn-aa 

42,200 

854.750 

821.409 

$33,341 

50.76 

13.900 

$463,426 

8218.666 

8662,114 

22-Jin-88 

28,800 

854.750 

821.932 

$32,818 

52.00 

9,500 

$311,790 

8146,047 

$460,837 

25- Jin-88 

13,300 

835.500 

821.932 

833.568 

52.00 

4,500 

$151,065 

874,441 

$225,710 

26- Jin- 88 

18,400 

836.125 

821.932 

834.193 

52.00 

6,100 

8208,559 

8117,241 

$315,820 

27-Jwt-at 

11,500 

856.375 

821.932 

834.443 

52.00 

3,600 

$130,872 

848,449 

$199,321 

28-Jtn-U 

29,900 

856.730 

821.932 

$34,818 

52.00 

9,900 

$344,718 

$183,473 

$528,391 

29-jn-aa 

31.300 

858.375 

822.725 

$35,650 

53.86 

10,400 

$370,760 

8218,1*9 

$565,959 

oi-F«b-ea 

29,000 

858.750 

822.723 

$36,023 

53.68 

9,600 

$345,866 

82*6,931 

$551,819 

02- Pib-aS 

79,900 

838.750 

822.725 

$36,025 

53.88 

26,600 

$956,398 

854*, 209 

$1,527,607 

03-F*-88 

24,200 

858.000 

822.725 

$35,275 

53.88 

8,100 

$285,766 

•141, 17J 

$447,941 

M-Ftb-aa 

35,600 

$57,750 

$22,725 

$35,025 

53.88 

11,900 

$416,657 

8234,064 

$650,953 

OS-Fib-88 

29,800 

857.623 

822.822 

$34,803 

54.11 

9,900 

8344,520 

81*3,244 

$537,766 

08-Fib-88 

15.50C 

857.875 

822.822 

835.053 

54.11 

5,100 

$178,755 

81*1,2*8 

$260,040 

cw-Ftb-aa 

8,400 

857.750 

$22,622 

$34,928 

54.11 

2,800 

897.604 

Ml, 064 

8152.868 

lo-Fib-ae 

17,700 

856.250 

822.822 

835.428 

54.11 

5,900 

$209,037 

8124.94* 

8330.001 

11 -Fib-  88 

11,700 

858.000 

822.822 

$35,178 

54.11 

3,900 

$137,202 

678,374 

8215,376 

12-F«b-86 

26,200 

837.000 

822. 839 

834.161 

54.15 

6,600 

$300, £08 

8141,240 

8*62,848 

16-Fib-M 

23,500 

857.230 

822.839 

$34,411 

54.15 

8,500 

$292,465 

8141.178 

8453,663 

17-Fab-Ba 

11,400 

857.625 

$22,639 

834.786 

54.15 

10,500 

•365,295 

•284,410 

8569,905 

18-fib-» 

39,700 

837.373 

$22,639 

$34,536 

54.13 

13,300 

•459,362 

$214,149 

8713,531 

iv-Fib-aa 

31,500 

857.625 

$22,363 

$35,242 

53.07 

10,600 

$373,344 

828*,416 

8563,162 

22-F*b-88 

17,000 

857.750 

822.363 

$33,367 

53.07 

5,700 

$201,609 

8114,403 

8316,012 

23-  '*>■  88 

24,200 

857.875 

822.183 

$35,492 

53.07 

8.200 

$291,016 

8144,486 

8455,704 

24-Ftb-SB 

37,000 

859.000 

822.363 

$36,617 

53.07 

19,300 

$706,766 

•424,740 

$1,133,506 

23- Fib- 88 

33,800 

859.250 

$22,363 

$36,867 

53.07 

12,100 

•446,127 

•274,0*2 

8720,219 

26-FA-88 

72,500 

859.375 

$22,451 

$36,924 

53.23 

24,600 

•908,232 

8340,838 

$1,469,070 

29-Ftf>-S8 

43,200 

859.625 

$22,451 

837.174 

53.23 

15,400 

8572,418 

8387,704 

8930,124 

01-M«r-88 

19,900 

859.375 

$22,451 

836.924 

53.23 

6,800 

8251,056 

81U,34i 

S*  05. 401 

02-Kar-H 

34,300 

859.250 

$22,451 

836.799 

53.23 

11,700 

•430,560 

8241,4*5 

8694,255 

03-N*r-88 

68,900 

859.125 

822.451 

836.674 

53.23 

23,500 

8861,745 

8514,744 

81,386,511 

M-Mir-88 

42,000 

859.125 

$22,269 

836.856 

52.80 

14,400 

8530,784 

8333,131 

$833,915 

07-Mr-a8 

399,100 

859.250 

$22.2*9 

836.981 

52.60 

136,800 

85,132.824 

13,111,7*8 

88,285.572 

OS-Mar -88 

125,400 

858.625 

$22,269 

836.356 

52.80 

43,800 

81,592,568 

•944,177 

•2,537,1*3 

09-Mar-aB 

67,400 

858.375 

822.269 

836.106 

52.80 

23,600 

$852,196 

8*88,451 

81,350,647 

IO-Air-66 

71,100 

858.125 

822.269 

835. S56 

52.80 

25,000 

$896,500 

8316,872 

81,413,372 

821 


ajckm  electric  Nwn  ooRran 

RtELINllMY  DAMAGE  AJULTSII 

DAMACES  RASED  01  »  •  OAT  AFTIR  PtICt;  WEEKLY  ttt  ELECTRIC  UTILIT1K  IMOEX 

fust  it  uio  on  shares  eurnuDino  «t  or  dcc  si,  iter 

FLOAT  ROT  ADJUSTED  FOR  INSIDER  TtARSACTIOMS;   I WT I  TUT  I  ORAL  H0UMR4S 

for  ruurriFF't  couhki  orlt 

tm  SETTLEMHT  RXPosu  WEECIT 

IIP 
ELECTRIC 


DAMAGE/ 

UTILITIES 

SHARES 

RETERTIOR 

SHI  IN    . 

TOTAL 

BATE 

wluke 

MICE 

VALIS 

SHARE 

IRDEX 

RETA1RED 

OAMGE 

06*681 

DAMAGE 

11 -Mr -88 

34,300 

tS7.500 

821.314 

833  .986 

31.01 

12,100 

8633,479 

8261,686 

•676,963 

14-Mi-SS 

192,700 

136.750 

•21.514 

•15.236 

51.01 

140,500 

84,951,220 

62,619,696 

•7,570,717 

15-H.r-Sa 

26,600 

8S6.62S 

•21.514 

135.111 

31.01 

9,300 

•333,543 

1176,774 

8509,319 

16-R»r-88 

96,800 

156.250 

821.514 

834.736 

51.01 

34,800 

•1,208,952 

•611,432 

•1,831,384 

17-K.r-M 

41,900 

636.500 

•21.314 

834.986 

31.01 

13,100 

•528,349 

8876,116 

•803,867 

U-Mar-M 

36,600 

956.373 

•21.877 

834.496 

51.87 

13,200 

•435,400 

MM.OM 

•693,438 

21-Mw-M 

25,500 

956.000 

821.877 

•34.123 

31.67 

9.2O0 

1313,904 

1160,99* 

1474,898 

22-Mr-B 

10,700 

856.000 

821.877 

•34.123 

51.87 

18,300 

•626,396 

OJfi.rU 

8945,143 

23-K.r-aa 

72,100 

856.875 

•21.877 

834.998 

51.87 

26,200 

•917,000 

•681,067 

•1,408,067 

24-Mr-SS 

13,400 

135.875 

•21.877 

•33.998 

51.67 

5,600 

1190,400 

866,770 

8287,170 

»-Mr-t8 

10,700 

856.250 

•21.374 

•34.676 

31.15 

3,900 

1111,252 

•66,4*1 

8204,737 

2B-Mar-6S 

8,500 

t 54. 125 

821.574 

•34.551 

51.15 

3,100 

•107,105 

864.666 

8161,761 

29-R.i-SS 

26,000 

tS5.750 

•21.574 

834.176 

51.15 

10,200 

8348, 636 

1194,734 

8523,370 

so-Rtr-aa 

24.S0O 

t55.750 

•21.574 

•34.176 

51.15 

8,900 

8306,202 

S1U.044 

8457,246 

3i-R«i-a 

14,300 

155. 875 

•21.110 

•34.765 

50.05 

3,200 

6180,804 

•80,341 

•271,147 

04-Apr-84 

24,600 

t56.2S0 

121.110 

835.140 

50.05 

9,000 

8316,260 

•140,136 

4476,796 

OS-Apr-88 

42,300 

155.750 

•21.110 

834.640 

50.05 

15,300 

8536,920 

•266,406 

•803,324 

06-Apr-« 

12,800 

855.875 

•21.110 

•34.765 

50.05 

4,700 

•163,419 

•81,121 

•244,544 

07-Apr-86 

18,500 

856.375 

•21.110 

•35.265 

50.05 

6,800 

•239,836 

•IB,  322 

•362,158 

08-Apr-84 

31,300 

857.873 

821.468 

836.407 

50.90 

18,900 

•688,149 

•144,  U8 

•1,072,717 

U-Apr-88 

30,200 

858.250 

•21.468 

836.782 

50.90 

11,100 

1408,258 

1232,417 

•640,875 

12-Apr-84 

21,900 

857.875 

•21.468 

836.407 

50.90 

8,000 

•291,280 

•161.879 

•455,159 

13-Apr-SS 

14,000 

857.750 

•21.468 

836.282 

30.90 

5,100 

8185,028 

SIM, 79] 

8288,821 

U-Aor-88 

13,000 

837.375 

•21. 466 

835.907 

30.90 

4,800 

8172,368 

*tl,600 

8265,968 

15-Apr-88 

16,100 

857.375 

•21.331 

•35.844 

51.05 

5,900 

•211,456 

•111,967 

8327,423 

18-Apr-M 

67,400 

857.250 

•21.331 

835.719 

51.05 

24,900 

•889,42a 

•441,984 

81,371,416 

19-Apr-88 

20,000 

•57.373 

•21.531 

•35. 8U 

51.05 

7,400 

8263,216 

•  144, S61 

•409,777 

20 -Apr -88 

32,300 

156.750 

•21.531 

•35.219 

51.05 

11,900 

1419,118 

•211,110 

•641,438 

21-Apr-84 

It, 800 

156.375 

821.531 

•34.844 

51.05 

6,200 

8216,008 

1111,248 

8328,256 

22-Apr-68 

38,200 

154.575 

820.435 

834. M0 

48.45 

14,200 

•489, 048 

<2n.»4 

8714,282 

2S-Apr-68 

23,700 

853.750 

820.435 

835.315 

48.45 

8,600 

8310,616 

•140,934 

6461,750 

26-Apr-64 

15,400 

856.750 

820.435 

836.315 

48.45 

5,700 

8207,024 

8186,621 

•313,645 

27-Apr-W 

14,600 

856.623 

820.435 

•36.190 

48.45 

5,400 

8195,426 

1180,112 

•295,548 

23-Apr-M 

9,600 

•53.750 

•20.435 

•35.313 

48.43 

3,600 

•127,152 

641.211 

•188,387 

29-Apr-84 

21,800 

655.875 

•20.827 

•35.048 

49.38 

8,100 

•283,905 

8148.605 

•424,510 

02-My-M 

17,900 

855.375 

•20.827 

•34.548 

49.38 

t,700 

8231,485 

8118,703 

•342,190 

0S-H*y-88 

26,600 

855.625 

820.827 

•34.798 

49.38 

9,900 

6344.320 

6141,239 

•512,759 

04-tUy-BS 

13,700 

853.500 

620.827 

•34.673 

49.38 

5,100 

8176,817 

8*».7TS 

8262,595 

OS-My-88 

9,300 

835.300 

820.827 

•34.673 

49.38 

3,500 

8121,345 

•44,211 

8179,596 

06-»tay-88 

9,900 

•55.750 

820.374 

•33.176 

48.78 

3,700 

8130,166 

•41,392 

6193,553 

09 -dry- 58 

10,600 

•55.373 

820.574 

•34.801 

48.78 

4,000 

8139,200 

•46,747 

8204,947 

10-HtySt 

4T,700 

855.250 

820.374 

834.676 

48.78 

17,800 

•417,304 

•2ft, 235 

8910,539 

11 -My -88 

10,300 

•53.375 

•20.374 

834.801 

48.78 

3,900 

•133,720 

844,033 

•199,733 

12-H.yM 

14,000 

•55.500 

820.374 

834.926 

48.78 

5,200 

•181,636 

684,026 

•269,662 

13-Rty-M 

6,400 

•55.500 

•20.490 

•35.010 

48.38 

2,400 

•84,024 

•60,252 

•124,276 

16->ur-88 

20,000 

833.125 

•20.490 

•34.635 

48.38 

7,300 

8239,800 

•121,871 

•381,671 

17-Niy-SS 

27,000 

•35.625 

•20.490 

•35.135 

48.58 

10,100 

8354,914 

8171,954 

8126,872 

lg-IUr-88 

8,300 

•55.500 

120.490 

•33.010 

48.58 

3,100 

•108,331 

1«,1U 

1160,847 

19-iur-ss 

12,300 

•55.375 

120.490 

•34.8*5 

48.38 

4,600 

•160,494 

176,717 

•237,231 

20-R*y-88 

22,400 

835.375 

820.544 

•34.831 

48.71 

8.400 

8292,572 

1118,875 

•432,447 

23-My-S8 

16,300 

•55.373 

120.544 

834.831 

48.71 

6,100 

•212,463 

6101,881 

8314,314 

24-HayW 

74,600 

•33.373 

120.544 

•34.831 

48.71 

28,100 

•978,723 

•447,164 

11,446,267 

E-Naytt 

31,700 

156.000 

120.344 

•35.456 

48.71 

12,700 

8450,342 

•241,491 

•673.231 

26-My-Sa 

10,400 

656.000 

120.544 

•33.456 

48.71 

3,900 

6138,294 

644,814 

•207, 101 

27-H.y-M 

10,300 

•56.300 

820.755 

•35.745 

49.21 

4,000 

8142,960 

•74,134 

•215,318 

31-My-M 

62,000 

157.125 

120.755 

•36.370 

49.21 

23,500 

•854,695 

8641,420 

81,304,515 

01-Jm-68 

26,700 

•57.375 

120.735 

•36.620 

49.21 

10,100 

1369,862 

8197,662 

8567,544 

02-JU1-88 

14,900 

857.300 

820.755 

•36.743 

49.21 

5,700 

8209,418 

8111,414 

•320,856 

03-JU1-88 

11,200 

158.375 

121.865 

836.310 

51.84 

5,000 

•182,550 

8104,434 

8287,984 

06-JU1-88 

1,083,300 

858.125 

821.865 

836.260 

51.84 

430,100 

611, 595, 425 

88,871,074 

824,447,495 

C7-JU1-88 

148.800 

856.625 

821.865 

834.760 

51.84 

59,400 

12,064, 744 

81,094,784 

83,157,532 

08-Jvn-88 

116,400 

656.750 

121.863 

134.885 

51.84 

46,700 

81,629,363 

•467.316 

82,496,679 

822 


1UCMM  CLJCTIIC  HUH  COWAMT 
KtUNINttV  UW  AJIAIT8I3 

OMMCii  uw  on  J  •  oat  Arm  Mia;  wmr  tu>  elecuic  utilities  ima 

FLOAT  It  BAStO  01  S6AM3  OUT8TAI0IM  M  Of  KC  31,  1907 

float  nt  adjusted  Fot  utioa  nuuiunian;  iMTtTtmaui  holdihcs 
rot  fuwtiff'*  counsel  chit 

rot  KTTUNUT  WWW)  UHKIT 

llf 

■ucratc 


DAMAGE/ 

UTILITIES 

SMAIES 

KTEKTlOt 

ttUlN    . 

TOTAL 

OATt 

VOLUME 

MICt 

VALUt 

SMAAE 

)»ex 

RETAINED 

DAMAGE 

n*nnif 

DAMAGE 

09-JwOO 

♦  ,500 

934.623 

821.865 

834.760 

31.84 

3,800 

8132.060 

870.124 

8202,212 

1Q-JW68 

13,000 

8M.730 

822.033 

834.717 

52.24 

5.200 

8180,344 

896,779 

8277,323 

13-JurrW 

20,500 

897.500 

822.033 

833.467 

32.24 

8,200 

8290,854 

3HI.716 

8452,370 

U-Jun-86 

•2,200 

837.500 

822.033 

835.467 

52.24 

33,200 

81,177,604 

6410,39* 

81,028,200 

15-JVA-60 

72,600 

837.623 

822.033 

835.392 

52.24 

29,400 

61,046,346 

8101,649 

81,628,015 

16-Jun-U 

34.500 

8S7.000 

822.033 

834.967 

52.24 

14,000 

8489,380 

6046,0(3 

8753,633 

i7-jw»-as 

49,300 

857.373 

822.151 

833.224 

32.32 

20.100 

3707,922 

83J9,«U 

•1,097,665 

20- Jun*8> 

43,700 

837.000 

822.131 

834.849 

52.52 

18,600 

8648,210 

•340,370 

8998,780 

21-Jun-8S 

49,800 

837.000 

822.151 

834.849 

32.52 

20,300 

8707,433 

8940,700 

31,090,244 

22-Jun-BO 

70,200 

SS7.300 

822.151 

833.349 

32.32 

28,700 

31,014,343 

3841,137 

81,576,382 

23-Jurt-OO 

11,100 

837.500 

822.151 

835.349 

52.52 

7.400 

8261,590 

3164,667 

8406,557 

24-Jun-80 

20,200 

857.373 

822.312 

835.063 

52.90 

6,300 

8290,998 

6140, 066 

8451.067 

27-Jun-S8 

24,900 

837.000 

822.312 

834.688 

52.90 

10,200 

U53.836 

3180,091 

8545,641 

28-Jun-N 

11,800 

856.873 

822.312 

834.363 

52.90 

4,800 

•  165,666 

880,131 

8236,043 

29-Jun-86 

32,300 

856.373 

822.312 

834.063 

52.90 

13,300 

845Z.99B 

8247,338 

8690,556 

30-Jun-88 

33,400 

853.730 

822.312 

833.433 

52.90 

14,500 

•484,880 

•247.700 

3732,530 

01-Jul-BS 

29,400 

855.623 

821.966 

833.659 

52.08 

12,100 

8407,286 

8204, 817 

8612,103 

05-Jul-SS 

40,100 

853.250 

821.966 

833.284 

52.08 

16,500 

8549,120 

8270, »48 

8820,068 

06-jui-ae 

43,600 

855.300 

821.966 

833.334 

52.08 

18,800 

8630,364 

•313,371 

8945,735 

07- Jul -88 

18,700 

855.125 

821.966 

833.159 

52.06 

7,700 

8255,332 

•ia,3i8 

8380,650 

Q8-Jul-«8 

27,700 

835.230 

822.004 

•33.246 

52.17 

11,500 

•382,375 

•107, 7*7 

8570,162 

11-Jul-SS 

39,400 

855.125 

822.004 

833.121 

52.17 

12.200 

8404  J64 

•107,376 

3601 ,442 

12- Jut -88 

23,100 

854.625 

822.004 

832.621 

52.17 

9,600 

S313J52 

8141,434 

8461,606 

13-Jul-SS 

42,000 

854.125 

822.004 

832.121 

52.17 

17,400 

8558,888 

8216,106 

•816,994 

H-Jul-88 

39,800 

853.500 

822.004 

831.496 

52.17 

16,600 

8522,900 

•*jJQ,  ■*j7V 

•753,560 

IS-Jul-U 

39,300 

854.375 

821.911 

832.464 

51.95 

16,500 

3535,590 

tJ48.H0 

8765.100 

i8-jui-aa 

60,800 

833.375 

821.911 

831.464 

51.95 

25,400 

3799,084 

aS4*,6J2 

81.148,956 

19-Jul-BJ 

30.700 

832.500 

821.911 

830.589 

51.95 

21,200 

8648,508 

8246,267 

8916,795 

M-Jul-M 

40,300 

852.875 

821.911 

830.964 

51.95 

16.900 

8523,224 

•201,446 

6744,692 

2i-jui-8» 

61,600 

8S3. 500 

821.911 

831.589 

51.95 

25,900 

8816,181 

•340,662 

31,179,043 

22-Jul-tt 

30,900 

832.625 

821.865 

830.760 

51.84 

13.000 

8399,880 

•104,412 

8366,312 

25-Jgl-M 

24,200 

852.750 

821.865 

830.885 

51.84 

11,000 

8339,790 

•'61,977 

8482,747 

2*- Jul -88 

33,300 

853.250 

821.865 

831.383 

51.84 

13,700 

8430,043 

3106,506 

8616,549 

27- Jul -88 

27,000 

853.230 

821.865 

831.383 

51.84 

11.400 

8357,846 

3113,112 

8512,958 

28-Jul-66 

19,000 

833.625 

821.865 

831.760 

51.84 

8.000 

8254,880 

3113,276 

8367,356 

29-jui-aa 

71,500 

952.500 

821.369 

830.931 

51.14 

30,300 

8937,179 

8363.707 

31,320.886 

OI-Aud-68 

36,400 

852.750 

821.569 

831.181 

51.14 

15,400 

8460,172 

8288,3*8 

S68C.S70 

02-Aug-88 

14,800 

832.750 

821.969 

oi.m 

51.14 

6,300 

8196,434 

63)1 .  329 

8277,963 

Q3-Au»-88 

31,200 

832.873 

821.369 

831.306 

51.14 

13,300 

8416.423 

6174,203 

8590,626 

OA-Aua-68 

37,300 

852.875 

821.369 

831.306 

51.14 

15,900 

3497,629 

8206,373 

3706,404 

OT-Aus-88 

13,400 

852.375 

822.206 

•30.169 

52.65 

6,600 

6199,122 

801.702 

8280,914 

W-Aus-88 

23.200 

852.500 

822.206 

830.294 

52.65 

10.700 

8324,103 

0111,400 

8459,712 

09-Aut-BS 

16,300 

832.375 

822.206 

830.169 

52.65 

7.800 

8235,326 

007,343 

8332,691 

10-Auj-88 

25,70* 

852.000 

822.206 

829.794 

52.65 

11,000 

8327.690 

•131,022 

8459,612 

11. Aug -88 

83,600 

851.250 

822.206 

829.044 

52.65 

36,700 

81,065,768 

•401,082 

31,474,650 

12-AUJ-88 

56,100 

851.500 

821.357 

829.943 

51.11 

24,100 

3721,554 

8274,166 

8997.722 

15-AubOB 

39,900 

850.625 

821.557 

329.068 

51.11 

25,800 

8750,006 

8270,084 

31,020,100 

16-AusW 

40,600 

850.500 

821.557 

828.943 

51.11 

17,300 

8306,450 

•101,030 

8687,480 

17-Au»M 

73,500 

851.000 

821.557 

829.443 

51.11 

31,800 

6936,192 

8341,069 

31,262,081 

18-Auo-88 

153,300 

851.125 

821.557 

829.568 

51.11 

66,700 

81,972,319 

9733,211 

82,707,530 

19-AU8-88 

23,100 

851.000 

821.493 

829.507 

50.96 

10,100 

8298,051 

8100,494 

8407,545 

22-AurM 

60,300 

851.000 

821.493 

829.507 

50.96 

26,300 

8776,113 

•200,317 

31,062,630 

23-Auj-SB 

22,700 

850.875 

821.493 

829.382 

50.96 

9,900 

8290,862 

8106,564 

3397,448 

24-Aug-M 

12,400 

850.625 

821.493 

829.132 

50.96 

5,400 

8157,302 

334.791 

8214,093 

2S-AU8-88 

94,300 

850.500 

821.493 

829. 007 

50.96 

41,400 

81,201,014 

8420,000 

31,629,014 

26-AU9-S8 

70,700 

851.125 

821.810 

829.315 

51.71 

31,100 

•911,852 

83*1,777 

61,254,629 

29-Aug-SS 

21,500 

851.300 

821.810 

829.690 

51.71 

9,500 

8262,053 

»1O»,*60 

8390,315 

30-AU8-S6 

21,900 

852.500 

821.610 

830.690 

51.71 

9,700 

8297,693 

3111,320 

3419,013 

31-Au«-88 

31,200 

852.625 

821.810 

830.815 

31.71 

13,800 

8423,316 

8173,038 

8600,354 

01-S«p-S8 

27,400 

853.500 

821.810 

831.690 

51.71 

12,100 

8383,449 

8144,717 

6550,166 

02-8«p-8B 

166,900 

854.000 

621.776 

832.224 

31.63 

74.300 

32,393.946 

31,044,413 

33,462,559 

Ot-t*ptt 

71.300 

833.000 

821.776 

831.224 

51.63 

35,100 

|1, 095.422 

•*•*•» 

31,156.617 

823 


tucson  tucTtic  met  commit 

MCLIHI6ART  ritlUlT  ABALV6I6 

BMMtf  MM  m  5  •  MT  A7TW  KICK;  WEEKLY  88?  (LICTR1C  UTILITIES  INDEX 

FLOAT  II  WH  08  88AA86  OUTSIAMMM  M  Of  CIC  SI,  1987 

noAT  wit  adahteo  rot  imiom  TumacTiara;  imiiuiiaw  mxdihss 

FOI  KAJftlff'l  COUNKL  OMLT 

rot  tnTumT  puvotct  tsar 

UP 

ELECTRIC 


MTf 


VCUME 


Mid         VALUE 


damage/ 

8MAM 


UTILITIII 
INDEX 


umTtox 


naiM 


TOTAL 


UTAINEO 


Of-Mp-M 
Ce-Np-68 
09-l*>-68 
12-6«p-66 
13-tap-U 
14-8«p-66 
15-Mp-W 
1»-*«p-66 
19- Up- 88 
20-(«p-68 
21'Mp-W 
22-t«p-66 
ZI-tap-H 
26-(«p-38 
27-tap-68 
ZB-Uv-* 
29- lip- 68 
30-t«p-68 
OJ-Oet-86 

M-oet-H 

05-Oct-M 
M-Oct-88 

OT-Oet-M 
10-Oet-W 

n-oet-se 

12-Oct-M 

13-0ct-M 
U-Oct-M 
U-OEf  IB 

u-oct-te 

19-0et-W 
20- Oct -88 
210et-8B 

24-Oct-SS 
»-0et-tt 
26-0ct-BS 
27-0ct-S8 
2t-Oet-B 
31-0ct-BB 
01-»«v08 
02-»ov-« 
03-kov-M 
04-Nov-88 
07-NOV-I8 
08-Kov-M 

09-«ov-ie 

10-Nor-U 
U-Nov-66 
U-Nev-M 
1S-Kov-88 
16-Nov-BB 
17-IOV-88 
16- Nov- 86 
21 -Nov- 86 
22-Nov-SS 
23 -Nov- 68 
25-Nov-SS 
28-Hov-W 
29- Nov- 88 
JO-Nov-M 
01-DOC-8B 
02  -Ote-U 


173,000 
44,700 
11,700 
21,500 
11,400 
25,900 
20,300 
12,000 
19,600 
49,900 
20,400 
21.700 
1S,S0O 
24,900 
13,900 
28,300 
73,200 
77,400 
13,600 

9.800 
14,300 
16,800 
21,300 
13,000 
27,400 
13,100 
14,600 
18,000 
10.900 
19,000 
32,000 
113,100 
23,100 
24,900 
13,100 
23,800 
21,000 

14,900 
34,300 
27,600 
22,600 

10,400 
32,200 
36,000 

a,3oo 

19,200 
36,700 
23,400 
28,800 
32,100 
11,200 
18,000 
41,300 
28.400 
•3,700 
23,300 
9,300 
21,600 
30,000 
20,800 

i  1,800 
J.180 


832.730 

832.873 

832.730 

832.873 

832.87S 

832.730 

832.750 

852.629 

832.000 

831.875 

831.750 

851.750 

831.730 

•51.625 

851.730 

152.125 

852.230 

152.750 

132.250 

632.623 

•32.873 

•53.000 

•33.300 

•54.123 

•34.000 

•51.375 

•53.500 

833.000 

851.250 

833.250 

852.750 

853.000 

853.000 

853.000 

853.000 

833.123 

•32.625 

853.125 

•53.250 

•53.125 

•52.875 

•33.250 

•52.750 

•52.000 

(51.625 

•31.375 

(51.500 

•51.000 

•51.500 

•SO. 175 

851.000 

851.375 

851.125 

•50.250 

•50.375 

850. 250 

(50.250 

830.250 

(50.375 

•30.625 

851.373 

Ml. 123 


821.776 

821.776 

821.881 

821.881 

821.881 

821.881 

•21.881 

•21.873 

821.871 

821.873 

621.873 

621.673 

821.932 

821.932 

621.952 

821.932 

821.932 

622.037 

822.037 

622.037 

622.037 

622.037 

622.368 

822.368 

822.388 

822.386 

622.388 

•22.511 

622.531 

•22.531 

822.331 

622.531 

622.607 

822.607 

622.607 

822.607 

622.607 

822.970 

622.970 

622.970 

622.970 

622.970 

823.046 

621.046 

623.0*6 

823.046 

623.046 

622.620 

622.620 

622.620 

822.620 

622.620 

•22.295 

622.295 

622.295 

822.295 

622.400 

•Z2.4O0 

•22.400 

622.400 

622.400 

622.390 


830.974 

831.099 

830.869 

830.994 

830.994 

830.869 

830.869 

630.732 

830.127 

630.002 

629.877 

629.877 

624.818 

62V.691 

629.616 

630.191 

630.318 

630.711 

630.213 

830.588 

830.638 

830.963 

831.112 

631.737 

831.612 

830.987 

831.112 

630.469 

630.719 

830.719 

630.219 

830.469 

830.393 

830.393 

830.393 

330.316 

630.018 

630.155 

830.280 

830.155 

629.905 

630.280 

829.704 

626.954 

628.379 

828.329 

826.454 

828.380 

828.880 

626. 255 

826.380 

828.755 

628.830 

827.955 

828.080 

827.955 

827.850 

827.650 

827.975 

626.225 

828.975 

828.333 


51.63 

51.63 

51.68 

51.88 

51.88 

31.88 

51.88 

51.86 

31.86 

51.86 

51.86 

51.86 

52.00 

52.00 

52.00 

52.00 

32.00 

32.25 

52.23 

52.25 

52.25 

52.25 

33.08 

31.08 

55.08 

53.08 

33.08 

53.42 

33.42 

53.42 

33.42 

53.42 

53.60 

53.60 

53.60 

53.60 

53.60 

54.46 

54.46 

54.46 

54.46 

54.46 

54.64 

54.64 

54.64 

54.64 

54.64 

53.63 

31.61 

53.61 

53.63 

51.63 

52.86 

52.66 

52.66 

52.86 

33.11 

53.11 

53.11 

33.11 

53.11 

51.56 


77,800 

20,100 

14,300 

9,600 

6,100 

11,700 

9,200 

5,100 

8,900 

22.700 

9,100 

9,900 

7,200 

11,300 

6,300 

12,900 

34,400 

35,500 

23,600 

4,500 

6,600 

7,700 

9,600 

6,900 

12,700 

6,100 

6,800 

8,300 

5,000 

8,800 

14,900 

63,100 

11,700 

11,600 

7,100 

11,100 

9,800 

7,000 

16,200 

13,000 

10,600 

4,900 

15,200 

17,000 

13,400 

9,100 

17,400 

11,100 

13,700 

15,300 

15,800 

8,600 

19,600 

13,600 

41.100 

12,100 

4,600 

10,400 

14,400 

10.000 

15,300 

9,700 


82,409,466 

8888,486 

63,408,690 

8623.110 

8881.611 

8886,761 

8*41,441 

8183,688 

6184,941 

8623.136 

8297,504 

6422,445 

6189,039 

♦78,644 

6267,683 

8361,179 

•180,412 

6511,632 

8284,004 

6116,819 

6402,023 

6178,330 

•71,419 

8251,969 

8268,157 

•186,464 

8374,621 

8661,000 

8JM.M0 

8949,190 

8277,684 

•188,  606 

8386,392 

6295,812 

8111,323 

6411,335 

8214,704 

ff»,167 
8131.181 

6296,871 

8335,497 

8466,683 

3187,866 

876,160 

8262,026 

6389,451 

6186.(80 

8546,031 

61,043.008 

8411. 169 

81,465.167 

61,090,201 

8686. 888 

61,546,093 

8773,376 

8111,807 

61,087,183 

8117,635 

867,  no 

619*, 685 

6203,564 

881,411 

6268,955 

6238,392 

•161,306 

6339,897 

6304,878 

•114.403 

6439,281 

8219,006 

889,780 

•318,754 

6401,4*7 

8140,118 

•582,005 

6189,039 

8J  1,970 

6271,009 

6211,548 

•81,386 

6303,934 

6252,901 

6tM,907 

8361,608 

6153,600 

867,430 

6221,030 

6270,336 

8117,629 

8387,965 

6450,278 

9188,902 

6640,180 

61,922,657 

88»,8M 

62,746,547 

6335,563 

3181.934 

6508,497 

6352.524 

6111,667 

•504,391 

6215,769 

««?,1M 

6307,921 

8338,772 

•166,979 

8465,751 

6294,196 

8126,231 

6418,451 

6211,120 

•80.849 

6301,969 

64 90,534 

8111,881 

8703,421 

8392,060 

•16J,706 

6560,786 

6317,046 

6111,271 

6432,321 

8148,372 

•86,316 

6212,698 

3451,4*0 

8180, 1U 

6641,623 

6492,150 

8188.641 

6690,795 

6382,972 

8118, 80f 

8533,777 

8257,803 

889,891 

6357,69* 

8495,030 

810,351 

6688,565 

6315,018 

8119,911 

643*, 913 

6395,656 

•111,271 

•550,927 

6432,370 

8142,853 

•595,231 

64*8,404 

8190,777 

6619,181 

8247,336 

•86,186 

6343,522 

8570,834 

8217,899 

•788,633 

8360,256 

6186,633 

•316,909 

61.154.088 

8(19,178 

»1,573,2i4 

6338,316 

•122.261 

8460,599 

3128,110 

••■(•WJ 

•174,005 

6289,6*0 

6184,441 

6394,062 

6402,768 

8147,106 

6549,874 

8282.200 

8106,691 

6166,892 

8443,241 

*B.4tJ 

6615.754 

6t76,n| 

•ikw 

8382.983 

824 


mew  tucriie  ran  company 

PMLIKIIUT  6AMSC  AIALT8IS 

DAMA8EI  668E6  Ci  5  -  DAT  AFTM  Mitt;  KB1I  867  ELECTRIC  UTILITIES  inn 

rUMT  II  6AS0  OR  MUM  CUTtTMBIM  M  Of  D6C  SI,   1967 

float  kjt  aojurto  for  lIKIOCJt  TRAWACTIOM;   HIT  I  TUT  I  out  NOLO  IKS 
FOR  PLAMTIFF't  OOUKIl  CULT 

FOR  SCTTLMIT  PURPOSES  UEItLT 

llF 
ELECTRIC 
6AMAOE/     UTILITIEI       SNMEI  »ETHTI» 

OATE  WXURE  MICE         VALUE         SHARE  INDEX         RETAINED  DAMSE 


«UI« 
DA166E 


TOTAL 
DAMAGE 


OS-MC-M 
06-D«c-68 
D7-DW-H 
08-0«e-68 
09-DK-tl 
12-D«c-6S 
13-DK-8S 
14-D«r-6S 
15-0«e-SS 

16-oac-aa 

19-D«c-88 
20-D«e-68 
21-Ok-M 
22-Om-SS 
23-D*c-68 
27-D*e-88 

2s-d*c-bs 

29-Dtt-88 
30-0«c-6S 

03-jm-se 

W- J  in- 89 
05-JM-89 
06-Jm-B9 
09-Jm-69 
IO-Jtn-89 
11-J«n-89 
12-J«n-S9 
13-J«n-4V 
16-J«n-89 
17-J«)-89 
IB-Jwl-BV 
19- Jan- 89 
20-J§n-89 
3-J»n-M 
2*-Jtn-B9 
2S-Jm-69 
24-J«i-89 
27-jir»-89 
JO-Jw-89 
Jl-Jm-SV 
01-F«b-89 
02-F«b-89 
03-F.6-69 
US- Ftb-89 
07-  Ftb-89 
OB-Ftb-89 
09- Ftb-89 
10-F«b-89 
13- Ftb-89 
14-F«b-89 
15-F(b-B9 
14- Ftb-89 
17-Ftb-69 
21 -Ftb-89 
22- Ftb-89 
23- Ftb-89 
24-ftb-89 
27-Ftb-B9 
28- Ftb-89 
OI-Rtr-89 
02-N«r-«9 
03-Mr-S» 


214,300 

65,400 

190,300 

197,700 

20,500 

21,800 

iolTOO 
17,590 
139,200 
49,100 
42,800 
34,500 
34,200 
17,700 
23,800 
41,200 
24,800 
23,200 
21,800 
40,200 
34,900 
22,700 
20,900 
47,300 
43,300 
34,700 
32,200 
19,300 
28,300 
18,000 
30.300 
33,100 
30.600 
34,200 
28,000 
18,400 
37,400 
81.600 
107,100 
142,400 
49,900 
41,600 
181,200 
22,700 
70,000 
190.200 
90,200 
106,800 
143,700 
110,200 

a,  700 

44,800 
88,200 

33,100 
68,100 
107,800 
111,000 
73,100 
M.7O0 

n,2M 

61,100 


(30.873 
649.730 
•49.675 
HO. 125 
850.250 
649.875 
649.875 
649.500 
649.750 
650.750 
650.000 
649.623 
6*9.625 
6*9.425 
649.175 
6*9.750 
649.730 
649.625 
649.500 
649.750 
649.300 
649.625 
649.300 
6*9.425 
649.623 
649.375 
649.373 
649.373 
6*9.500 
649.500 
6*9.500 
849.375 
6*9.625 
8*9.625 
6*9.750 
949.250 
849.375 
649.230 
6*8.175 
648.375 
648.500 
6a.  750 
6*8.625 
6*8.625 
648.623 
648.425 
648.500 
648.250 
648.250 
847.750 
847.750 
648.000 
648.125 
6*8.000 
6*8.000 
647.625 
647.250 
646.125 
646.250 
8*4.300 
846.873 
847.625 


822.590 
622.390 
822.590 
822.590 
822.822 
822.822 
822.822 
622.822 
622.822 
622.573 
622.573 
622.573 
822.573 
822.573 
622.624 
622.624 
622.624 
622.624 
622.712 
822.712 
622.712 
622.712 
822.733 
622.733 
822.733 
622,733 
822.733 
622.805 
622.805 
822.805 
822.805 
622.605 
822.965 
622.965 
622.945 
822.963 
622.945 
623.214 
823.214 
823.21* 
823.21* 
823.214 
623.138 
823.138 
823.138 
623.138 
623.138 
823.088 
823.088 
623.088 
823.088 
623.068 
622.826 
622.826 
622.826 
622.826 
622.552 
622.552 
622.552 
622.552 
682.952 
622.124 


828.285 

627.160 
627.285 
627.535 

827.428 
627.053 
627.053 
624.678 
626.928 
828.177 
627.427 
827.052 
627.052 
627.052 
627.231 
627.126 
627.126 
627.001 
824.788 
827.038 
824. 788 
624.913 
624.767 
624.892 
624.892 
624.4*2 
624.442 
624.370 
624.495 
626.495 
626.695 
824.570 
624.640 
826.660 
624.785 
826.285 
626.410 
624.034 
625.441 
625.161 
623.284 
625.536 
625.467 
625.487 
625.487 
625.487 
623.342 
625.142 
625.162 
82*. 642 
624.442 
624.912 
625.299 
825.174 
623.174 
624.799 
624. 498 
623.573 
623.498 
823.948 
82*. 321 
825.101 


53.54 

104,300 

82.950,647 

81,113,377 

64,064,224 

53.54 

31,900 

8183,127 

81,169,931 

53.54 

93,700 

«2,557J07! 

6881,748 

83,459,821 

53.34 

98,000 

62,698,920 

•868,6*6 

83,647,848 

54.11 

10,200 

6279,7«6 

1180,987 

6380,743 

54.11 

10,700 

6289,435 

8182,426 

6391,861 

54.11 

14,900 

8457,  US 

8181,647 

6618,592 

54.11 

20,300 

6541,604 

6188, m 

6727,898 

54.11 

8,700 

6234,291 

881,118 

6316,529 

53.52 

69,800 

61,964,964 

8ia,»4* 

62,700,210 

33.32 

24,700 

6677,521 

6860,744 

6918,265 

53.52 

21,500 

6581,575 

6898,217 

8783,792 

53.52 

18,400 

8497,720 

6171.706 

•670,426 

53.52 

18,300 

6495,015 

8171.116 

6666,531 

53.64 

8,900 

6242,525 

681, 967 

6326,512 

53.64 

12,000 

6325,560 

8114,278 

6439,833 

53.64 

20,900 

6567,017 

(166,150 

8765,167 

53.64 

12,600 

6340,200 

8117.881 

6658,051 

53.85 

11,800 

(316.122 

(106,6*9 

6*24,761 

53.85 

11,100 

6300,1*4 

8186,626 

6404,970 

53.85 

20,400 

(546,514 

6188.716 

9735,232 

53.83 

18,800 

(505,908 

8178.678 

6681.583 

53.90 

11,600 

6310,532 

(164,739 

6*17,271 

53.90 

10,700 

6287,723 

888,168 

6387,321 

53.90 

14,500 

6927,705 

6112,144 

81,250,2*9 

53.90 

22,200 

8591,408 

6101,037 

•793 ,445 

33.90 

18,800 

6500,832 

8171,491 

6472,327 

34.07 

16,500 

6438,405 

•156,211 

6588,427 

54.07 

9,900 

6264,231 

881,247 

8355,478 

54.07 

16,600 

6389,474 

6181,910 

6523,624 

54.07 

9,100 

8248,217 

888.860 

6133,477 

54.07 

15,400 

6414,492 

6161,906 

8556,398 

54.45 

28,500 

8759,610 

8861. 4» 

•1,023,2*9 

54.45 

15,800 

6421,226 

6146,481 

•567,711 

54.45 

16,800 

6503,466 

8171,668 

8479,1*9 

54.45 

14,500 

8381,060 

8118,284 

8910,354 

54.45 

9,600 

6253,536 

•88,112 

8178,967 

6339,688 

55.04 

19,500 

6507,769 

•478,7*8 

55.04 

44,200 

81,185,492 

6388,114 

•1,575,624 

55.04 

56,100 

61,411,476 

6448,082 

•1,860,528 

55.04 

85,700 

82,167,151 

6684, 616 

62,861,989 

55.04 

26,400 

8674,256 

6219,384 

6893,8*0 

54.86 

32,400 

6830,974 

6289.431 

81,100,405 

54.86 

94,700 

62,464,881 

8788,377 

63,243,240 

54.86 

12.100 

8308.429 

8188.109 

6*08,538 

5*. 86 

37,500 

8955,675 

6389.379 

•1,245,45* 

54.86 

102,700 

62,604,472 

6826,295 

63,440,767 

5*.  74 

48.900 

81,230,324 

6188,836 

81,619,160 

54.74 

58.100 

81,461,794 

6*41,181 

81,924.181 

54.7* 

90,800 

62,239,128 

6688,116 

62.924,664 

54.7* 

60,700 

61,494,862 

6417,985 

81,954,616 

54.74 

26,900 

6670,079 

8208,027 

6878,104 

54.12 

35,600 

6905,740 

6284,684 

81,190,434 

54.12 

48,900 

81,230,813 

063,66* 

81,614,682 

54.12 

18,400 

6463,126 

8164,232 

6607,360 

54.12 

37,900 

8939,920 

6286,410 

61,226,370 

53.47 

60,300 

61,489,410 

6441,947 

81,932.357 

53.47 

42,400 

81,470,768 

6408,574 

61,879.341 

53.47 

41,200 

6976,440 

6271,197 

•1,249,437 

53.47 

28,600 

8684.878 

•'Ms* 

6879,516 

53.47 

18,800 

6417.216 

"WW 

6(89.550 

52.93 

34,700 

6877,t» 

»*** 

61,142,812 

825 


njctn  iLicnie  mub  cowamt 

MSHMMIT  UWI  AJULTIIt 

MMMU  MUD  Oi  5  •  OAT  AFTER  PRICE;  WEEKLY  IV  EUCTSIC  UTtLITUf  IMCEK 
FLOAT  If  6A8E0  OI  IMIE9  OUTtTAWlMS  M  Of  OK  31,    1997 
FLOAT  MOT  A0JLHIES  FOt   INSIDER  TRANIACTIOM;   INSTITUTIONAL  NOLOI88* 
FOR  PLAVTIFF'!  OXMUi  ONLY 

KX  SETTLWIff  PURPOSES  WEEKLY 

IIP 
ELECTRIC 


BAMA8C/ 

UTILITIEf 

•KAttl 

AIT EMTIO* 

SEU1IS    . 

TOTAL 

DATE 

VOLUME 

MICE 

VALUE 

SHARE 

index 

RETAINED 

oftmcr 

DAtMOE 

0AMACE 

M-Nar-W 

133,900 

847.373 

822.324 

823.051 

52.93 

77,500 

31,941,375 

••  77,444 

82,519,033 

OT-Mtr-K 

29,200 

•46.500 

822.324 

824.176 

52.93 

16,700 

8403,804 

8111,470 

8317,276 

M-Mar-89 

619,700 

8*6.300 

822.324 

824.176 

52.93 

362,900 

88,774,922 

82,4*8,80* 

•11,244,727 

0V-Nar-t9 

6*5,400 

1*6.750 

822.324 

824.426 

52.93 

400,400 

89,781,772 

«2,7*1,XM 

812,573,031 

10-R»r-69 

42,600 

646.373 

822.306 

823.869 

53.36 

25,700 

8613,459 

»m.*QB 

3785,859 

13-Ktr-W 

11,300 

846.500 

822.506 

823.994 

33.36 

19,000 

8455,810 

•11*. 18* 

8584,996 

14-H»r-69 

46,100 

846.500 

822.506 

823.994 

33.36 

27,900 

8669,321 

»WMU 

8858,735 

15-Mr-A? 

132,400 

846.250 

822.506 

823.744 

53.36 

60,500 

61,911,070 

**a,7u 

82,444.832 

16-Mf-69 

32.S0O 

8*6.230 

822.506 

823.744 

53.36 

19,800 

8470,052 

8111,183 

8601,245 

17-Htr-89 

44,800 

US  .875 

822.573 

823.302 

53.52 

28,500 

8664,050 

(1«,214 

8646,264 

20-1681-69 

12,700 

845.230 

822.573 

822.677 

53.52 

32,200 

3730,29* 

Off,  7*1 

•923,057 

21-KM--S9 

198,200 

8*3. 000 

822. J73 

820.427 

53.52 

122,100 

82,494.503 

8MI.976 

•3,050,479 

22-tor-S9 

191,200 

341.125 

822.573 

818.552 

53.52 

121,200 

82,248,260 

8410.  XX 

•2,658,460 

23-N«r-69 

338,600 

174,400 

839.500 

840.875 

822.409 
822.409 

817.091 
818.466 

53.13 
53.13 

213,200 
110,600 

(3,643,588 
82,042,7*2 

nu,  *M 

8381,711 

•4,167,217 
•2,398,535 

' — 28-*sr-89 

122,700 

840.750 

822.409 

•18.341 

53.13 

78,200 

81.434,181 

Oil  ,881 

•1,680,069 

29-»Ui-89 

2*1,700 

840. 250 

822.409 

817.841 

53.13 

168,300 

83,006,040 

•461,024 

•3,488,065 

30-KM-69 

•1,800 

840.000 

822.409 

817.391 

53.13 

52,800 

•928,752 

8141, 6*» 

•1,072,621 

J1-H*f-89 

M.800 

840.000 

822.392 

617.608 

53.09 

38,100 

•670,941 

8163,677 

(774,618 

03-Apr-89 

■2,200 

840.000 

822.392 

•17.608 

53.09 

53,400 

•940,374 

3141,418 

•1,083,792 

OA-Apr-89 

♦7,100 

839.750 

822.392 

817.358 

53.09 

63,800 

•1, 107,544 

81*1,101 

•1,272,670 

05-Apc«9 

241,400 

839.425 

822.392 

817.233 

53.09 

159,000 

82,739,570 

•400, 811 

•5,140,500 

06-  Apr-  Wt 

42,900 

839.125 

822.392 

816.733 

53.09 

41,500 

8694,295 

m.m 

•788,267 

07-AP.-J9 

140,200 

839.125 

822.670 

616.455 

53.75 

97,100 

•1,397,295 

8218,4*1 

81,816,9*3 

10-AprS9 

1*0,900 

838.000 

822.670 

815.330 

53.75 

107,600 

•1,649,508 

3186,170 

•1,833,878 

ll-Apr-89 

268,600 

836.250 

822.670 

813.380 

53.75 

181,600 

82,466,128 

81», 081 

•2,651,209 

u-Apc-w 

344,100 

US.  500 

822.670 

812.830 

53.75 

235,900 

83,026,597 

81*1,234 

83,217,831 

13-A»r-89 

191,800 

835.300 

822.670 

812.830 

53.75 

132,500 

81,699,975 

3107,426 

81,807,399 

14-Apr-89 

111,700 

836.000 

822.729 

813.271 

53.89 

126,400 

31.677,328 

6117,708 

81,795,033 

17-Apr-SV 

«*,100 

836.125 

822.729 

813.396 

53.89 

60,100 

8805,340 

667, 771 

•863,115 

18-Apf-69 

104,200 

836.125 

•22.729 

813.396 

53.89 

73,100 

•979,540 

870,211 

81,049,755 

19-Apr-89 

79,700 

836.125 

822.729 

813.396 

S3.S9 

56,100 

8751,740 

•61, 87* 

•805,619 

20-Api"89 

12*,S0C 

835.250 

822.729 

812.521 

53.89 

89,300 

61,118,036 

8*7, 181 

•1,185,217 

21-Aor-89 

1U.SO0 

334.750 

823.113 

811.637 

54.80 

91,300 

81,062,732 

8*8, 624 

81,121,356 

24-Apr-89 

127,000 

833.750 

823.113 

810.637 

54.80 

90,700 

•965,048 

841,(91 

•1,006,639 

2S-Apr-S9 

194,700 

834.000 

823.113 

810.887 

34.30 

1*1,700 

•1,543,111 

»»,J»1 

•1,613,504 

26-Apr-W 

124,800 

834.875 

823.113 

311.762 

54.80 

90,300 

•1,061,928 

8M.670 

•1,120,598 

27-Apr-e9 

143,400 

836.375 

823.113 

813.262 

54.80 

104,400 

•1,384,344 

•M.866 

81,483,204 

28- Apr -89 

131,800 

837.125 

823.138 

813.987 

54.86 

96,500 

•1,350,035 

S16*,S*9 

81,459,434 

01-N«yW 

102,300 

836.875 

823.138 

813.737 

54.86 

75,300 

61,034,622 

8*0,661 

81,115,085 

02-MiyW 

«7.too 

837.125 

823.138 

813.987 

54.86 

64,700 

8905,153 

871,264 

8978,417 

03-H«y89 

n.ooo 

836.750 

823.138 

•13.612 

54.86 

55,500 

8755,355 

»ir,*«s 

8812,850 

M-Nay-W 

41,100 

836.750 

823.138 

•13.612 

54.86 

30,500 

8415,105 

8H,3*0 

8446,665 

OS-Mty-89 

64,700 

837.125 

823.366 

•13.759 

55.40 

48,100 

•661,856 

384, 205 

8716,061 

OS-Mar-*? 

33,900 

837.125 

823.366 

•13.759 

55.40 

40,100 

•531,776 

861,215 

•597,031 

09-l4iy-S9 

38.400 

837.125 

823.366 

•13.759 

55.40 

43.600 

6599,936 

8*8, 149 

•649,085 

10-My-B9 

61,000 

836.425 

823.366 

•13.239 

55.40 

45,600 

8604,656 

HI,  816 

8650.512 

ll-ttay-89 

43.800 

836.500 

823.3*6 

•13.134 

55.40 

32.800 

8430,664 

811,024 

•462,668 

12-May-«9 

60,100 

83*. 500 

823.206 

813.294 

55.02 

45,200 

•600,706 

M4.C49 

8*44,757 

IS-Hty-89 

73,600 

836.625 

823.206 

613.419 

55.02 

55,500 

8744,810 

8»1, 70t 

8800,519 

16-Nty-89 

79,500 

836.625 

823.706 

813.419 

55.02 

60,100 

8806,542 

860,368 

•666,910 

17-K»y-89 

55,500 

837.000 

823.206 

813.79* 

55.02 

42,000 

8579,180 

861,889 

•625,069 

18-K»y-»9 

66,700 

837.000 

823.206 

813.794 

55.02 

50,700 

8699,153 

881. 2»» 

•754,451 

19-N»y-e9 

77,400 

838.250 

824.311 

813.939 

57.64 

59,000 

8622,4*0 

•W.027 

•905,467 

22-«*y-89 

107,100 

838. 750 

824.311 

814.439 

57.64 

82.000 

61.164,080 

6117,130 

•1,311,410 

23-M«y-89 

•1,300 

838.250 

824.311 

813.939 

57.64 

62,400 

8869,856 

•8)7.876 

8957,732 

-       »-My» 

110,500 

838.750 

824.311 

614.439 

57.64 

85,200 

•1,230.288 

»1«,iMl 

81,362,499 

25-*iy  6? 

M.*M 

831,750 

834.311 

814.43* 

57.64 

47,600 

8*87,366 

fffJCJf* 

8761,231 

26-««v-89 

Mi. mo 

83|. MO 

824.480 

814.020 

58.04 

81,300 

11.139.83* 

•814,710 

,vnr*T* 

(1,259,266 

30-R4V-W 

W.100 

817.175 

824.480 

•13.393 

58.04 

60,800 

*•»*■■ 

8893,526 

31 -fey  89 

m,4oo 

838.125 

824.480 

•13.645 

58.04 

91,900 

I1.254.4lf 

s'MjMl 

61,379,683 

oi-A^-e» 

131,40* 

•38.SO0 

824.480 

614.020 

58.04 

103,400 

11,4*9.666 

•i|1iM< 

•1,601,067 

826 


TUCSON  UICTIIC  KKI  COMMflT 

PRfllMINW  (MUSE  AHAIT818 

OMMCCI  1MB  C*  5  -  OAT  MTM  K9.ICI;   W8EELT  (tf  ELECTRIC  UTILITIES  IMDU 

FLOAT   U  (ASfD  ON  SHAUS  OUTtTANDIlO  AS  Of  OCC  IT.   1987 

FLOAT   HOT    AOJUITID    FOR    1MJDCR    TR/JKACTICW;    IOTTITUT1CMAI   MOtOIKC* 
FOR  PLAifMM'l  COUMCL  CMLT 

F08  tmLINMT  PURPOSES  UEEO.T 

l(f 
ELECTRIC 
DAMAGE/     UTILITIES       (RAtt(  RETENTION 

DATI  VOLUC  MICE         VAILK         SHARE  I  MOO         KTAIMED  DAMAGE 


CtVLIM 


TOTAL 
DAMAGE 


(H-Jun-99 
05-Jun-89 
06-Jijn-»9 
07-An-W 
08-jun-89 
09-Jui-69 
12-Jun-69 
13-JW-89 
U-XrrJ9 
15-Ar>-»9 
16-Jun-89 
1?-Jun-89 
20-Jun-89 
21-JU/I-89 
22-Jun-89 
Z3-Jun-B9 

!»-JJi-» 
27-Ar-K 
2*-jjv«9 
29-Jure89 

M-JUTY-89 


03 -Jul 

05-Jut 

06- Jul 

07- Jul 

10- Jul 

11-Jul-W 

12-Jul-89 

1S-Jut-89 

14-jul-89 

17-Jul-W 

18-Jul-8? 

TOTAL 


178.500 

595,900 

281.800 

291,700 

98,300 

125,100 

158,700 

184,700 

88,900 

74,200 

63.300 

41,500 

1X3,800 

109,200 

1X7,900 

119,700 

101,700 

224,500 

189,400 

105.200 

109,300 

84,900 

83,200 

78,100 

124,100 

111,300 

180,400 

133,400 

•7,900 

106,300 

75,500 

1,248,300 

36745400 


837.625 
(37.625 
836.250 
836.375 
(36.500 
(35.500 
(34.500 
(33.000 
(34.125 
(34.500 
(34.230 
(34.500 
(33.625 
(34.375 
(34.000 
(33.250 
831.375 
(32.250 
(32.250 
(31.875 
(31.500 
(31.500 
831.750 
831.875 
(32.125 
(32.625 
(33.125 
(33.125 
(33.000 
(33.250 
(33.500 
(27.625 


(24.357 
824.357 
824.357 
824.357 
824.357 
824.986 
824.986 
824.986 
824.986 
824.986 
825.091 
(25.091 
825.091 
(29.091 
(25.091 
823.028 
825.028 
(25.028 
825.028 
825.028 
(23.123 
825.323 
825.123 
(25.123 
823.188 
(25.188 
(23.188 
(25.188 
823.188 
(25.956 
(25.956 
(25.956 


(11.268 
(11.268 
811.893 

(12.018 
812.143 
810.314 
89.514 
810.014 
(9.119 
89.314 
89.159 
(9.409 
(8.534 
(9.284 
(8.909 
(8.222 
(6.147 
(7.222 
(7.222 
(6.847 
(6.177 
(6.177 
(6.427 
(6.552 
(6.937 
(7.437 
(7.937 
(7.937 
(7.812 
(7.294 
(7.544 
(1.669 


57 
57 
57 
57 
57 
59 
59 
59 
59 
59 
59 
59 
59 
59. 
59 
59 
59 
59 
59 
59 
60. 
60 
60 
60. 
59. 
59. 
59. 
59. 
59. 
61. 
61. 
61 


141,500 

483,900 

231,500 

242,400 

48,600 

104,700 

133,700 

156,800 

75,700 

63,400 

54,200 

35,600 

115,300 

94,600 

111,400 

140,000 

26?,  BOO 

202,900 

171,000 

95,400 

99,500 

77,600 

57,900 

71,900 

114,600 

103,200 

168,600 

125,500 

82,900 

100,700 

71,700 

1,246,300 


(1,877,708 
(6,421,353 
(2,752,533 

82,913,648 

(590,004 

81,100,397 

81. 2T1,6«r 

(1,569,568 

8691,898 

8602,934 

(496,472 

8334,996 

8985,215 

(877,888 

(992,574 

81,150,800 

(1,700,530 

(1,464,938 

(1,234,620 

(653,490 

8614,910 

(4  79, 548 

(372,297 

(470,945 

(775.324 

8767,808 

81,338.684 

(996,470 

(647,449 

(734, 1CI 

8540,618 

(2,081,321 


(2,052,558 

87,019,440 

82,965,514 

83,142,604 

8637,128 

81,181,036 

81,349,042 

81,674,452 

(731,054 

8639,609 

(525,443 

(355,470 

(1,035,565 

(929,868 

61,047,371 

(1,204,621 

(1,753,625 

(1,516,899 

(1,278,404 

(675,261 

8635,100 

8495,460 

(384,923 

(487,112 

(822,592 

8795,103 

(1,387,785 

81,033,030 

(671,002 

(764,012 

8562,874 

(2,081,321 


24,817,800  8384,322,156  (HC.7J7.444  (535,059,620 


19- Jul -89 
20-Jul-89 
21-Jul-89 
24 -Jul -89 
25 -Jul -89 
26-JUI-89 
27-Jul-89 
28- Jul -89 
31-Jul-89 
01-Aug-89 
02-AU8-89 
Ol-Aug-89 
04-Aug-B9 
07-AUB-B9 
OS-Aub-89 
09-4U8-89 
10-Aug-89 
11-44-89 
14-Au«-89 

1S-Aug-89 

16-Aug-B9 
17-Auj-W 
18-4U8-89 
21-AU8-B9 


S-OAY  AVERAGE  AFTER 

cuts 

PRICE          1MXX 

808,300 

827.750             26      61.645 

61.54 

545,700 

(26.125 

61.54 

173,700 

825.250 

61.75 

101,200 

825.123 

61.75 

297,400 

825.750 

61.75 

324,000 

826.875 

61.75 

169.100 

827.250 

61.75 

139,700 

827.000 

62.05 

149,800 

826.750 

62.05 

181,800 

826.625 

62.05 

771,400 

(24.625 

62.05 

351,900 

825.250 

62.05 

151,600 

823.250 

62.81 

306,  JOC 

825.750 

62.81 

212,300 

823.750 

62.81 

241,900 

825.250 

62.81 

229,200 

825.125 

62.81 

156,000 

825.125 

62.49 

121,600 

824.875 

62.49 

91,500 

824.875 

62.4? 

142,300 

824.750 

62.49 

101,600 

823.500 

62.49 

229,100 

823.500 

41.90 

304,000 

(23.500 

61.90 
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Patricia  Rtilly 
14011-G  Hengo  Dr. 
Del  Mar,  Ca.   92014 
Nay  25,  1992 

Heffler  a  Company 

Administrator 
P.O.  Box  510 
Philadelphia,  Penn.   92105 

Rei  Tucaon  Electric  Power  Co.  Securities 

To  whom  it  may  concern: 

I  am  a  stockholder  in  the  above  claas  act 


my  claim  with  the  support ing  documentation  to  your  company. 


litigation 


ion. 


I  have  submitted 


of  addreaa.   My  old 
Diego.  Ca.  92108. 
14011-G  Mango  Dr. 


This  letter  la  to  notify  you  of  my  change 

address  ia  2285  River  Run  Dr.,  1)8201,  San 

My  new  addreaa,  efective  may  17,  1992,  ia 

Del  Mar,  Ca.   92014.   For  references  purposee,  my  aocial  security 

number  is  332-38-5677.   Please  have  your  records  reflect  my 

new  address. 

Thank  you  in  advance  for  your  help. 

Sincerely, 


''„.'.  £_-_..; 


Patricia  Reilly 
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Milberg  Weiss  Bershad  Hynes  4  Lerach 


600  WEST  BROAOWAY 

1800  ONE  AMERICA  PLAZA 

SAN  OIEGO,  CALIFORNIA  92101-5050 

(619)  231-1058 

FAX:  (619)  231-7423 


NEW  YORK  OFFICE 

ONE  PENNSYLVANIA  PLAZA 

NEW  YORK.  NEW  YORK  10119-0163 

(212)  S94-S3O0 

FAX:  (212)  808-1229 


.*'•  •  — irn    in 


August    17,     1993 


Hon.  Christopher  Dodd 
Chairman,  Securities  Subcommittee 
Senate  Committee  on  Banking, 
Housing  and  Urban  Affairs 
SD-534  Dirksen  Senate  Office  Building 
Washington,  DC   20510-6075 

Dear  Chairman  Dodd: 

Please  include  the  enclosed  Supplemental  Testimony  of  William 
Lni£f  T  ln-^he  reC°rd  of  Proceedings  of  the  hearings  of  the 
K^l^^iY.!^!™1"'-  °"  PriVate  Liti^tio"  ™*«  «,. 


Respectfully  ^ours, 


WSL:kl 
Enclosure 
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SUPPLEMENTAL  TESTIMONY  OF 
WILLIAM  S.  LERACH 


On  July  21,  1993,  Rep.  Tauzin  appeared  before  the  Committee 
and  gave  testimony  which  attacked  the  accuracy  of  certain  state- 
ments I  made  at  the  hearing  on  June  17,  1993.  Set  forth  below  is 
my  response  to  his  charges.  (Rep.  Tauzin  also  employed  a  chart 
before  the  Committee  ostensibly  challenging  the  accuracy  of  a 
number  of  my  individual  statements.  I  was  not  provided  with  a  copy 
of  this  chart.  Should  there  by  any  items  listed  on  the  chart  not 
responded  to  below,  I  would  reguest  the  .opportunity  to  respond  to 
those  as  well.  I  am  confident  all  of  Rep.  Tauzin' s  statements  on 
this  issue  are  equally  inaccurate.) 

EMC  Case 

Rep.  Tauzin  Charge:  Lerach  falsely  accused  EMC's  CEO  Eagan  of 
selling  stock  "just  before"  EMC's  "stock  value  fell,"  as  when  the 
court  dismissed  the  suit  it  held  the  insider  selling  began  "well 
before"  the  deterioration  of  EMC's  prospects. 

The  Truth:  I  specifically  stated  the  EMC  case  had  been 
dismissed  (Hrg.  Trans.,  pg.  173:18-20).  The  issue  was  not  whether 
the  EMC  action  was  dismissed,  but  whether  there  was  a  valid  basis 
for  the  suit  to  be  filed.  In  this  context,  Mr.  Eagan' s  insider 
selling  was  important.  As  the  enclosed  chart  shows,  Eagan  sold 
hundreds  of  thousands  of  shares  of  EMC  stock  at  about  $12  per  share 
on  April  19,  1991  and  May  9,  1991,  just  a  few  weeks  before  the 
stock  collapsed  in  half  beginning  in  early  June  1991.  Exhibit  1. 
Other  EMC  insiders  also  sold  large  amounts  of  stock  at  the  sane 
time.  See  Exhibit  2.  While  some  of  the  insider  trading  "began" 
much  earlier,  Eagan ' s  large  sales  came  just  before  the  stock 
collapsed.  My  testimony  was  100%  truthful  and  accurate.  And  the 
court  in  EMC  specifically  found  the  complaint  "adequately  identi- 
fies the  time,  place  and  content  of  the  alleged  false  representa- 
tions and  omissions  of  the  defendants,"  held  that  the  action  was 
not  frivolous  and  refused  to  award  sanctions.   Exhibit  3. 


Adaptec  Case 

Reo.  Tauzin  Charge:  In  a  "horrible  character  assassination 
charge"  Lerach  accused  Adaptec  CEO  Adler  of  making  an  "enormous 
fortune"  by  selling  stock  "shortly  before"  the  stock  price  fell, 
when,  in  fact,  he  sold  the  stock  nine  months  before  the  stock  price 
declined  and  bought  more  stock  just  one  month  before  the  bad  news 
that  triggered  the  suit  came  out. 

The  Truth:  I  never  said  Adler  made  an  "enormous  fortune."  I 
said  he  sold  155,318  shares  for  $3.2  million-  as  shown  in  his  own 
SEC  filings.  Adler  sold  his  Adaptec  stock  on  March  12-15,  1990  at 
$22  per  share.  Adaptec  stock  began  to  collapse  on  July  13,  1990, 
just  four  months  later,  falling  to  just  $9-3/4  per  share  by 
October,  1990.   Adler  did  sell  "shortly  before"  the  stock  price 
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fell  as  Exhibit  4  shows.    Mv  testimony  was  100%  truthful  and 
accurate. 

Adler  did  purchase  stock  in  November  12,  1990.  However,  this 
was  a  purchase  of  42,500  shares  at  $6.14  per  share  via  Adaptec's 
stock  option  plan  (see  Exhibit  5)  exercised  when  Adaptec  stock  was 
selling  at  $14.50  per  share  on  the  market,  giving  Adler  an  instant 
$355,300  profit  on  the  transaction.  Even  when  Adaptec's  stock 
later  declined  in  price,  it  never  fell  as  low  as  $6.14  per  share. 
We  believe  that  Adler  later  sold  those  option  shares  at  in  excess 
of  $20  per  share,  but  are  not  certain.  The  Committee  should 
consider  asking  Adler  when  and  at  what  price  he  sold  those  shares. 

Silicon  Graphics  Case 

Rep.  Tauzin  Charge:  The  Judge  criticized  class  actions  as 
falling  into  disfavor  and  cited  this  case  as  an  example  of  why. 

The  Truth;  Judge  Williams  made  this  remark  when  dismissing 
the  initial  complaint.  The  Judge  later  sustained  an  amended 
complaint  as  adequately  pleading  fraud  and  providing  "a  basis  for 
inferring  that  defendants  knew  or  recklessly  disregarded"  that  the 
alleged  false  statements  were  false.  The  Judge  did  not  make  any 
further  critical  comments. 

Patricia  Reillv 

Rep.  Tauzin  Charge:  Lerach  falsely  accused  Ms.  Reilly  of 
failing  to  disclose  she  worked  for  securities  firms  when,  in  fact, 
she  did  disclose  her  affiliation. 

The  Truth:  Nowhere  in  my  written  or  oral  testimony  did  I  make 
any  such  statement.  On  July  16,  1993,  I  wrote  Senator  Dodd  and 
other  Members  of  the  Committee  about  Ms.  Reilly 's  claims, 
concluding  "It  is  interesting  to  note  that  ...  Ms.  Reilly  had 
been  employed  for  years  by  two  brokerage  houses  who  are  both 
members  of  the  CEASS  coalition." 


General 

Rep.  Tauzin  Charge:  Individuals  who  will  serve  as  plaintiffs 
in  class  action  suits  are  "all  on  disc"  —  the  plaintiffs  have 
become  as  high-tech  as  the  companies  they  sue. 

The  Truth:  This  is  completely  false.  Outright  character 
assassination.   We  have  no  such  disc  or  list. 
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UNITED  STATES  DISTRICT  COURT 
DISTRICT  OF  MASSACHUSETTS 


CIVIL  ACTION 
NO.  91-11873-S 

A"?. 


JOSEPH  A.  TAPOGNA  and 
WILLIAM  E.  POMMERENING 

Plaintiffs 


RICHARD  J.  EGAN 
MICHAEL  C.  REUTTGERS 
ROGER  M.  MARINO  and 
EMC  CORPORATION 

Defendants 


MEMORANDUM  AND  ORDER  ON  PLAINTIFFS'  OBJECTIONS  TO  MAGISTRATE 

JUDGE'S  REPORTS  AND  RECOMMENDATIONS  ON  MOTION  TO  DISMISS  THE 

FIRST  AMENDED  COMPLAINT  AND  ON  ROGER  M.  MARINO'S  MOTION  TO 

STRIKE  AND  FOR  COSTS  AND  EXPENSES.  INCLUDING  ATTORNEYS'  FEES 

March  17.  1992 

SKINNER.  D.J. 

This  case  arises  in  the  wake  of  a  general  downward  trend  in  the  value  of 

computer  industry  stock.    Plaintiffs,  as  members  of  a  class  of  purchasers  of  shares  of 

EMC  Corporation  stock,  allege  that  the  company,  through  its  officers,  made  a  number 

of  false  and  misleading  statements  and  omissions  in  violation  of  §§  10(b)  and  20(a)  of 

the  Securities  Exchange  Act  of  1934  and  Rule  iOb-5.  promulgated  thereunder.    The 

defendants  responded  to  the  initial  complaint  by  moving  to  dismiss,  based  in  part  on 

plaintiffs'  failure  to  allege  fraud  with  particularity  in  accorcance  with  Fed.  R.  Civ.  P.  9(b). 
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In  addition,  defendant  Roger  M.  Marino,  a  former  officer  and  director  of  EMC,  filed  a 
separate  motion  to  strike  references  to  him  from  the  complaint  as  immaterial  and  for 
sanctions  under  Fed.  R.  Ch/.  P.  tl.  Marino  asserts  that  plaintiffs  conducted  no 
reasonable  Inquiry  before  filing  suit,  and  that  no  reasonable  basis  exists  for  naming  him 
as  a  party  defendant.  In  lieu  of  opposing  the  defendants'  motions,  the  plaintiffs  filed 
an  amended  complaint.  All  defendants  responded  by  moving  to  dismiss  the  amended 
complaint,  again  charging  plaintiffs  with  failure  to  comply  with  Rule  9(b).  Marino,  again 
named  as  a  defendant,  renewed  his  prior  motion  to  strike  and  for  sanctions. 

The  motions  were  referred  to  Magistrate  Judge  Collings,  who  issued  a  report  and 
recommendation  on  each  motion.  The  recommendations  were  to  allow  the  defendants' 
motions  to  dismiss  and  to  impose  Rule  1 1  sanctions  lor  the  plaintiffs'  role  in  improperly 
naming  Marino  as  a  defendant.  Plaintiffs  now  object  to  the  reports  and 
recommendations  of  the  magistrate  judge. 
Background 

I  determine  the  merits  of  this  dispositive  motion  de  novo  on  review  of  the 
contested  report  and  recommendation  of  the  magistrate.  Fed.  R.  Civ.  P.  72(b).  For 
purposes  of  a  motion  to  dismiss,  I  take  the  material  allegations  of  the  complaint  as  true. 
Lesslerv.  Utile,  857  F.2d  866.  867  (1st.  Cir.  1988).  cerr.  denied,  489  U.S.  1016  (1989). 
Defendant  EMC  Corporation  is  a  Massachusetts  computer-related  company  whose 
stock  is  traded  on  the  New  York  Stock  Exchange.  The  company  had  been  a  self- 
proclaimed  success  story  in  the  industry  and  had  issued  several  optimistic  statements 
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concerning  Its  prospects  for  future  sales.  From  the  fall  of  1990  until  the  late  spring  of 
1991,  the  stock  rose  in  value  from  about  $7  per  share  to  its  all-time  high  of  $13  per 
share.  Then,  on  thursday  and  frlday,  July  11  and  12,  1991.  following  the  company's 
thursday  morning  announcement  that  second  quarter  1991  income  would  be  lower  than 
previously  expected,  the  price  of  the  stock  sharply  fell  from  $1 1  to  less  than  57.  The 
following  monday,  plaintiffs  filed  this  suit. 

The  complaint  alleges  that  the  repons  of  EMC's  financial  condition  and  future 
sales  prospects  were  overly  optimistic  and  that  the  defendants  knew  of  the  false  nature 
of  the  statements  and  omissions  at  the  time  they  caused  the  statements  and  omissions 
to  be  made  in  order  to  artificially  Inflate  the  price  of  the  stock  and  defraud  the  plaintiffs, 
who  purchased  EMC  stock  while  it  was  rising  in  value.  With  one  exception,  •  the 
allegations  are  cast  in  sweeping  generalizations,  such  as  "EMC  was  actually 
experiencing  a  deterioration  in  Its  markets."  The  exception  is  the  plaintiff's  allegation 
that  during  the  six-month  period  of  rising  stock  price,  defendants  Egan  and  Manno 
were  sailing  large  blocks  of  stock  which  they  had  personally  owned. 
Discussion 

Rule  9(b)  requires  a  plaintiff  to  specify  the  time,  place,  and  content  of  an  alleged 
false  representation  in  his  complaint.  Wayne  Invest.,  Inc.  v.  Gulf  Oil  Corp.,  739  F.2d  11, 
13  (1st  Cir.  1984).  The  complaint  must  also  contain  some  factual  support  for  the 
ellegations  of  fraud.  New  England  Data  Services,  Inc.,  v.  Becher,  829  F.2d  2S6.  288 
(1st  Cir.  1987).    In  Romani  v.  Shearson  Lehman  Mutton,  929  F.2d  875  (1st  Cir.  1991), 
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the  first  circuit  affirmed  a  trial  court's  dismissal  of  a  complaint  for  failure  to  plead 
securities  fraud  with  particularity  because  the  complaint  contained  "no  factual  allegations 
that  would  support  a  reasonable  inference  that  adverse  circumstances  existed  at  the 
time  of  the  [alleged  misrepresentation]  and  were  known  and  deliberately  or  recklessly 
disregarded  by  defendantB."  Id.  at  878.  The  Roman!  court  described  the  first  circuit's 
adherence  to  the  Rule  9(b)  particularity  requirement  as  "especially  rigorous"  wnen 
applied  in  the  securities  context  as  a  guard  against  strik6  suits.    Id. 

The  complaint  adequately  identifies  the  time,  place,  and  content  of  the  alleged 
false  representations  and  omissions  of  the  defendants.  However,  there  is  a  void  where 
there  should  be  allegations  of  specific  facts  tending  to  show  that  the  defendants  knew 
that  the  optimistic  projections  were  false  when  made.  Like  those  in  the  Rorhani 
complaint,  the  generalizations  alleged  in  the  instant  complaint  are  not  sufficiently 
particular  to  satisfy  Rule  9(b).  Rather,  they  are  conclusions  apparently  based  on  only 
one  set  of  facts,  i.e..  the  personal  stock  sales.    The  defendants"  sale  of  stock  is  the 

— 

most  damaging  of  plaintiffs'  allegations,  and  might,  in  combination  with  other 
circumstances,  support  an  inference  of  fraud  In  this  case  the  sales  began  well  before 
the  deterioration  of  EMC's  prospects.  Standing  alone,  the  fact  that  the  sales  occurred 
does  not  support  an  inference  of  fraud.  See  Pinkowiu  v.  Data  General  Corp.,  No.  90- 
11854-Z.  1991  U.S.  Dist.  LEXIS  19228  (D.  Mass.  Dec.  27.  1991). 
Rule  11  Sanctions 
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The  magistrate  judge  correctly  noted  that  the  plaintiffs  did  not  respond  to 
Marino's  motion  for  sanctions  by  way  of  formal  written  opposition.  The  plaintiffs  did 
argue  against  Marino's  dismissal  in  a  footnote  to  Its  opposition  to  the  defendant's 
motion  to  dismiss,  and  the  plaintiffs  also  orally  argued  against  some  portions  of 
Marino's  motion  to  the  magistrate  judge.  I  will  treat  the  motion  as  if  It  were  property 
opposed. 

The  plaintiffs'  basis  for  Joining  Marino  is  apparently  that  his  ownership  of  over 

10%  of  outstanding  EMC  stock  gives  rise  to  his  status  as  a  "controlling  person"  under 

Section  20(a)  of  the  Securities  Exchange  Act  of  1934,  15  U.S.C.  §  78t(a).  which 

provides: 

Every  person  who,  directly  or  indirectly,  controls  any  person  liable  under  • 
any  provision  of  this  chapter . . .  shall  also  be  liable  jointly  and  severally 
.  . .  unless  the  controlling  person  acted  in  good  faith  .  .  . 

Id.      Marino's  contention  that  he  no  longer  was  an  officer  or  a  director  of  the 

corporation  at  the  time  he  sold  his  stock  is  not  relevant  to  the  issue  of  whether  he  was 

a  controlling  person  under  the  Act.   Marino  has  not  made  a  showing  that  the  plaintiffs* 

"controlling  person"  theory  of  recovery  is  so  flawed  as  to  trigger  the  imposition  of 

sanctions,  and  in  the  absence  of  such  a  showing  I  will  decline  to  do  so. 

Supplemental  Claims 

Under  the  supplemental  jurisdiction  statute,  which  codified  the  doctrines  of 

pendent  and  ancillary  jurisdiction,  a  district  court  may  decline  to  hear  state  law  claims 

ones  the  federal  claims  have  been  dismissed.  28  U.S.C.  §  1367(c)(3).  See  also  United 
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Mine  Workers  v.  Gibbs,  383  U.S.  715  (1966).  The  federal  claims  having  been  dismissed 
in  this  case,  the  state  law  claims  will  be  dismissed  as  well. 
Leave  to  Amend 

Plaintiffs  request  leave  to  amend  their  complaint,  should  the  complaint  fail  to 
comply  with  the  requirements  of  Rule  9(b).  Plaintiffs  have  had  ample  opportunity  to 
allege  any  facts  of  which  they  are  aware  from  which  liability  may  flow.  Indeed,  their 
First  Amended  Complaint  itself  was  a  response  to  an  earlier  charge  that  the  original 
complaint  failed  to  comply  with  Rule  9(b).  The  complaint  fails  because  the  plaintiffs 
apparently  wish  to  embark  on  a  fishing  expedition  at  the  defendants'  expense,  not 
because  the  plaintiffs  have  been  imprecise  in  their  choice  of  words.  The  complaint  will 
be  dismissed  with  prejudice.  See  Romani,  929  F.2d  at  880-81 . 

Accordingly,  the  plaintiffs'  objection  to  the  magistrate  judge's  report  and 
recommendation  to  dismiss  is  overruled  and  the  plaintiffs'  objection  to  the  magistrate 
judge's  report  and  recommendation  to  impose  sanctions  is  sustained.  The  complaint 
is  dismissed  with  prejudice.    No  Rule  1 1  sanctions  will  be  imposed. 
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810  Pint  St.,  HE.  Suits  7S0,  Wllhlngton.  O.C.  20002.  T«l  (202)  3*7-7S2l  Fix  (203)  347-2826 


GUIDE  TO  SYMBOLS 

Rafetance  to  these  symbols  Is  essential  for  a  full  and  accurate 

Interpretation  of  .the  data  reported. 


IN8Z0EB  RELATIONSHIP  TO  COMPANY 

"AF"  -  Affiliated  Person  "LP" 

"AI"  -  Affiliate  of  Investment  Advisor  "MC" 
"B"   -  Beneficial  Owner  of  more  than  10%  of   "0" 

a  Class  of  Co.'s  Equity  Securities  "OB" 
Beneficial  Owner  as  Custodian 

Beneficial  Owner  as  Trustee  "00" 

Chairman  of  the  Board  "OS" 

Controlling  Person  "OT" 

Director  "OX" 

"DO"  -  Director  and  Beneficial  Owner  (10M  "SS" 

"DS»  -  Indirect  Shareholder  "?" 

"CP"  -  General  Partner  "UK" 

"H"   -  Officer,  Director,  and  Beneficial  "VT" 

Owner  (10\)  "R" 
"IA"  -  Investment  Advisor 


»3C" 
"BT" 
"CB" 
nCP" 
"0" 


-  Limited  Partner 

-  Member  of  Committee 

-  Officer 

-  Officer  and  Beneficial 
Owner  (10\) 

-  Officer  and  Director 

-  Officer  of  Subsidiary 

-  Officer  and  Treasure-r  . 

-  Divisional  Officer 

-  Shareholder 

-  Trustee 

-  Unknown 

-  Voting  Trustee 

-  Resigned,  Deceased, 
or  Retired 


CHARACTER  OF  TRANSACTION  (TRANSACTION  TYPE) 

"3"  -  Initial  Statement  of  owners  "Q"  -  Disposition  by  exercise 

of  warrants 
"B"  -  Acquisition  of  shares  accrued  through   "S"  -  Redeemed  (called, 

a  plan  matured,  or  retired) 

"D"  -  Stock  dividend 

"F"  -  Exercise  of  rights,  etc. 

"G"  -  Acquired  by  gift 

"H"  -  Disposed  by  gift 

"J"  -  Private  purchase 

"K"  -  Private  sale 

"M"  -  Acquisition  by  exchange  or  conversion 

"}l"  -  Disposed  of  by  exchange  or  conversion 

"P"  -  Open  market  purchase 


"S"  -  Open  market  sale 

"T"  -  Other  acquisition 

"U"  -  Other  disposition 

"V"  -  Disposition  cf  warrant: 
by  exercise 

"W"  -  Acquisition  by  exercls 
of  warrants 

"X"  -  Acquisition  by  exercis 

of  options 
"Y"  -  Reverse  acock  split 


•  T  n   _   Cf 


StocK  spj 


OWNERSHIP 
"O"  -  Direct 
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SYMBOL:  AOPT 
SECURITY  REL 


Pr    Opt**.   ++*'k*X     |OJfcl*A% 
ADAPTEC    INC. 


INSIDER  NAME 


OWN  TT   DATE 


SHARES   PRICE 


CDA/Inves 

GROUP  0 

HOLD  I; 


COM  VP  BREEDEN  PHILIP  J 

COM  VP  BREEDEN  PHILIP  J 

COM  0  MILLER  JEFFREY  A 

COM  VP  MCLEAN  Q  ROGER 

COM  VP  SASSCER  LAWRENCE  D 

COM  P  ADLER  JOHN  £ 

COM  P  ADLER  JOHN  G 

COM  C3  BOUCHER  LAURENCE  S 

COM  0  HANSEN  PAUL  G 

COM  P  ADLER  JOHN  G 

COr'  C2  BC'JCHER  —VJRENCE  8 

COM  C  LOARIE  ROBERT  J 

COM  0  LCARIE  ROBERT  J 


D 
D 
D 
D 
D 

r, 

D 
I 
D 
D 


880224 
880228 
880401 
880413 
S30S12 
380330 
3-50 1 06 
350131 
S-303J 1 
S30*O7 

■?■•!■.•-:<'•■<• 

530S01 


6,000 

£,667 

300 

0 

14,632 

873 

1 ,  026 

10,000 

85? 

Z .  000 

-■-•.000 

. 0 , 000 


Rr  ass  RET'J? 
ESC  *r  "V 
1200  or-LD 
Menu;  "1 
3:05  Dm 


'or 


aaga. 


'.■»;n    Menu;   aromct.    z>r 


4.-isk: 
Ti-iur  scay 


jreviOUS    nrrrno; 


6.00 
6.25 
5.63 
N/R 
N/R 
4.  ££ 
*.46 
6.00 

^.57 

£ .  00 

■ 

10.-5 


26     c 
40,  S 


14 
10  t 
102 


03 


SYMBOL; 

ADP-1- 

ADAP" 

"£  " 

.  r. 

-• 

3ECL3 : - 

v  \  — 

:ns:de3  wams 

2L:\ 

SATE 

.--ARE3 

CO*" 

Q 

lOARIS  SOB.-":-  j 

; 

■•= 

330S03 

:  ;,.ooo 

COM 

VP 

3AS3CER  LAWRENCE  D 

J} 

."i 

330S03 

5-51 

com 

03 

BOUCHER  LAURENCE  5 

* 

,- 

: jOcli 

1 .  000 

COM 

~ 

r*DLER  JOHN  ij 

2 

3 

330330 

'  305 

COM 

C 

OriEARA  CJ-iRISTOPhE:-, 

:i, 

r 

. 

530S3C 

0 

ca;i 

i.C 

'SSStKATSSri   3 

3 

J 

330S30 

-  •  "3,"*3 

COM 

2 

iiANSEfl  PAUL  -^ 

<> 

~- 

:-'l''.'n.~l  '■ 

23C 

COM 

7° 

VSMKATSSH  3 

r, 

= 

53030 '. 

■4^3 

COM 

■■  "t 

-O'JC/tER  L.VJr  £:•!'' E  ** 

i 

f 

i'i-'.:'z'. 

-v ,  000 

;*^M 

0 

MOCRS  S  J 

~ 

:*  ~  ",  ■ 

1 .  3CC 

>rass    sv-i 


j-.  n      !  :=|1!. 


'..0     .'  '    !?•'?•  r  :".•'=    j-1*  >ins  'r : 


Menu : 
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SYMBOL:  ADPT  ADAPTEC  INC. 

SECURITY  REL   INSIDER  NAME         OWN  TT   DATE 


CDA/ Invest 

'3P.OUP  0* 

SHARES   PRICE     HOLD  IN 


COM 

VP 

MCLEAN  13  ROGER 

D 

X 

S30S07 

12 

500 

N/R 

COM 

VP 

MCLEAN  G  ROGER 

D 

Q 

390S07 

4 

N/R 

7 

'-  -1 

COM 

CB 

BOUCHER  LAURENCE 

B 

I 

S 

3=" 

'807 

20 

'500 

13.50 

COM 

VP 

HANSEN  PAUL  '3 

ri 

X 

3i' 

'821 

15 

24*5 

5.  13 

--..-. 

2C 

COM 

C3 

BOUCHER  LAURENCE 

r 

I 

S 

3'3< 

'323 

10 

000 

12.  E3 

COM 

D 

MARQUARDT  DAVID  F 

r» 

U 

8 -JOS  24 

14 

S6-; 

N/R 

30 

0«" 

COM 

CB 

BOUCHER  LAURENCE 

c 

I 

E 

S'ri 

-624 

10 

000 

12.63 

COM 

CB 

BOUCHER  LAURENCE 

E 

i 

3 

8'5< 

iS2"9 

40 

ooo 

13.33 

77 

S" 

COM 

VP 

MILLER  JEFFREY  A 

I 

S 

S'3( 

)S30 

*" 

ooc 

13.75 

37 

3T' 

CO."-! 

'  'O 

•v!i2""AN  3ER.N* ~:3  '3 

*•■ 

"* 

■r 

s?> 

1'—  ■Is" 

.".I*.*. 

15.00 

— =1  COM 

p 

.*.r?  r~  •'■»:--■  ' 

~. 

■i  ?' 

• "- : : 

-1 

""•".'■■ 

T   "  — 

t  ^T 

'2 

COM 

■.-.- 

NIEMAN  SSR""-  "~  "- 

Jn 

D 

.r, 

3"?' 

•■=•  '.  - 

1 

'.  i  -  — — 

COM 

VR 

IMIEMAN  BERNARD  G 

j~* 

D 

'•: 

3'-' 

'91 - 

000 

i  3 .  56 

147 

O1' 

Press  RETURN  icf    nsx't  pais. 
E3C  or  "\"  to  ~ain  Menu  groins", 
1200  SAL'S 
;"ienu:  "1         ;;r:ni:  ~2 

3:oc  pin  7!-, 


5YMB0- 


'AB  to  orsv.ous  :r  C'irij-: : 


CCA/Inves 
GROUP 


COM 

cor 

COM 

COM 

C  OM 
COM 

•:  dm 

COM 


•QSi 


.Kj.*  ?' 

N/R 
r:  '!? 
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SYMBOL:  ADPT 


ADAPTEC  INC. 


SECURITY  REL   INSIDER  NAME 


OWN  TT   DATE 


CDA/Invvstr 
GROUP  03: 

SHARES   PRICE     HOLDING 


57,  e: 


COM 

VP 

NlEMAN 

BERNARD 

G 

JR 

D 

s 

63 1020 

* 

ooo 

18. 

88 

COM 

VP 

NIEMAN 

BERNARD 

lj 

JR 

D 

s 

8S1020 

1 

000 

18. 

50 

COM 

VP 

NlEMAN 

BERNARD 

G 

JR 

D 

s 

891023 

6 

000 

18. 

oo 

COM 

C3 

BOUCHER  LAURENCE 
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Milberq  Weiss  Bershao  Hynes  &  Lerach 

ONE  PENNSYLVANIA  PLAZA 

NEW  YORK.  NEW  YORK  1O119-0145 

(212)  S94-S300 

FAX:  (212)  SAS-1229 


CALIFORNIA  OFFICE 

aOO  WEST  BROADWAY 

IUO0  ONE  AMERICA  PLAZA 

SAN  OIEOO.  CAUFORNIA  V210VSOSO 

(•It)  231-10M 

FAX:  (819)  231-7*33 


August    18,    1993 


Via  Federal  Express 

Honorable  Christopher  J.  Dodd 

Chairman 

Subcommittee  on  Securities 

Senate  Committee  on  Banking,  Housing  and  Urban  Affairs 

SR-444  Russell  Senate  Office  Building 

Washington,  DC  20510-0702 

Dear  Mr.  Chairman: 

Enclosed  please  find  a  copy  of  the  Abraham  J.  Briloff 
lecture  that  I  was  privileged  to  deliver  last  year  entitled   "Why 
Auditors  Have  Failed  To  Fulfill  Their  Necessary  Professional 
Responsibilities  —  And  What  To  Do  About  It." 

I  believe  that  the  subject  of  my  lecture  bears  directly  on 
the  topic  of  your  hearing  on  July  21,  1993,  and  I  would 
respectfully  request  that  you  insert  it  in  the  record  at  an 
appropriate  point  near  my  statement. 

With  best  regards. 


MIW:er 
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Why  Auditors  Have  Failed  to  Fulfill 

Their  Necessary  Professional 

Responsibilities-And  What  to  do  About  It 

by  Melvyn  I.  Weiss 
Senior  Managing  Partner  of  the  law  firm  of 
Milberg  Weiss  Bershad  Specthrie  and  Lerach 

When  I  was  a  student  more  than  33  years  ago,  Abe  BrilofTwas  already  a 
professor  of  great  renown.  This  lecture  series  in  his  honor  evidences  that 
his  fame  continues,  and  with  good  reason.  For  so  many  of  those  intervening  years 
he  was  virtually  the  sole  beacon  of  truth  in  the  accounting  profession.  I  cannot 
emphasize  enough  how  important  it  was  that  his  voice  was  there  to  be  heard.  He 
imparted  needed  credibility  for  those  of  us  who  were  trying  to  improve  the 
profession,  while  others  were  trying  to  discredit  our  efforts.  As  a  result,  being  here 
today,  as  part  of  the  BrilofTseries  of  lectures,  is  a  great  honor  for  me.  I  am  especially 
happy  to  have  this  opportunity  to  thank  Abe  Brilofl"  for  all  those  years  of 
inspiration. 

I  am  here  today  because  I  frequendy  represent  people  who  sue  accountants. 
I  accepted  this  opportunity  to  speak  to  you  because  I  feel  very  strongly  not  only 
about  the  standards  that  the  accounting  profession  ought  to  be  setting  for  itself, 
but  also  about  the  important  role  accountants  perform  in  our  society.  Part  of  what 
I  want  to  do  today  is  give  you  my  perspective  on  the  history  of  the  accounting 
profession  and  share  my  understanding  of  what  litigation  by  firms  like  mine  has 
meant  in  the  evolution  of  modern-day  accounting.  Although  it  is  my  conclusion 
that  the  profession  is  in  serious  need  of  reforms,  what  I  want  to  do  above  all  else 
is  to  inspire  you  to  believe  that  the  future  for  the  practice  of  accounting  and 
auditing  is  not  a  dark  place  and  that  the  profession  presents  tremendous 
opportunities  for  those  who  are  willing  to  take  the  initiative. 
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In  order  to  accomplish  thai  transformation,  auditors  have  to  start  hy  accepting 
far  greater  responsibility  than  they  have  in  the  past.  And  further,  if  auditors  do 
not  accept  the  principle  that  responsibility  also  means  accountability,  then  they 
will  fail  to  fulfill  their  role  in  our  system,  which  is  essential  for  the  existence  of  a 
properly  functioning  capital-formation  market 

To  help  understand  today's  dilemma — which  I  believe  is  the  refusal  of  the 
accounting  profession  to  fully  accept  its  obligation  to  stand  behind  me  financial 
statements  it  audits — it  is  important  first  to  obtain  an  historical  perspective  on 
litigation  against  accountants  and  to  analyze  whether  the  profession's  response  to 
dial  litigation  is  justified.  I  am  going  to  take  you  back  in  time  to  the  1920s,  then 
bring  you  to  what  is  transpiring  in  the  world  of  litigation  today,  and  finally  to  what 
the  future  might  hold.  Those  perspectives  should  illuminate  what  the  scope  of 
accountants'  responsibilities  ought  to  be,  and  show  why  the  profession  must  also 
be  held  accountable  if  it  fails  to  fulfill  those  responsibilities,  so  that  society's  needs 
can  be  met  and  the  profession  can  prosper. 

For  me  this  history  begins  in  1928,  when  the  dispute  arose  that  eventually  led 
tojudge  Cardozo's  famous  appellate  decision  in  the  case  of  Ullmmares  v.  louche? 
Judge  Cardozo  issued  the  decision  of  the  New  York  Court  of  Appeals  in  the 
Ultramnres  case  in  1931.  Accountants  were  then  considered  to  be  primarily 
responsible  only  to  the  managements  of  their  clients — to  report  financial  results 
and  to  look  for  employee  misconduct.  The  AICPA  was  essentially  a  social 
organization.  There  were  few  auditing  standards  and  few  accounting  principles. 
The  concept  of  independence  did  not  exist.  Auditors  were  permitted  to  sit  on  a 
client's  board  of  directors  while  auditing  that  client's  financial  statements.  In  the 
Ultrainares  decision,  Judge  Cardozo  ruled  that  auditors  should  not  be  liable  to 
third  parties  not  in  privity  with  the  auditors,  except  where  the  auditors  had 
engaged  in  fraud.  Taking  into  account  the  role  accountants  were  playing,  he 
found  that  die  audit  was  intended  to  benefit  only  the  client;  those  to  whom  the 
client  might  exhibit  the  audited  financial  statements  were  not  entitled  to  legal 
protection  against  die  auditor's  negligence.  Judge  Cardozo  furdier  stated  that 
public  accountants  were  "public"  only  in  the  sense  that  the  services  were  available 
to  anyone  who  chose  to  employ  them.  The  practical  effect  of  the  decision  was  that 
professional  malpractice  claims  against  auditors,  under  a  negligence  standard, 
could  usually  be  asserted  only  by  the  audit  clients,  and  not  by  other  persons  who 
may  have  used  and  relied  on  misleading  financial  statements  that  had  been 
audited  negligently. 

With  that  background  in  mind,  it  is  not  hard  to  understand  why  accountants 
were  not  at  that  time  considered  to  be  public  watchdogs.  I  lowever,  the  1 929  stock 
market  crash  made  it  horribly  clear  that  third-party  users  of  audited  financial 
statements — for  example,  investors — needed  protection,  arid  so,  with  the  Secu- 
rities Act  of  1933  and  die  Securities  Exchange  Act  of  1934,  the  Securities  and 
Exchange  Commission  was  formed  and  laws  protecting  investors  were  enacted. 


'Ultramares  Corp.  v.  Touche,  255  NY.  1 70  ( 193 1 ) .  This  decision  was  written  byjudge 
Benjamin  N.  Cardozo  of  the  New  York  Court  of  Appeals,  who  later  became  ajustice  of  the 
United  States  Supreme  Court. 
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During  the  debates  and  discussions  leading  up  to  that  legislation,  consider- 
ation wasgiven  as  to  how  to  protect  the  investor-users  of  financial  statements.  The 
response  of  the  accounung  profession  was  significant.  Accountants  objected  to 
the  suggestion  that  the  government  take  the  primary  role  in  protecting  investors 
with  respect  to  financial  reporting.  Instead,  the  accounting  profession  sought  and 
received  a  major  commercial  franchise  having  to  do  with  capital  formation  and 
the  operation  of  the  securities  markets.  Accountants  were  given  the  responsibility 
of  protecting  the  users  of  financial  statements  disseminated  by  issuers  of  securi- 
ties, who  used  such  statements  to  raise  capital  from  the  public  and  increase 
trading  in  the  aftermarkcts. 

After  1934,  accounung  and  auditing  rules  grew  considerably.  The  AICPA 
became  a  more  disciplined  organization,  and  the  concept  of  independence 
became  a  centerpiece  of  the  audit  function.  During  that  period,  although  the 
concept  of  the  "independent  audit"  came  into  vogue,  what  really  developed  was 
a  pattern  of  relationships  between  accountants  and  clients  that  was  unhealthy, 
essentially  unscrutinized,  and  not  really  "independent"  at  all.  That  pattern  of 
relationships  ensured  that  it  was  very  rare  to  see  a  lawsuit  against  auditors,  because 
the  big  institutions  with  the  financial  wherewithal  to  seek  remedies  in  court  were 
also  prisoners  of  taboos.  They  tended  to  be  "good  old  boy"  types  who  did  not 
believe  in  seeking  redress  in  court.  While  they  may  have  occasionally  lost  money 
as  a  result  of  wrongdoing,  they  made  even  more  taking  advantage  of  wrongdoing. 
The  steady  loser  was  the  investing  public. 

That  situation  began  to  change  only  in  1966 — not  because  auditing  standards 
or  practices  themselves  were  reformed,  but  because  of  an  important  change  in  the 
law  governing  federal  court  procedure.  That  year,  Rule  23  of  the  Federal  Rules 
of  Civil  Procedure  was  amended  to  permit  "class  actions"  designed  to  enforce 
federal  remedies,  specifically  remedies  to  benefit  large  numbers  of  people  with 
claims  too  small  to  prosecute  individually,  such  as  securities  investors  victimized 
by  financial  fraud.  It  was  not  until  after  that  modification  took  place  that  the 
accounting  profession,  as  a  result  of  litigation  exposing  serious  audit  failures, 
found  itself  forced  to  undergo  reforms. 

Now  let  me  digress.  I  graduated  from  college  with  an  accounung  degree  in 
1957  and  from  law  school  in  1959.  After  a  couple  of  stints  in  die  Army,  I  spent  a 
short  time  with  a  big  Wall  Street  law  firm  and  then  a  smaller  firm.  In  1965, 1  co- 
founded  what  was  then  Milberg  &  Weiss.  I  had  an  accounung  degree;  I  was  a 
litigator.  I  also  personally  engaged  in  business  dealings,  such  as  stardng  up 
companies  that  wen  t  public.  My  partner  La<  \rence  Milberg  was  22  years  my  senior 
and  had  lidgated  stockholder  derivative  actions  prior  to  my  joining  him. 

Prior  to  1966,  when  Rule  23  was  amended,  lawyers  who  prosecuted  lawsuits 
involving  corporate  wrongdoing  focused  on  what  are  known  as  derivative  ac- 
uons— which  are  legal  acdons  brought  on  behalf  of  corporauons  to  recover  for 
wrongs  committed  against  the  company  but  where  the  company's  board  of 
directors  fails  or  refuses  to  act.  Class  acuons — which  in  the  securides  litigation 
field  permit  recoveries  by  investors  themselves,  not  just  by  the  corporauons  they 
invested  in— did  not  appeal  to  those  lawyers,  because  die  class  acdon  procedures 
require  someone,  usually  die  lawyers,  to  put  up  the  cost  of  die  nodce  of  pendency 
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of  the  class  action  to  all  of  the  class  mcmlKTS.  Larry  Milberg  and  I  decided  that 
if  others  wcreunwilling  to  take  that  financial  risk  to  pursue  class  actions  against 
those  who  defrauded  investors,  it  was  an  opportunity  we  would  accept.  As  it 
turned  out,  it  took  many  years  to  prove  the  decision  worthwhile.  I  think  it  is 
illuminating  to  consider  some  of  the  cases  we  have  lx*cn  involved  in,  to  demon- 
strate the  kinds  of  accounting  and  auditing  problems  we  were  rinding. 

One  of  the  first  cases  we  brought  was  against  Dolly  Madison  Industries.  Dolly 
Madison  Industries  made  thirty  or  more  acquisitions  in  a  year  and  a  half  ami  its 
stock  rose  significantly.  Then  suddenly  it  wrote  off"  a  great  amount  of  assets  and 
its  slock  price  collapsed.  We  named  louche  Rovs  as  a  defendant.  Big  accounting 
linns  were  not  often  named  as  defendants  in  those  days— especially  in  class 
actions. 

As  we  were  able  to  examine  the  workpapers  of  Touche  Ross  in  the  Dolly 
Madison  case  and  those  of  other  accounting  firms  in  subsequent  cases,  I  began  to 
enjoy  accounting  as  I  never  had  as  a  student.  I  began  observing  that  the 
woi  kpapers  almost  always  have  the  gloss  of  being  professionally  written.  The  only 
trouble  is  that  when  you  finish  your  review  you  come  to  realize  that  all  too  often 
they  are  superficial  and  completely  miss  the  lack  of  economic  reality  in  the  client's 
results  of  operations.  In  the  Dolly  Madison  case,  we  alleged  that  there  were  many 
areas  of  accounting  that  were  not  being  reported  properly.  Acquisition  costs  and 
startup  costs  were  improperly  capitalized.  Inventories  were  overvalued.  Receiv- 
ables were  under-rescived  or  were  not  being  written  off  when  they  became 
uncollectible.  Goodwill  was  not  being  properly  amortized.  The  case  was  u  ied  in 
United  States  District  Court  in  Philadelphia.  In  1972  we  collected  $2  million  from 
Touche  Ross,  which  was  viewed  as  a  huge  recover)-.  It  was  an  important  early 
victory  in  the  fight  to  enforce  the  federal  securities  laws  on  behalf  of  public 
investors. 

Before  the  trial,  an  article  appeared  in  The Neiu  York  Timet,  no  doubt  planted 
by  Touche.  It  was  entided  "An  Accounting  Maelstrom."  Its  subheading  was, 
Touche  Ross  in  Midst  of  Industry  Pressures.""    The  article  stated: 

With  offices  as  far  apart  as  Alaska  and  Kenya,  Touche  Ross  is  a  fast 
growing,  worldwide  member  of  the  Big  8,  the  major  league  of  accounting 
firms.  But  now  the  firm,  the  youngest  of  die  eight,  is  in  the  thick  of  a  turmoil 
besetting  all  auditors,  a  profession  rushing  (some  would  say  l>eiiig  pushed) 
to  adopt  new  ways.  Lawsuits  from  small  corporate  stockholders;  pressure 
for  new  standards  in  reporting  corporate  finances;  countcqjressure  from 
company  treasurers  who  want  accounting  rules  to  remain  unchanged; 
hints  from  the  Government  to  approve  corporate  forecasts;  recommenda- 
tions to  revamp  the  profession's  basic  rulemaking  apparatus — all  are 
making  the  present  a  difficult,  exciting,  important  period  for  those  who 
give  the  stamp  of  approval  to  financial  statements." 
That  article,  bemoaning  the  turmoil  caused  by  necessary  changes,  published  20 
years  ago,  could  have  been  written  yesterday.    Unfortunately,  not  much  has 
changed  except  die  size  of  die  problem. 


*"An  Accounting  Maelstrom,"  by  John  II.  Allen.  The  New  York  Times,  April  30,  1972. 
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Whai  did  this  new  lypc  of  litigation  bring  to  the  accounting  profession?  When 
we  started  filing  class  actions  in  1966,  we  had -no  idea  what  impact  there  would  be 
(other  than  obtaining  financial  recoveries).  In  those  days  there  were  very  few 
accounting  principles  and  auditing  standards  pronounced  by  the  AJCPA.  Gen- 
erally accepted  accounting  principles  were  derived  predominantly  from  gener- 
ally accepted  practices.  The  problem  was  that  auditors  could  find  a  so-called 
practice  to  accommodate  virtually  any  accounting  treatment  they  desired  to  use. 
If  any  recognized  accounting  firm  followed  a  particular  practice,  it  was  pointed  to 
and  followed  as  a  generally  accepted  practice.  The  result  was  that  there  were 
companies  in  the  same  industry  and  business  with  accounting  treatments  so 
varied  that  the  results  of  operations  could  not  begin  to  be  compared.  And  the 
accounting  profession  was  not  doing  anything  about  it.  The  auditors  were 
reactive,  not  proactive.  They  were  there  predominandy  to  please  their  clients. 
That's  the  way  it  was  then  and  that's  the  way  it  still  is.  That's  the  attitude  that  must 
change.  If  that  attitude  changes,  there  isa  world  of  opportunity  for  the  profession, 
and  for  young  accountants  in  particular. 

A  brief  description  of  a  few  of  the  other  cases  that  I  have  been  involved  with  over 
the  years  will  serve  to  demonstrate  the  kinds  of  accounting  wrongdoing  that  have 
consistendy  occurred,  and  will  show  that  although  auditors  have  had  to  pay 
damages  time  and  again  in  securities  litigations,  things  have  still  not  changed  as 
much  as  they  should  have. 

In  1 966,  one  of  the  first  casesunder  the  new  class  action  rule  wasagainstR.  Hoe, 
a  company  that  manufactured  printing  machinery.  We  alleged  that  investors  had 
been  misled  because  this  company  had  huge  amounts  of  equipment  on  its 
balance  sheet,  but  no  inventory  of  this  equipment  had  been  taken  in  years  because 
the  equipment  was  accounted  for  as  capital  assets  to  be  depreciated  over  its  useful 
life.  We  alleged  that  tens  of  millions  of  dollars  wordi  of  those  assets  eidier  no 
longer  existed,  or  had  present  values  not  even  close  to  the  amounts  carried  on  the 
books.  The  case  setded  for  over  $5  million,  a  huge  amount  in  those  days. 

In  the  late  1960s,  I  started  a  company  that  bought  television  equipment  from 
companies  like  Ampex.  In  order  to  encourage  us  as  a  start-up  company,  Ampex 
required  no  down  payment,  a  balloon  payment  at  the  end  of  five  years  for  the  full 
purchase  price,  and  nothing  but  interest  in  the  intervening  years.  The  start  up 
companies  they  sold  to  had  virtually  no  creditworthiness.  Ampex  made  those 
arrangements  with  many  companies,  and  recognized  the  full  income  on  those 
transactions  as  soon  as  the  sales  were  made,  irrespective  of  die  creditworthiness 
of  the  customers.  Then,  a  few  years  later,  Ampex  wrote  off  $135  million.  It  did 
not  take  much  effort  to  understand  that  the  write  offs  resulted  when  these  start- 
up companies  could  not  pay  their  debts.  The  decline  in  Ampex's  stock  price  led 
to  a  class  acuon.  The  case,  called  Rlackie  v.  Barrack?  resulted  in  a  decision  very 
favorable  to  plaintiffs  from  the  U.S.  Court  of  Appeals  for  the  Ninth  Circuit.   It 


'524  F.2d  891  (9th  Cir.  1975),  cert,  denied,  429  U.S.  816  (1976).  Among  other  things. 
Blackie  v.  Barrack  established  the  viability  of  the  "fraud  on  the  market"  theory,  which 
obviated  the  need  for  plaintiffs  to  prove  class  members'  individual  reliance  upon  the 
defendants'  fraudulent  misrepresentations. 
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became  the  leading  decision  in  securities  class  action  jurisprudence  and  led  to  a 
$9  million  recovery  for  investors.  The  accounting  firm  contributed  several  million 
dollars. 

From  1970-72  there  was  a  rash  of  cases  involving  companies  in  the  computer 
leasing  business.  At  the  time,  IBM  was  depreciating  computer  equipment  over 
five  years — straight-line  depreciation,  with  ru»  assumed  residual  value.  This  was 
viewed  as  a  reasonable  reflection  of  the  early  obsolescence  of  I  he  equipment  due 
to  rapid  technological  advances.  I  lowever,  the  computer  leasing  companies  were 
taking  die  same  equipment,  which  they  purchased  from  IBM,  and  were  depreci- 
ating 85%  over  ten  years,  assuming  a  15%  residual  value.  'The  computer  leasing 
companies  were  thereby  creating  false  profits  by  ignoring  the  likelihood  of  earlier 
technological  obsolescence.  No  one  could  argue  that  those  computers  were  not 
going  to  exist  ten  years  later,  but  what  would  they  be  worth  if  I BM  was  bringing  out 
a  new  generation  of  equipment  every  five  years?  Those  cases  led  to  multi-million 
dollar  settlements. 

Another  major  case  was  the  U.S.  Financial  securities  litigation  in  San  Diego. 
U.S.  Financial  was  a  real  estate  company.  It  was  considered  an  innovator  in  the 
way  it  operated.  It  left  nothing  to  chance.  It  operated  its  own  mortgage  company, 
title  insurance  company  and  brokerage  business.  It  built  its  own  product  by 
entering  into  joint  ventures  to  build,  providing  all  or  most  of  the  financing.  1 1  also 
sold  most  of  its  real  estate  to  affiliated  parties.  We  alleged  that  this  company 
entered  in  to  transactions  with  its  affiliates  on  the  last  day  of  every  reporting  period, 
thereby  creating  virtually  all  ofthe  profit  for  the  entire  reporting  period.  In  those 
situations,  U.S.  Financial  was  advancing  the  money  to  the  buyers  to  make  their 
down  payments.  In  oilier  words,  the  transactions  had  no  real  economic  substance. 
U.S.  Financial  was  providing  the  down  payment,  the  financing,  and  the  real  esiate 
itself — it  controlled  every  aspect  of  the  transactions  and  the  buyers  were  not 
taking  any  risk.  Despite  all  ofthe  red  flags  and  lack  of  normal  economic  <  hecks 
and  balances,  the  auditors  did  not  raise  any  objections  to  the  financials.  The  case 
led  to  a  $50  million  settlement. 

In  1975,  in  the  1CN  Pharmaceuticals  case,  we  discovered  for  the  first  lime  thai 
our  cases  were  causing  accounting  linns  to  doctor  their  audit  work  papers. 
Accountants  at  the  senior  level  ofthe  audit  stalf  typically  prepared  "to  do"  notes, 
which  informed  junior  members  ofthe  audil  team  how  to  lake  care  of  problems 
that  were  being  encountered  during  the  course  ofthe  audil.  Those  "lo  do"  notes 
served  as  red  flags  in  lawsuits,  showing  where  auditors  saw  problems  during  the 
course  of  die  audit.  The  notes  were  often  instructions  to  expand  the  scope  ofthe 
audil  in  order  lo  cover  the  problems  that  had  been  detected.  We  used  those  "to 
do"  notes  to  discover  when  ihe  auditors  failed  to  expand  the  scope  properly  or 
when  ihcy  closed  their  eyes  to  the  problems.  Soon  the  profession  purportedly 
decided  that  the  work  paper  files  were  getting  "too  bulky"  wiUi  those  "to  do"  notes 
in  them,  and  that  the  notes  were  not  necessary  to  follow  the  audit  trail.  The 
accounting  firms  started  to  destroy  the  notes.  We  went  to  the  SEC  to  complain 
about  this,  without  avail.  To  this  day,  when  an  audit  is  completed  accountants  still 
comb  through  the  work  papers  to  destroy  the  "to  do"  notes. 

In  1978,  when  Franklin  National  Bank  became  insolvent,  I  was  appointed  die 
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lead  counsel  for  the  plaintiff  shareholders  in  their  litigation.  Franklin  National 
had  been  a  major  bank  in  New  York  City.  We  looked  at  its  reserves  for  loan  losses 
and  found  that,  whereas  every  other  major  bank  in  New  York  had  a  loan  loss 
reserve  of  al  least  1  %  of  its  outstanding  loans.  Franklin  National,  which  was  known 
as  a  "swinging"  bank  for  making  loans  to  less  creditworthy  endues,  had  a  reserve 
of  only  1/2  of  1%.  We  alleged  that  the  difference  between  1/2  of  1%  and  1% 
anounted  to  all  the  profits  that  the  bank  had  reported  for  the  years  at  issue.  We 
claimed  that,  had  the  bank  set  up  a  1  %  reserve,  it  would  have  reported  no  profits. 
In  addition,  Franklin  National  was  not  marking  its  bond  investments  to  market 
Under  the  applicable  accounting  principles,  banks  and  other  financial  institu- 
tions may  carry  their  investments  in  bonds  at  cost  if  certain  requirements  are  met. 
Those  requirements  include  that  die  bank  will  be  able  to  and  intends  to  carry  the 
bonds  until  maturity,  and  dial  the  bonds  are  virtually  assured  of  being  paid  in  full 
upon  maturity,  making  interim  fluctuadons  irrelevant.   Otherwise,  the  bonds 
must  be  marked  to  market,  which  means  that  interim  fluctuations  in  price  will 
affect  the  balance  sheet  and  income  statement.  We  alleged  dial  Franklin  National 
kept  depreciated  bonds  on  its  books  at  cost  even  though  it  had  neither  the  intent 
nor  the  ability  to  hold  the  bonds  to  maturity.  Class  plaintiffs  obtained  a  muld- 
million  dollar  recovery  in  diat  case.    The  same  problemadc  practices  have 
reappeared,  in  spades,  in  the  accounung  for  junk  bonds  used  by  the  savings  and 
loan  industry  over  die  past  decade. 

In  1980,  die  Methodist  Church  case  was  brought  by  my  firm.  The  church  was 
operating  housing  for  elderly  citizens,  attracting  them  by  promising,  in  exchange 
for  their  life  savings,  to  take  care  of  them  by  providing  food,  board,  and  medicine 
for  die  rest  of  dieir  lives.  It  was  in  essence  a  life  care  contract.  In  about  1979  a 
bankruptcy  peiiuon  was  filed  and  over  2,000  elderly  people  living  in  those  homes 
were  being  threatened  with  cancellation  of  dieir  life  care  contracts.  We  brought 
lawsuits  against  die  church  and  against  the  accounung  firm  that  had  audited  the 
books,  alleging  that  the  financial  statements  used  by  the  church  to  lure  people 
into  the  program  were  materially  misstated.  During  the  trial,  handled  by  my 
partner  Bill  Lerach  in  San  Diego,  $40  million  was  provided  by  the  church  and  the 
contracts  were  assured. 

We  later  brought  the  ESM  case  in  Florida,  where  the  paruier  in  charge  of  die 
audit  admitted  that  for  four  years  he  had  conspired  with  crooked  management 
to  cook  the  books.  That  was  not  even  the  most  surprising  part  of  the  case.  There 
was  an  asset  on  the  balance  sheet  of  $500  million  due  from  die  parent  company. 
The  parent  company  did  not  have  enough  money  to  pay  that  obligation  and  in 
three  years  of  audit  work,  not  one  single  auditor  in  dial  accounting  firm — and 
there  were  40  or  50  auditors  who  worked  on  the  audits  at  one  point  or  another — 
insisted  upon  auditing  the  parent  and  the  $500  million  receivable.  In  the  end  it 
was  demonstrated  that  the  receivable  was  uncollectible.  The  plainufls  in  those 
cases  recovered  a  total  of  around  $90  million,  and  our  client  recovered  $20 
million. 

Recently  my  firm  and  I  acted  as  a  lead  counsel  in  most  of  the  Drexel  Bumham 
Lambert  and  Michael  Milken  cases.  Those  included,  among  others,  lawsuits 
brought  on  behalf  of  the  people  who  are  alleged  to  have  been  defrauded  in  such 
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cases  as  the  Lincoln  Savings  &  Loan  case  in  Phoenix  (the  Keating  case),  the 
Columbia  Savings  Of  Loan  case  in  Los  Angeles,  the  Integrated  Resources  case  in  New 
York,  and  the  Executive  Life cases  in  Los  Angeles.  These  were  among  the  financial 
institutions  that  regularly  tradedjunk  bonds  issued  by  Drexcl.  We  referred  to  such 
institutions  as  part  of  a  "daisy  chain"  created  by  Milken  to  buy  Drexel-underwrit- 
ten  junk  bonds  and  to  create  an  illusion  of  liquidity  in  that  market  One 
accounting  firm  audited  six  of  the  major  daisy-chain  entities.  Those  entities  did 
not  mark  their  junk  bonds  to  market.  They  carried  them  at  cost  despite  the  low 
credit  ratings  of  the  bond  issuers.  Then,  of  course,  when  Drexcl  went  under  and 
could  not  continue  to  support  the  market,  most  of  the  bonds  collapsed  in  price, 
many  of  the  issuers  failed,  and  the  buyers  of  the  bonds,  including  the  savings  and 
loans  and  insurance  companies  in  the  daisy  chain,  went  under  and  society  lost 
billions. 

There  are  many  more  cases  in  which  my  firm  and  others  like  us  have 
represented  defrauded  investors.  Cascade,  ZZZZ  Best,  BCCI,  Coated  Sales,  VMS 
and  Crazy  Eddie  arc  some  names  dial  may  be  familiar.  At  times — such  as  the 
recent  situation  involving  Phar-Mor,  a  pharmaceutical  firm  that  was  cooking  its 
books — my  firm  will  be  retained  to  bring  suit  against  the  auditors  on  behalf  of  the 
company  itself,  usually  after  new  management  has  been  brought  in  or  a  bank- 
ruptcy trustee  has  taken  over.  The  cases  I  just  referred  to  represent  symptoms  of 
an  epidemic  of  blown  audits.  In  this  environment  and  with  such  a  history  of 
consistent  audit  failures,  it  is  fascinating  to  me  that  the  Big  Six  accounting  firms 
have  formed  a  coalition  to  complain  about  being  sued  too  often.4 

To  further  illustrate  the  neglectful  attitude  of  the  auditing  profession  during 
all  those  years,  I  want  to  quote  from  a  document  that  I  found  in  one  of  my  savings 
and  loan  cases.  It  is  dated  July  30, 1982,  and  was  written  by  the  national  technical 
partner  of  what  was  then  a  Big  Eight  accounting  firm  concerning  an  accounting 
policy  being  applied  in  the  thrift  industry.  The  document,  which  was  distributed 
throughout  the  accounting  firm,  reads: 

Further  discussions  with  [the  engagement  paruier]  have  resulted  in 

modification  of  [my  policy] The  need  for  Congressional  attention  to 

the  S&L  industry  is  becoming  more  urgent,  as  accountants  will  probably 
soon  run  out  of  ways  under  GAAP  to  postpone  the  recognition  of  losses  in 
a  business  having  long-term  low-earning  assets  and  capitalized  with  short- 
term  high  cost  obligations. 
Think  about  the  implications  of  that  memo,  and  what  could  have  been  spared  in 
losses  to  our  society  if  proper  accounting  and  auditing  standards  had  been 
embraced,  rather  than  avoided,  in  the  audits  of  the  financial  statements  of  the 
hundreds  of  clients  of  that  firm.  It  is  for  those  reasons  among  others  that,  while 
I  do  not  blame  the  auditing  profession  exclusively  for  the  debacle  in  the  savings 
and  loan  industry,  I  do  believe  that  accountants  share  a  large  part  of  the  blame. 
What  has  the  judicial  atmosphere  been  like  through  all  of  this?  Believe  it  or 
not  despite  the  accounting  profession's  constant  complaints  to  die  contrary,  the 


*Thc  lobbying  group  is  named  Coalition  to  End  Abusive  Securities  Suits  (CEASS). 
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courts  have  basically  been  very  protective  of  accountants.  As  1  described  earlier, 
the  Ultramam  case  holds  that  auditors  who  blow  an  audit  can  usually  be  sued  Tor 
negligence  only  by  their  direct  clients.  That  rule,  which  was  bom  out  of  the 
industry  and  professional  conditions  that  existed  65  years  ago,  has  prevailed  to  this 
day  in  many  jurisdictions.  California  just  reaffirmed  its  adherence  to  a  strict 
standard  based  on  Ultramares.b  New  York  in  the  Credit  Alliance czx  re-embraced 
the  privity  or  near-privity  requirements  for  negligence  cases.6  As  I  described 
earlier.under  those  rules,  anyone  other  than  a  client,  even  someone  who  closely 
relied  on  the  audited  Financials,  may  be  able  to  sue  the  auditor,  under  the 
common  law  in  many  states,  only  if  fraud  by  the  auditor  can  be  shown,  which  is 
obviously  much  harder  than  proving  negligence.  Moreover,  in  most  jurisdictions 
there  are  very  rigid  requirements  for  pleading  fraud  that  must  be  met  in  order  to 
survive  a  motion  to  dismiss  at  the  outset.  One  usually  has  to  allege  with 
"particularity"  the  facts  and  circumstances  that  lead  to  the  belief  that  an  auditor 
committed  fraud.7  That  is  a  very  tough  standard  with  which  to  comply,  especially 
when  the  plaintiff  is  a  remote  victim,  far  removed  from  the  circumstances  that 
gave  rise  to  the  losses.  Many  state  courts  have  similar  rules.  It  is  routine  for 
accountants  to  use  those  rules  to  seek  to  dismiss  a  fraud  case  at  the  outset.  As  a 
result,  many  courts  are  throwing  out  these  cases  at  the  pleading  stage. 

The  lawsuits  I  described  are  just  a  few  examples  of  the  accounting  profession's 
failure  to  live  up  to  the  responsibilities  that  it  undertook  in  1933  when  it  asked  to 
be  the  watchdog  for  the  public  users  of  financial  statements.  In  one  recent  year, 
25  clean  audit  opinions  had  been  given  to  savings  and  loan  institutions  within  one 
year  before  the  institutions  were  taken  over  by  the  FDIC  and  RTC.  Things  are  so 
bad  that  even  Touche  Ross,  acting  as  the  trustee  on  behalf  of  BCCI,  has  brought 
an  $8  billion  lawsuit  against  Price  Waterhouse.  Despite  this  history  of  failure,  the 
accounting  profession  teamed  up  with  Vice  President  Quayle,  under  the  guise  of 
protecting  our  ability  to  be  competitive  against  other  nations,  to  stop  such 
litigation.  Yet  foreign  companies  come  to  the  United  States  to  compete  for  our 
business  constantly,  without  being  intimidated  by  our  laws  designed  to  protect 
investors  and  consumers. 

In  my  view,  one  of  the  principal  reasons  for  the  audit  profession's  present 
dilema  is  its  attitude  on  the  issue  of  responsibility  to  look  for  management  fraud. 
For  years,  the  profession  encouraged  society  to  view  financial  statcmen  tson  which 
clean  audit  opinions  had  been  given  as  "certified  statements".  There  is  not  one 
auditor  who  did  business  in  those  days  who  did  not  use  the  phrase  "certified 
statements."  I  cannot  recall  any  member  of  the  auditing  profession  suggesting  in 


>Bily  v.  Arthur  Young  &  Co.,  1 1  Cal.  Rptr.  2d  51  (1992). 

6  Credit  Alliance  Corp.  v.  Arthur  Andersen  &  Co.,  65  N.Y.  2d  536  (1985);  sec  also  Security 
Pacific  Business  Credit,  Inc.  v.  Peat  Marwick  Main  cjf  Co.,  79  N.Y.  2d  695  (1992). 

7Rulc  9(b)  of  the  Federal  Rules  of  Civil  Procedure  provides  in  pertinent  part: 

In  all  averments  of  fraud.. .the  circumstances  constituting  fraud. ..shall  be 
stated  with  particularity.  Malice,  interest,  knowledge,  and  the  condition  of  mind 
a  person  may  be  averred  generally. 
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those  clap  thai  describing  financial  statements  bearing  auditors'  opinions  as 
"certified  statements"  was  incorrect  The  implication  was  that  we  cotild  trust  their 
work;  we  could  trust  that  the  auditors  had  given  adequate  and  independent 
scrutiny  to  the  company's  Financials;  we  could  trust  the  reliability  of  those 
financial  statements  and  we  could  depend  upon  the  auditor's  seal  of  approval. 
Today  the  profession  is  saying,  "Hey,  wait  a  minute.  That's  not  what  it's  all  about. 
You  can't  rely  on  our  reports  and  our  opinions  on  financial  statements  for 
assurance  of  their  essential  integrity.  It's  only  if  fraud  jumps  up  and  bites  us  in  the 
backside  that  we  have  an  obligation  to  start  looking  to  see  if  it  exists.  Therefore 
our  opinions  have  significant  built-in  limitations." 

I  am  afraid  that  l>ecause  auditors  do  not  want  to  alienate  their  clients  they  don't 
take  responsibility  for  looking  for  fraud.  Instead,  the  profession  today  is  practic- 
ing studied  indifference  or  conscious  avoidance  in  carrying  out  its  audit  work.  In 
addition,  the  Big  Six  Finns  have  relegated  the  audit  to  a  second-tier  function.  The 
audi  ting  fee  has  become  a  loss  leader  to  obtain  management  advisory  services  and 
tax  work.  The  auditing  fee  as  a  percentage  of  revenues  in  the  Rig  Six  firms  has 
gone  from  approximately  70%  ten  years  ago  to  40%  currently.  Hie  more  the  firms 
grow,  the  less  it  seems  they  care  about  what  should  be  their  core  concern:  assuring 
Financial  report  integrity.  In  1972,  when  The  New  York  Times  article  I  referred  to 
earlier  was  written,  the  Big  Eight  Finns  were  grossing  about  $2  billion  per  year  in 
domestic  revenues.  In  1992,  the  Big  Six  Finns  grossed  over  $1 1  billion  in  domestic 
revenues,  with  about  12,000  partners  at  the  head  of  those  earnings  machines. 
Despite  all  of  that  revenue  growth,  and  despite  the  oligopoly  that  they  created  by 
driving  smaller  Finns  out  of  audit  work,  all  the  big  accounting  firms  seem  to  do  is 
complain  about  litigation  —  arguing  that  clever,  undetectable  fraud  by  manage- 
ment is  to  blame,  and  that  the  accountants  are  being  picked  on  in  litigation 
because  they  have  deep  pockets.  They  resist  looking  at  their  own  role  in  making 
fraud  and  hokey  accounting  possible. 

Paradoxically,  it  is  just  those  circumstances  that  present  an  opportunity  for 
young  accountants  today.  The  reason  is  simple  —  our  society  needs  good  auditors 
and  good  auditing.  We  possess  the  l>est  securities  u/ading  markets  in  the  world. 
We  should  not  want  to  be  what  Vice  President  Quayle  would  have  us  be:  imitators 
of  societies  where  there  are  few  public  investors  of  any  consequence  because  most 
of  the  shares  in  public  companies  are  owned  by  large  institutions,  and  where 
outside  directors  have  few  rights  and  few  responsibilities  to  protect  investors.  Why 
should  we  want  to  imitate  England,  where  investor  protections  are  virtually  non- 
existent? The  English  Rule  of  cost  shifting  (where  the  loser  pays  the  costs  of 
litigation),  which  the  auditing  profession  wants  us  to  adopt,  would  effectively 
prevent  most  people  from  seeking  a  remedy  in  court. 

I  believe  Ghat,  in  capital  formation  activities,  greed  is  a  growth  industry  and  we 
must  recognize  the  vital  need  for  public  watchdogs.  The  accounung  profession 
must  fulfill  that  role.  If  it  does  so  effectively,  society  will  save  billions  of  dollars  in 
losses,  investors  will  have  more  confidence  in  Financial  reporting,  the  markets  will 
operate  more  efficiendy,  and  foreign  investors  and  companies  will  be  happy  to  do 
business  in  the  United  States.  In  the  end  the  accounung  profession  will  be  more 
profitable,  professional  and  useful. 

10 


867 

How  can  we  accomplish  this?  First,  as  a  profession,  accountants  have  to  accept 
the  responsibility  affirmatively  to  look  for  and  report  fraud.  It  is  so  logical  to  me 
that  accountants  should  accept  this  responsibility  for  their  own  and  society's 
protection  that  I  cannot  believe  that  the  contrary  view  exists.  If  I  were  an  auditor, 
I  would  want  the  ability  to  stand  up  to  a  client  and  say,  "I  have  an  independent  duty 
to  look  for  wrongdoing.  You  cannot  hide  information.  If  you  don't  like  my 
searching  for  wrongdoing,  you  cannot  fire  me  and  go  down  the  street  and  hire 
somebody  else  because  that  person  has  the  same  responsibility."  In  that  manner 
the  line  will  be  drawn  clearly,  affirmatively  and  unequivocally. 

In  order  to  succeed,  die  profession  will  have  to  improve  its  practical  training 
and  education  programs  for  its  auditors.  Auditors  must  learn  more  about 
economic  realities.  Auditors  cannot  perform  their  tasks  properly  unless  they 
understand  the  nature  of  the  client's  industry.  How  can  one  hope  to  evaluate  a 
business  environment  if  one  doesn't  know  up  front  what  that  environment  ought 
to  look  like?  Testing  procedures  must  be  adopted  in  advance,  so  that  less- 
experienced  audit  staff  members  will  have  yardsticks  against  which  to  measure 
what  they  observe.  More  time  must  be  spent  on  the  audit  by  the  more  senior, 
experienced  and  knowledgeable  members  of  the  audit  team. 

In  addition,  we  must  insist  upon  absolute  independence.  One  of  the  biggest 
pi  oblems  giving  rise  to  audit  failures  is  "low  balling"on  audit  fees.  As  I  mentioned 
earlier,  accounting  firms  often  low-ball  die  audit  fee  as  a  loss  leader  so  they  can 
get  management  advisory  and  tax  work  from  die  client.  The  result  is  that  the 
auditors  do  not  put  enough  resources  into  the  audit.  That  attitude  destroys 
independence  because  die  audi  tor  must  solicit  the  client's  other  business  in  order 
for  the  relationship  to  lie  profitable. 

The  national  offices  of  Big  Six  firms  must  exercise  greater  supervision  over 
local  olfices.  Each  of  diose  firms  does  a  billion-and-a-half  dollars  in  business 
annually,  and  uies  to  defend  its  supposed  independence  in  court  by  asking  why 
it  would  do  anything  wrong  for  a  single  $50,000  to  $100,000  fee.  The  answer  lies 
in  the  fact  that  accountants  in  the  accounting  firms'  local  offices  are  all  struggling 
to  get  up  the  national  ladder.  Just  as  in  every  other  big  business,  the  local  auditors 
are  fighting  to  meet  budgets  and  compete  with  their  colleagues  and  do  not  want 
to  lose  clients.  It  shows  up  in  their  ratings,  and  the  loss  of  a  $50,000  or  a  $100,000 
client  at  the  local  level  is  a  material  one.  Important  audit  decisions  in 
problem  situations  with  questionable  clients  cannot  be  left  to  the  local  offices  due 
to  the  financial  temptations  involved.  We  have  seen  diat  so-called  "task  forces" 
from  national  offices  sent  to  local  offices  have  in  relatively  short  periods  of  time 
gotten  right  to  the  core  of  problem  clients.  That  supervision  should  be  carried 
out  routinely. 

Before  a  firm  undertakes  an  audit,  it  must  make  a  risk  assessment.  Auditors 
claim  that  they  already  do  risk  assessments.  I  say  they  all  too  often  do  not  do  them 
adequately.  A  risk  assessment  means  asking,  "Is  this  a  risky  client?  Is  it  likely  that 
the  client-prepared  financial  statements  will  be  materially  misstated?"  To  test 
that,  questions  are  asked  such  as,  "Is  the  management  style  too  aggressive?  Is  the 
client's  industry  highly  competitive?  Are  there  accounting  areas  that  are  suscep- 
tible to  manipulation?"  If  an  assessment  is  made  that  such  risks  are  present,  the 
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scope  of  the  audit  must  be  increased  appropriately,  and  a  highly  skeptical 
approach  must  be  adopted.  Risk  assessment  procedures  must  be  greatly  im- 
proved. 

A  rotation-of-auditors  system  should  be  adopted.  Every  three  to  five  years,  out 
with  the  old  and  in  with  the  new.  An  auditing  firm  should  bid  for  a  three-  to  five- 
year  contract  and  feel  secure  that  it  is  going  to  have  the  job  for  that  period.  It  can 
factor  in  the  cost  of  starting  up,  but  know  that  when  the  cycle  is  completed  new 
eyes  will  be  looking  at  the  situation.  In  order  to  make  such  a  rotation  policy  work, 
we  must  insist  that  auditors  keep  good  permanent  files  so  that  the  transition  to  the 
next  audit  firm  is  made  easy  and  affordable. 

Peer  review  as  presently  practiced  is  not  working.  Why  not  set  up  an  audit 
review  commission  made  up  of  all  of  the  interested  user  groups — clients,  inves- 
tors, lenders  and  regulators?  Let  us  establish  procedures  to  help  the  accountant 
stand  up  to  the  client.  The  client  has  to  know  that  the  auditor  is  accountable.  The 
same  should  be  true  for  the  establishment  of  accounting  principles.  The  rule- 
making bodies  should  be  set  up  to  reflect  the  interests  of  all  users  of  the  financial 
statements. 

Another  serious  problem,  which  appears  in  almost  every  case  I  have,  is  that 
clients  hire  financial  managers  directly  from  the  outside  audit  team.  There  are 
obvious  ways  in  which  a  former  auditor  can  manipulate  in  those  situations.  If  an 
auditor  wants  to  leave  public  accounting,  he  or  she  should  not  go  to  work  for  a 
client  that  he  or  she  has  just  audited. 

Another  independence  problem  relates  to  advisory  services:  if  an  accountant 
provides  both  auditing  and  management  advisory  services,  die  auditor  will  be 
auditing  his  or  her  own  work.  Steps  must  be  taken  to  avoid  that  clear  conflict  of 
interest 

Auditors  should  take  on  increased  responsibility  for  interim  reports  so  that 
fourth-quarter  surprises  can  be  avoided.  Auditors  must  not  only  insist  upon  very 
strong  internal  controls,  but  do  more  tests  of  transactions  on  an  interim — and 
surprise — basis.  That  will  also  aid  in  die  fraud  detection  work. 

Another  opportunity  concerns  the  relationship  between  the  internal  auditor 
and  the  outside  auditor.  I  recendy  addressed  a  large  gathering  of  the  National 
Association  of  Internal  Auditors.  These  people  are  dedicated  and  knowledge- 
able, but  they  have  problems  reporting  wrongdoing  to  their  superiors  because 
their  jobs  are  at  stake.  Outside  auditors  and  internal  auditors  should  open  up  a 
serious  dialogue  to  learn  to  work  and  communicate  with  one  another  and  enjoy 
the  benefit  of  all  of  that  skill  and  experience.  In  the  same  vein,  auditors  should 
insist  upon  direct  and  continual  dialogue  with  outside  directors  concerning 
accounting,  auditing,  management  style  and  business  reality.  It  is  only  by  making 
management  understand  that  the  auditors  are  accountable  for  management 
wrongdoing,  and  that  therefore  the  auditors  must  be  able  to  deal  direcdy  and 
separately  with  independent  outside  directors,  that  proper  audits  will  occur. 

Instead  of  confronting  the  inadequacy  of  the  profession  and  doing  something 
about  it,  the  accounting  profession  spends  much  of  its  time  whining  to  Congress 
and  the  public  that  lawsuits  should  be  limited,  joint  and  several  liability  should  be 


12 


869 

abolished,  and  the  English  Rule  of  shifting  costs  shouldbe  adopted — all  of  which 
are  proposals  that  would  limit  the  rights  of  the  victims  of  the  wrongdoing  they 
failed  to  detect.  The  Big  Six,  which  today  audit  97%  of  the  Fortune  500 
companies,  and  4700  out  of  5300  public  companies  that  do  a  million  dollars  or 
more  in  revenue,  are  in  league  with  more  than  300  client  companies,  many  of 
which  have  been  sued  for  securities  fraud,  to  stop  litigation  against  themselves. 
What  does  that  conduct  say  about  the  Big  Six's  independence?  How  can  auditing 
professionalsjoin  their  clients  in  those  efTorts  and  at  the  same  time  maintain  their 
ability  toactindependentlyandinsist  upon  the  truth  from  those  clients?  Through 
such  lobbying  activities,  the  Big  Six  firms  are  in  essence  providing  solace  and 
support  for  client  wrongdoing.  That  alliance  has  just  about  stripped  away  any 
semblance  of  an  auditor's  ability  to  stand  up  to  a  client  that  is  suspect 

The  price  that  will  be  paid  by  the  profession,  if  it  does  not  shape  up  and  accept 
both  responsibility  and  accountability,  is  a  very  high  one.  The  Big  Six  now  claim 
that  10%  of  the  profession's  revenues  over  the  last  year  went  to  pay  for  judgments 
against  accountants  and  associated  litigation  defense  costs.  What  they  do  not  say, 
however,  is  that  big  institutions  are  now  bringing  these  cases  against  them. 
Lawsuits  brought  by  the  FD1C  and  the  RTC,  as  a  result  of  the  failures  in  the  savings 
and  loan  industry,  are  good  examples.  Only  30%  of  all  present  litigation  is 
generated  by  open-market  securities  fraud  class  actions.  The  other  70%  are  now 
brought  by  major  institutions  and  the  government.  It  was  a  bank  in  England  that 
won  the  $339  million  jury  verdict  against  Price  Waterhouse  in  Phoenix.8  The 
verdict  in  the  Miniscribe  case  against  Coopers  &  Lybrand  in  Texas  was  also  the 
result  of  a  lawsuit  brought  by  a  bank.  When  the  recent  California  decision  limiting 
auditors'  liability  to  non-clients  was  rendered,  it  was  the  banks  that  tried  to  get  the 
California  legislature  to  change  it,  not  the  plaindffs'  securities  bar.  What  we  are 
seeing,  then,  is  a  harkening  back  to  the  1930s,  when  it  was  the  banks,  the  lenders — 
then  the  biggest  users  of  financial  reports — that  urged  the  accounting  profession 
to  accept  responsibility  and  articulate  standards  and  rules.  They  are  doing  so 
again  because  they  are  searching  for  ways  to  get  a  high-quality  audit  product. 

As  my  time  with  you  today  comes  to  an  end,  1  cannot  stress  too  strongly  that  if 
the  accounting  profession  does  not  accept  its  responsibility,  which  in  every 
profession  also  includes  accountability,  then  it  is  going  to  lose  its  franchise  as  the 
public's  watchdog  over  financial  reporting.  We  will  wind  up  with  more  govern- 
ment regulations,  more  government  oversight,  and  more  bureaucracy.  That 
alternative  is  not  acceptable. 

I  do  not  want  an  environment  in  the  future  where  you  are  the  ones  who  will 
be  sued.  I  would  prefer  that  you,  the  profession's  future  leaders,  be  at  the 
forefront  of  changes  to  make  litigation  unnecessary  and  I  know  that  you  can  do 
it.  The  accoundng  profession  is  yours  to  manage  in  the  future.  You  are  its  future. 
If  you  improve  your  profession  in  the  ways  I  have  suggested,  and  certainly  there 
are  other  improvements  to  be  sought  as  well,  it  will  grow  stronger  and  more 
prosperous.  It  will  grow  because  instead  of  pouring  tens  of  billions  of  dollars  into 


The  verdict  has  since  been  set  aside  and  a  new  trial  ordered. 
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scams  and  frauds,  reputable  businesses  will  enjoy  the  benefits  of  our  markets' 
capital-formation  abilities  and  more  fees  will  be  generated  by  your  profession. 
Think  about  how  you  can  become  what  Abe  BrilofT  has  been  urging  us  to 
become  all  of  these  years — beacons  of  truth.  It  is  not  going  to  be  easy.  Sometimes 
the  truth  is  elusive.  There  may  have  to  be  some  compromises  along  the  way.  But 
if  you  arc  willing  to  accept  what  every  occupation  must  accept  in  order  to  be  called 
a  profession — responsibility  to  do  the  job  that  needs  to  be  done,  as  well  ;is 
accountability  for  your  work — then  you  will  know  when  you  have  to  stand  up  and 
be  counted.  In  die  long  run,  those  who  arc  honest  and  stand  tall  come  out  way 
ahead.  They  are  not  the  ones  who  wind  up  financially  ruined  or  in  jail.  You  do 
not  have  to  be  one  of  the  auditors  who  lives  a  nightmare.  You  have  much  more 
intelligent  options;  I  urge  you  to  take  them. 
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FEDERAL   EXPRESS 


Honorable   Donald  W.    Riegle,    Jr. 

Chairman 

Committee  on  Banking,  Housing, 

and  Urban  Affairs 
United  States  Senate 

SD-534  Dirksen  Senate  Office  Building 
Washington,  DC   20510-6075 

Re:   The  Purported  "10%  Stock  Drop"  Rule 

Dear  Chairman  Riegle: 

During  the  June  17,  1993  hearing  on  Private  Litigation  Under 
the  Federal  Securities  Laws  before  the  Senate  Subcommittee  on 
Securities  of  the  Senate  Banking,  Housing  and  Urban  Affairs 
Committee,  there  were  repeated  assertions  of  a  "litigation 
explosion"  of  securities  class  action  cases.  This  "explosion"  was 
repeatedly  attributed  to  a  supposed  "10%  stock  drop"  rule, 
according  to  which  public  companies  were  routinely  sued  for 
securities  fraud  when  their  stock  dropped  10%  or  more  on  one  day. 
In  fact,  there  has  been  no  "explosion"  of  securities  fraud  class 
action  suits  and  there  is  no  "rule"  that  such  suits  are  filed 
whenever  a  stock  falls  by  10%  or  more. 

The  "litigation  explosion"  claim  has  previously  been  debunked. 
Statistics  submitted  to  the  Subcommittee  show  that  the  number  of 
securities  class  action  lawsuits  filed  in  the  last  three  years  are 
approximately  equal  to  the  number  filed  in  1973,  1974  and  1975, 
demonstrating  that  there  has  been  virtually  no  increase  in  the 
number  of  securities  class  action  lawsuits  filed  in  the  last  20 
years,  despite  the  explosive  growth  in  initial  and  other  public 
offerings,  mergers  and  acquisitions  and  stock  trading  volume  during 
the  same  time  period.  See  the  enclosed  study  "Statistical  Informa- 
tion:  Public  Offerings,  Stock  Trading  and  Class  Actions." 
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During  the  hearing,  the  allegation  that  public  companies  are 
hit  with  securities  fraud  class  action  suits  whenever  their  stock 
dropped  was  repeatedly  made.  In  fact,  the  corporate  executives  who 
testified  on  June  17  claimed  that  whenever  a  stock  falls  by  10%  or 
more  in  one  day,  the  company  is  virtually  always  sued  for 
securities  fraud.   For  instance: 

Senator  Dodd: 

Companies,  particularly  growth  firms,  say  they  are 
sued  whenever  their  stock  drops.   6/17/93  Tr.  7. 


McCracken  (Silicon  Graphics'  CEO): 

Under  today's  system,  companies  can  be  exposed  to 
potential  litigation  whenever  the  stock  price  falls  by 
approximately  ten  percent,  even  if  there's  absolutely  no 
violation  of  security  laws  or  fiduciary  responsibility. 
6/17/93  Tr.  28. 


Dunlap  (Intel's  General  Counsel): 

The  stock  dropped  from  24.88  to  20.75,  which  meets  the 
ten-percent  rule.   So  automatically,  we  were  sued. 


Senator  Dodd: 

You  cited  the  example  of  the  small  company  that  had 
profits  of  $600,000,  that  had  a  securities  action  filed 
against  it  and  it  cost  them  $600,000  to  defend  the  suit. 

Do  you  recall,  what  was  the  case  in  that  particular 
fact  situation? 


Dunlap  (Intel's  General  Counsel): 

The  fact  situation  was  very  similar  to  what  you've 
heard  before,  a  drop  in  the  stock  price  and  no  particular 
allegations  of  fraud.  Just  thev  met  the  ten-percent 
rule. 
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I  think  that  what  happens,  if  the  stock  drops  more 
than  ten  percent,  irrespective  of  the  reason,  without  the 
facts,  the  computer  just  says,  these  are  the  stocks  that 
dropped  ten  percent.  So.  therefore,  we  ought  to  take  the 
complaint  that  we  have  on  the  computer  and  just  come  up 
and  put  the  names  in. 


Senator  Domenici: 

How  do  they  get  the  information,  from  your  know- 
ledge, about  the  ten  percent?  Where  does  that  come  from? 


Dunlap  (Intel's  General  Counsel): 

Well,  unfortunately,  we  make  these  chips  that  allow 
other  companies  to  make  powerful  computers  that  can  just 
keep  this  data  and  just  mathematically  determine  when 
they  drop  ten  percent. 


Egan  (EMC's  CEO) : 

We  think  their  Quotrons  are  connected  to  their  word 
processor,  Senator.   6/17/93  Tr.  48,  52-53,  59-60. 


Senator  Domenici: 

.  .  .  Now  could  you  for  the  record  take  any  of  the  suits 
that  you  were  in  .  .  .  what  I'm  trying  to  find  out  from 
the  company  standpoint,  what  happened  that  brought  a 
fraud  suit? 


McCracken  (Silicon  Graphics'  CEO): 

Our  stock  went  down  ten  percent.  .  .  ■   And  we  were 
sued.   6/17/93  Tr.  64-65. 


874 

MlLBEBG  WEISS  BERSHAO  HYNES  &  LERACH 


August  19,  1993 
Page  4 


Adler  (Adaptec's  CEO): 


.  .  .  the  stock  went  down  almost  20  percent  or  so 
we  were  sued  in  four  days. 


Senator  Domenici: 

Mr .  Egan? 

Egan  (EMC's  CEO) : 

Just  fundamentally.  the  stock  price  declined. 
6/17/93  Tr.  64-5 

Adler  (Adaptec's  CEO): 

But  based  on  the  fact  that  a  stock  price  drops  ten 
percent  plus,  you  get  the  broadest  possible  allegations 
and,  as  Dick  said,  there  could  not  have  been  any  time  to 
see  that  there  is  a  reasonable  claim  for  investigation. 
It's  automatic.   6/17/93  Tr.  70. 

Based  on  these  assertions  by  the  corporate  executives  who 
testified  for  the  CEASS  coalition,  one  would  conclude  that  when  a 
stock  of  a  public  company  drops  by  10%  or  more  in  a  single  day, 
class  action  lawsuits  are  virtually  sure  to  follow.  Despite  these 
assertions,  at  least  one  Senator  expressed  serious  skepticism: 

Senator  D'Amato: 

Wait,  wait,  wait.  If  you  come  in  and  you  create  an 
atmosphere  where  you  might  think  that  this  is  so 
pervasive  that  whenever  a  stock  —  and  that's  what  I  got 
initially  into  the  testimony  —  that  whenever  anv  stock 
drops  ten  percent,  bang,  a  computer  goes  and  some  law 
firm,  and  off  we  go  to  the  races. 

Now  I'm  going  to  have  to  tell  you,  and  I  figured, 
we've  got  thousands  of  these  suits  being  brought 
nationwide,  that  is  absolutely  something  that's 
dangerous.   It's  bad.   It's  detrimental. 

I  am  not  suggesting  that  when  any  one  of  these 
suits,  a  frivolous  suit,  is  brought,  that  it  may  not  be 
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injurious.  But  certainly.  268  nationwide  is  far  differ- 
ent than  the  picture  of  whenever  you  have  a  glitch  in  the 
market,  that  everybody  is  the  subject  of  one  of  these 
suits  because  it  costs  $120  and  therefore,  they  can 
blackmail  you,  so  to  speak,  into  paying. 

That's  only  my  perspective.   Reasonable  people  can 
disagree.   6/17/93  Tr.  81. 

We  wished  to  scientifically  ascertain  the  accuracy  of  this  key 
assertion  by  the  CEASS  coalition.  In  order  to  do  so,  we 
commissioned  a  study  by  Princeton  Venture  Research  of  the  United 
States  securities  markets  from  1986  through  1992  to  determine  the 
number  of  times  a  stock  of  a  public  company  traded  on  the  New  York, 
American  or  NASDAQ  Stock  Exchanges  fell  by  more  than  10%  on  one 
day.  In  order  to  make  the  study  as  conservative  as  possible,  we 
directed  Princeton  Venture  Research  to  exclude  stocks  trading  for 
less  than  $5  per  share.  We  believed  that  including  these  volatile 
low-priced  stocks  would  skew  the  data  toward  showing  more  10%  drops 
occurring  than  were,  in  fact,  likely  to  trigger  class  action 
lawsuits.  In  addition,  to  exclude  periods  of  extreme  stockmarket 
volatility,  we  asked  Princeton  Venture  Research  to  exclude  all  10% 
stock  drops  occurring  on  October  19,  1987,  the  date  of  the  Great 
1987  Crash  and  to  also  exclude  all  10%  stock  drops  during  the 
period  October  12,  1987  through  October  26,  1987,  when  the  stock- 
market  was  extraordinarily  volatile.  Using  these  criteria 
obviously  greatly  reduced  the  number  of  10%  one-day  stock  drops 
counted. 

The  enclosed  study  presents  the  results  of  Princeton  Venture 
Research's  work.  Page  1  demonstrates  that  there  were  33,206  one- 
day  drops  of  10%  or  more  of  stocks  trading  for  over  $5  per  share 
during  1986-1992.  Excluding  the  October  19,  1987  "crash"  day, 
there  were  30,753  10%  or  more  one-day  drops  for  stocks  over  $5  per 
share.  Finally,  excluding  trading  during  the  period  October  12, 
1987  through  October  26,  1987,  there  were  26,707  such  drops. 

In  order  to  test  CEASS '  s  assertion  that  a  10%  stock  drop 
virtually  guarantees  the  filing  of  a  securities  fraud  class  action 
lawsuit,  we  compared  the  data  from  the  Princeton  Venture  Research 
study  with  the  data  from  the  Administrative  Office  of  the  United 
States  Courts  regarding  the  filing  of  securities  class  action 
lawsuits.   The  results  are  set  forth  below: 
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10% 

CLASS  ACTION 

i 
% 

YEAR 

STOCK  DROPS 

SUITS  FILED 

SUED 

(all  occurrences) 

1986 

2,773 

118 

4.2% 

1987 

10,801 

108 

0.9% 

1988 

2,514 

108 

4.2% 

1989 

2,263 

118 

5.2% 

1990 

4,679 

315 

6.7% 

1991 

4,  119 

299 

7.2% 

1992 

6.030 

268 

4.4% 

33,206 

1,584 

4.7% 

10% 

CLASS  ACTION 

% 

YEAR 

STOCK  DROPS 

SUITS  FILED 

SUED 

(excluding 

10/19/87) 

1986 

2,773 

118 

4.2% 

1987 

8,348 

108 

1.2% 

1988 

2,541 

108 

4.2% 

1989 

2,263 

118 

5.2% 

1990 

4,679 

315 

6.7% 

1991 

4,  119 

299 

7.2% 

1992 

6.030 

268 

4.4% 

30,753 

1,584 

5.1% 

10% 

CLASS  ACTION 

% 

YEAR 

STOCK  DROPS 

SUITS  FILED 

SUED 

(excluding 

10/12/87-10/26/87) 

1986 

2,773 

118 

4.2% 

1987 

4,302 

108 

2.5% 

1988 

2,541 

108 

4.2% 

1989 

2,263 

118 

5.2% 

1990 

4,679 

315 

6.7% 

1991 

4,  119 

299 

7.2% 

1992 

6,030 

268 

4.4% 

26,707 


1,584 


5.9% 


As  the  above  tables  demonstrate,  any  assertion  that  a  one-day 
10%+  drop  of  publicly  traded  stock  automatically  —  or  even 
frequently  --  results  in  a  securities  fraud  class  action  being 
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filed  is  utter  nonsense.  Those  who  offered  this  assertion  to  the 
Committee  were  completely  wrong  —  at  best  speaking  from  ignorance, 
at  worst  deliberately  misleading  the  Committee.  Taking  the  most 
conservative  assumptions  possible,  i.e. ,  excluding  stocks  trading 
below  $5  a  share  and  excluding  the  two-week  period  surrounding  the 
October  1987  crash,  securities  fraud  lawsuits  were  filed  1,584 
times  out  of  26,707  such  stock  drops,  or  an  average  of  5.9%  of  the 
time  the  stock  of  a  public  company  fell  by  10%+  in  one  day  over  a 
six-year  period. 

Even  this  paltry  percentage  is  overstated.  As  the  Committee 
has  previously  been  advised,  the  Administrative  Office  counts  each 
class  action  lawsuit  filed  in  its  statistics  even  where,  as  is 
often  the  case,  multiple  complaints  are  filed  against  a  company 
when  its  stock  collapses.  Because  such  multiple  lawsuits  are 
invariably  promptly  consolidated  into  one  lawsuit  against  one 
company,  the  Administrative  Office's  method  of  counting  overstates 
the  actual  number  of  class  action  lawsuits  filed  against  companies 
by  approximately  one-third.  If  this  is  taken  into  account,  the 
percentage  of  10%+  stock  drops  triggering  securities  fraud  lawsuits 
drops  to  3.9%.  Obviously,  a  10%  stock  drop  results  in  the  filing 
of  a  securities  class  action  suit  in  a  very  small  percentage  of 
such  occurrences. 

Once  again,  the  rhetorical  assertions  of  the  CEASS  group  have 
fallen  to  objective  analysis.  There  is  no  explosion  of  securities 
class  action  lawsuits  and  there  is  no  practice  of  companies  being 
automatically  or  even  frequently  sued  when  their  stock  falls  by 
more  than  10%  in  one  day. 


WILLIAM  S.  LERACH 
WSL:kl 
Enclosure 
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PVR  Analysis  of 

One- Day  Common  Stock  Price  Declines 

Greater  than  or  Equal  to  1 0% 

1986  -  1992 
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MILBERG  WEISS  BERSHAD  HYNES  &  LERACH 

August  18,  1993 

Honorable  Christopher  J.  Dodd 

Chairman,  Securities  Subcommittee  of  the  Senate  Banking  Committee 

Dear  Mr.  Chairman: 

During  the  course  of  my  testimony  on  private  litigation  under  the  federal  securi- 
ties laws  at  the  hearing  of  the  Subcommittee  on  Securities  of  the  Committee  on 
Banking,  Housing,  and  Urban  Affairs  on  July  21,  1993,  we  discussed  (beginning  on 
page  123  of  the  transcript)  the  reasons  underlying  expedited  filing  of  some  securities 
cases.  I  stated  that  "the  statute  of  limitations  is  a  big  driver  of  when  cases  are  filed 
and  nobody  really  has  been  talking  about  it."  Having  reviewed  the  transcript,  I 
wanted  to  amplify  that  point. 

As  you  will  recall,  in  the  case  of  Lampf  v.  Gilbertson,  the  Supreme  Court  estab- 
lished a  new,  federal  statute  of  limitations  for  the  implied  private  right  of  action 
long  recognized  under  Section  10(b)  of  the  Securities  Exchange  Act  and  Rule  10(bX5) 
promulgated  thereunder.  Prior  to  the  Lampf  decision,  the  practice  of  most  federal 
courts  had  been  to  "borrow''  the  limitations  period  from  the  most  closely  analogous 
provision  of  state  law.  The  Supreme  Court  rejected  this  practice  and  established  a 
uniform  limitations  period  of  one  year  from  the  date  of  notice/three  years  from  the 
date  of  conduct. 

I  testified  that  the  one-year  prong  of  the  statute  of  limitations  was  likely  to  be 
a  significant  factor  in  an  attorney's  decision  of  when  to  file  a  suit.  In  my  view,  given 
other  recent  developments  in  the  securities  law  area,  it  is  highly  probable  that  some 
courts  will  use  a  so-called  "inquiry  notice"  test  to  start  the  running  of  the  one-year 
period  statute.  Those  courts  will  therefore  commence  the  notice  period  at  the  mo- 
ment they  later  conclude  a  victim  could  or  should  have  suspected  the  possibility  of 
fraud  (in  contrast  to  an  actual  knowledge  standard  that  would  commence  when  the 
plaintiff  actually  knew  of  the  fraud).  Given  that  most  publicly-traded  companies  reg- 
ularly disseminate  information  and  that  analysts  promulgate  reports  virtually  con- 
tinuously there  is  a  high  risk  that  defense  lawyers  will  seize  on  any  unfavorable 
disclosure  or  mention  as  basis  to  argue  that  the  plaintiff  should  have  known  that 
fraud  was  committed.  Therefore,  to  avoid  this  cumbersome,  complex  and  subjective 
argument  and  even  potential  dismissal,  prudent  plaintiffs'  attorneys  have  signifi- 
cant incentives  to  pursue  possible  claims  as  expeditiously  as  possible. 

I  hope  that  this  information  is  helpful.  I  would  request  that  you  include  my  letter 
in  the  record  at  the  appropriate  juncture  in  my  testimony. 

Thank  you. 

Sincerely, 
Melvyn  I.  Weiss 

MILBERG  WEISS  BERSHAD  HYNES  &  LERACH 

August  27,  1993 

Honorable  Donald  W.  Riegle,  Jr. 

Chairman,  Committee  on  Banking,  Housing,  and  Urban  Affairs 

Dear  Chairman  Riegle: 

During  the  recent  hearings  before  the  Senate  Securities  Subcommittee  on  Private 
Enforcement  of  the  Federal  Securities  Laws,  substantial  criticism  was  visited  upon 
the  plaintiffs'  bar  for  filing  securities  fraud  suits  quickly  after  the  announcement  of 
adverse  information  by  a  public  company  and  the  resulting  sharp  decline  in  its  stock 
price.  Critics  maintained  that  such  fast  filings"  are  an  abuse  of  the  litigation  sys- 
tem as,  according  to  them,  it  is  not  possible  to  adequately  investigate  and  frame  a 
fraud  complaint  in  such  a  short  time  span. 

During  my  testimony  on  June  17,  1993,  I  expressed  sympathy  with  the  feelings 
of  defendants  named  in  securities  fraud  complaints  under  such  circumstances. 
(Lerach:  "I  don't  think  there's  any  question  that  it  makes  the  executives  furious 
when  they're  sued  the  day  after  a  disclosure.  I've  heard  it  and  I  understand  it." 
June  17,  1993  Tr.  at  210).  Also,  I  pointed  out  that  what  should  in  the  end  control 
is  whether  or  not  the  case  has  merit,  not  how  quickly  it  was  filed.  With  this  last 
observation,  Chairman  Dodd  agreed.  (Lerach:  "I  think,  in  the  end  Chairman  Dodd, 
the  inquiry  really  ought  to  be  not  how  quickly  the  case  was  filed,  but  was  the  case 
meritorious."  Senator  Dodd:  "I  agree.").  See  June  17,  1993  Tr.  at  207-208.  Fast  fil- 
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Logs  are  made  possible  by  technological  advances  in  recent  years  involving  computer 
available  data  bases  of  corporate  announcements,  SEC  filings,  securities  analysts' 
reports,  insider  trading  information  and  the  like,  combined  with  modern  word  proc- 
essing equipment  and  laser  printers. 

So  that  you  will  appreciate  that  in  many  instances  quickly  filed  securities  fraud 
suits,  in  fact,  accurately  pinpoint  substantial  financial  fraud,  I  have  enclosed  infor- 
mation about  several  rapidly  filed  cases  in  the  past  few  years  naming  as  defendants 
a  public  company,  its  officers  and  directors  and/or  its  accountants.  In  each  instance, 
I  have  included  a  stock  chart  showing  the  stock's  collapse,  any  stock  sales  by  cor- 
porate insiders  before  the  collapse,  the  status  or  outcome  of  the  case  and  docu- 
mentation showing  that,  after  the  class  actions  were  filed,  defendants  admitted  that 
financial  fraud  or  irregularities  had  taken  place,  were  convicted  of  criminal  charges, 
etc.  Keep  in  mind  that  the  restatement  or  withdrawal  of  previously  issued  financial 
results  of  a  public  company  is  an  extraordinary  event  and  an  admission  that  those 
financial  reports  were  false  and  misleading  when  issued! 

Every  one  of  these  cases  involves  an  egregious  securities  fraud  where  thousands 
of  members  of  the  investing  public  were  cheated.  Every  one  of  them  has  resulted 
in  or  will  result  in  a  multi-million  dollar  recovery  for  the  thousands  of  victims  in 
each  case  because  of,  and  only  because  of,  the  securities  class  action  suits  that  were 
quickly  filed  on  their  behalf  after  the  disclosure  that  something  was  amiss  in  these 
companies. 

Miniscribe  Corp.  (Exhibit  1) 

Between  February  9  through  February  22,  1989,  Miniscribe  revealed  falling  sales, 
losses  and  the  resignation  oi  its  Chairman.  Its  stock  price  fell  sharply.  Class  action 
suits  were  immediately  filed,  alleging  securities  fraud,  including  insider  selling  by 
Miniscribe's  corporate  executives  of  355,078  shares  of  stock  for  $3.7  million  prior  to 
the  February  1989  revelations.  The  defendants  included  Coopers  &  Lybrand, 
Miniscribe's  accountants.  After  the  suit  was  filed,  Miniscribe  was  later  revealed  to 
be  one  of  the  worst  financial  frauds  of  the  198ffs  with  grossly  fraudulent  financial 
statements  and  illicit  business  practices.  This  is  the  company  that  shipped  bricks  in- 
stead of  disk  drives  to  falsify  its  revenues.  This  class  action  litigation  ultimately  re- 
sulted in  the  recovery  of  over  $44  million  for  the  over  5,000  victims  of  this  securities 
fraud. 

T'  Medical,  Inc.  (Exhibit  2) 

On  June  8  and  9,  1993,  reports  in  the  Wall  Street  Journal  indicated  that  T  2  Medi- 
cal was  having  difficulty  obtaining  payments  from  insurance  companies  due  to  irreg- 
ular business  practices.  Shortly  thereafter,  it  was  revealed  that  a  federal  grand  jury 
was  subpoenaing  T^s  records  for  an  investigation.  T2  stock  collapsed  as  these  rev- 
elations came  forth.  Numerous  class  action  lawsuits  were  immediately  filed  alleging 
securities  fraud,  together  with  illegal  insider  selling  by  T2  Medical  executives,  who 
sold  630,833  shares  for  $33.6  million  prior  to  the  June  1993  revelations.  Recently, 
it  has  been  revealed  that  T*  Medical's  top  officers  have  been  forced  to  resign  from 
the  company  amid  disclosures  of  substantial  financial  improprieties  and  irregular- 
ities at  the  company.  This  case  is  still  pending. 

Comptronix  Corp.  (Exhibit  3) 

On  November  25,  1992,  Comptronix  revealed  it  was  investigating  previously  pub- 
lished financial  statements.  Its  stock  price  fell  sharply.  Class  action  suits  were  im- 
mediately filed  alleging  securities  fraud,  including  insider  selling  by  Comptronix's 
corporate  executives  of  708,110  shares  for  $9  million  Drior  to  the  November  25,  1992 
disclosure.  The  defendants  included  KMPG  Peat  Marwick,  Comptronix's  account- 
ants. After  the  suit  was  filed,  Comptronix  dismissed  its  Chairman  and  Chief  Execu- 
tive Officer  and  restated  its  financial  statements  for  the  prior  four  years,  admitting 
that  all  the  profits  it  had  publicly  reported  were  actually  losses.  This  class  action  liti- 
gation has  thus  far  resulted  in  a  $29.8  million  recovery  for  the  over  2,000  victims 
of  this  securities  fraud. 

Policy  Management  Systems  (Exhibit  4) 

On  April  12,  1993,  Policy  Management  Systems  revealed  that  it  would  suffer 
sharply  reduced  earnings  for  the  current  quarter.  Its  stock  price  collapsed.  The  next 
day,  several  class  action  suits  were  filed  alleging  securities  fraud,  including  that 
Policy  Management  insiders  sold  219,825  shares  for  $16.2  million  prior  to  the  April 
11,  1993  revelations.  Less  than  four  months  after  the  filing  of  these  lawsuits,  Policy 
Management  announced  that  its  accountants  had  withdrawn  their  opinion  on  Policy 
Management's  1992  certified  financial  statements  and  that  the  company  was  unable 
to  issue  its  most  current  financial  report  due  to  accounting  irregularities.  This  case 
is  still  pending. 
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Network  Equipment  Technologies  (Exhibit  5) 

On  April  2,  1990,  Network  Equipment  Technologies  revealed  adverse  information 
about  its  earnings  and  future  prospects.  Its  stock  plunged.  The  next  day,  class  ac- 
tion suits  were  filed  alleging  securities  fraud  and  that  corporate  insiders  sold 
900,700  shares  of  stock  for  $20.9  million  in  the  months  just  before  Network  Equip- 
ment's stock  price  collapsed.  Within  days,  Network  Equipment  admitted  that  it  was 
investigating  substantial  financial  irregularities  and  shortly  thereafter  it  restated  its 
previously  reported  financial  results.  This  class  action  litigation  resulted  in  a  $21 
million  recovery  for  the  some  2,000  victims  of  this  securities  fraud. 

Lincoln  Savings  &  Loan  (Exhibit  6) 

On  March  12,  1989,  it  was  revealed  that  certain  government  agencies  were  inves- 
tigating charges  that  American  Continental  Corp.  ("ACC"),  the  parent  of  Lincoln 
Savings  &  Loan,  had  illegally  manipulated  its  stock.  Quickly  thereafter,  class  ac- 
tions alleging  securities  fraud  were  filed  on  behalf  of  purchasers  of  ACC's  stock  and 
debentures.  The  defendants  included  Arthur  Andersen,  Deloitte  &  Touche  and  Ernst 
&  Young,  ACC's  accountants.  Subsequent  to  the  filing  of  these  actions,  it  was  re- 
vealed that  Lincoln  Savings  had  conducted  its  business  in  a  grossly  illegal  manner, 
the  savings  and  loan  was  seized  by  governmental  agencies,  ACC  went  bankrupt  ana 
Charles  Keating  and  his  cohorts  were  convicted  of  or  plead  guilty  to  criminal  fraud 
charges.  This  class  action  resulted  in  a  recovery  of  approximately  $240  million  for 
the  approximately  18,000  victims  of  this  securities  fraud  and  a  billion  phis  dollar 
jury  verdict  against  certain  defendants  who  are  still  being  pursued. 

Washington  Public  Power  Supply  System  (Exhibit  7) 

Between  1977  and  1981,  the  Washington  Public  Power  Supply  System  ("WPPSS") 
sold  14  separate  offerings  of  bonds  to  finance  the  construction  of  two  nuclear  power 
plants.  In  early  1993,  published  reports  indicated  that  there  might  be  problems  in 
repaying  the  bonds.  Class  action  suits  alleging  securities  fraud  were  filed  in  March 
1983,  charging  securities  fraud  in  the  sale  of  the  bonds.  This  litigation  was  attacked 
as  being  premature.  The  defendants  included  Ernst  &  Young,  WPPSS's  accountants. 
After  the  class  action  suit  was  filed,  the  bonds  became  worthless,  and  various  fraud- 
ulent conduct  was  revealed.  Years  alter  the  class  action  plaintiffs  had  commenced 
their  cases,  the  SEC  completed  its  investigation  of  WPPSS,  determining  that  prob- 
able violations  of  the  federal  securities  laws  had  occurred,  but  declined  to  take  any 
formal  action  in  light  of  the  vigorous  prosecution  of  the  class  actions.  This  class  ac- 
tion resulted  in  recovery  of  $775  million  far  over  15,000  bondholders,  the  largest  se- 
curities class  action  recovery  ever. 

Ironically,  based  upon  the  Supreme  Court's  recent  Lampf  decision,  it  is  not  only 
clear  that  the  WPPSS  action  was  not  premature,  but  that  a  large  part  of  it  was 
brought  too  late — more  than  three  years  after  the  bond  offerings.  Had  plaintiffs 
waited  for  further  developments,  suits  on  additional  offerings  of  the  bonds  would 
have  been  barred  by  the  statute  of  limitations. 

LA.  Gear,  Inc.  (Exhibit  8) 

On  June  1,  1990,  trading  in  LA.  Gear  stock  was  halted  as  the  company  revealed 
sharply  decreased  earnings  and  other  business  problems.  Its  stock  price  fell  sharply. 
Numerous  class  action  fraud  suits  were  filed  in  the  next  several  days  alleging  secu- 
rities fraud  and  that  LA.  Gear  insiders  had  sold  267,750  shares  for  $10.4  million 
in  the  months  prior  to  the  stock's  collapse.  Later,  LA.  Gear's  top  executives  were 
ousted  from  the  company  and  significant  financial  irregularities  and  fraud  were  un- 
covered. This  class  action,  which  was  later  expanded  to  include  additional  time  peri- 
ods, ultimately  recovered  $50  million  for  the  over  31,000  victims  of  this  (and  the 
expanded)  fraud. 

When  the  LA.  Gear  class  actions  were  filed,  defendants  filed  court  pleadings 
claiming  that  plaintiffs  were  engaging  in  a  "strike  suit."  Defendants  claimed  that 
plaintiffs  were  playing  "games,  plaintiffs'  arguments  were  "laughable,"  and  that 
they  were  attempting  to  extort  a  large  settlement  regardless  of  the  merits  of  [the] 
case."  Later,  these  defendants  signed  a  court  pleading,  admitting  those  statements 
were  false,  stating  that:  "Plaintiffs  have  not  engaged  in  'games,'  plaintiffs'  argu- 
ments have  not  been  laughable,'  plaintiffs  have  not  engaged  in  a  strike  suit'  and 
at  no  time  have  plaintiffs  attempted  to  'extort'  a  settlement." 

Oracle  Systems  (Exhibit  9) 

On  March  27,  1990,  Oracle  made  an  adverse  announcement  regarding  its  earnings 
and  future  prospects.  The  stock  price  fell.  The  next  day,  the  first  of  several  class 
action  lawsuits  were  filed  against  Oracle  and  its  officers  and  directors  alleging  secu- 
rities fraud,  including  insider  selling  by  Oracle  corporate  executives  of  890,455 
shares  for  $19.5  million,  prior  to  the  revelations  of  March  27,  1990.  The  defendants 
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included  Arthur  Andersen,  Oracle's  accountants.  After  the  suit  was  filed,  Oracle 
began  to  admit  that  is  previously  released  financial  information  was  inaccurate  and 
ultimately  restated  its  prior  financial  statements.  This  class  action  litigation  resulted 
in  a  $24  million  recovery  for  the  over  2,000  victims  of  this  securities  fraud. 

Chambers  Development  Corp.  (Exhibit  10) 

On  March  17,  1992,  Chambers  revealed  changes  in  its  accounting  methods  and 
a  reduction  in  its  1991  profits.  Its  stock  price  fell  sharply.  Class  actions  were  imme- 
diately filed  alleging  securities  fraud,  including  insider  selling  by  Chambers'  cor- 
porate executives  of  108,567  of  stock  for  $2.7  million  prior  to  the  April  1992  revela- 
tions. The  defendants  included  Grant  Thornton,  Chambers'  accountants.  After  the 
lawsuit  was  filed,  Chambers  later  restated  its  earnings  for  the  prior  several  years, 
wiping  out  all  $362  million  in  reported  earnings  during  the  years  1987-1991— ^elimi- 
nating all  the  profits  the  company  ever  reported.  This  case  is  still  pending. 

Leslie  Fay,  Inc.  (Exhibit  11) 

On  February  1,  1993,  Leslie  Fay  revealed  that  it  was  investigating  certain  ac- 
counting irregularities.  Its  stock  price  fell  sharply.  Class  action  suits  were  imme- 
diately filed  alleging  securities  fraud,  including  insider  selling  by  Leslie  Fay's  cor- 
? orate  executives  of  3,113,485  shares  of  stock  for  $63.4  million  prior  to  the  February 
993  revelation.  The  defendants  included  BDO  Siedman,  Leslie  Fay's  accountants. 
Subsequent  to  class  action  suits  being  filed,  Leslie  Fay  admitted  it  was  restating  its 
previously  reported  financial  statements  to  report  losses  for  1992  and  sharply  re- 
duced earnings  for  1991,  corporate  executives  were  dismissed  and  the  company  went 
bankrupt.  This  case  is  still  pending. 

Cascade  International  (Exhibit  12) 

On  November  20,  1991,  Cascade  disclosed  that  its  Chief  Executive  Officer  was 
missing  and  that  its  previous  financial  statements  might  not  be  accurate.  Cascade's 
stock  price  fell.  Class  action  suits  were  immediately  filed  alleging  securities  fraud, 
including  insider  selling  by  Cascade  International's  executives  of  125,000  shares  of 
stock  for  $1.1  million.  The  defendants  included  Coopers  &  Lybrand,  Cascade's  ac- 
countants. After  the  class  action  suits  were  filed,  Cascade  was  exposed  as  one  of  the 
worst  frauds  of  the  1990's.  Its  affairs  were  investigated  by  the  FBI  and  the  SEC,  its 
disappeared  Chairman  was  never  located  and  remains  a  fugitive  from  justice  while 
another  top  executive  pleaded  guilty  to  charges  that  he  took  part  in  a  scheme  bilking 
millions  of  dollars  from  investors.  Cascade  is  now  in  bankruptcy.  This  case  is  still 
pending. 

Crazy  Eddie  (Exhibit  13) 

In  early  January  1987,  Crazy  Eddie  disclosed  that  its  same  store  revenues  had 
fallen  and  that  the  New  York  Department  of  Consumer  Affairs  had  accused  it  of 
certain  unlawful  sales  practices.  Its  stock  price  fell.  Class  action  suits  were  filed 
shortly  thereafter  alleging  securities  fraud,  including  huge  insider  trading  of  over 
one  million  shares  for  over  $21  million  prior  to  the  disclosures  of  February  1987. 
The  defendants  included  KMG  Peat  Marwick,  Crazy  Eddie's  accountants.  After  the 
suits  were  filed.  Crazy  Eddie  was  exposed  as  a  huge  fraud,  the  company  went  out 
of  existence  and  its  Chief  Executive  Officer  was  convicted  of  a  criminal  violation  of 
the  securities  laws.  This  class  action  provided  a  $44+  million  recovery  for  the  over 
5,000  victims  of  this  securities  fraud. 

ZZZZ  Best  Co.,  Inc.  (Exhibit  14) 

On  or  about  June  1,  1987,  ZZZZ  Best  revealed  that  investment  bankers  it  had 
previously  engaged  to  assist  it  with  an  acquisition  had  terminated  their  relationship 
with  the  company.  On  May  22,  1987,  articles  were  published  in  Los  Angeles  news- 
papers indicating  that  ZZZZ  Best  was  overcharging  customers  for  services  and  was 
short  on  cash.  In  the  next  few  days,  several  class  action  lawsuits  were  filed  alleging 
securities  fraud.  The  defendants  included  Ernst  &  Young,  ZZZZ  Best's  accountants. 
In  short  order,  ZZZZ  Best  was  exposed  to  be  a  massive  fraud,  where  certain  cor- 
porate insiders  even  sold  substantial  shares  of  the  company  short  just  before  these 
final  revelations.  Also,  Barry  Minkow,  ZZZZ  Best's  Chief  Executive,  was  convicted 
of  a  massive  fraud,  while  others  involved  with  the  company  were  also  either  con- 
victed or  plead  guilty  to  criminal  charges.  This  litigation  is  still  pending. 

My  point  in  providing  you  with  these  examples  is  not  to  argue  that  every  securi- 
ties fraud  class  action  lawsuit  filed  shortly  following  a  revelation  of  adverse  cor- 
porate information  and  a  collapse  in  the  corporation's  stock  price  will  result  in  the 
later  confessions  of  wrongdoing,  criminal  conviction  and/or  large  recoveries  which 
occurred  in  these  cases.  However,  these  cases  do  show  that  experienced  plaintiffs' 
counsel  can  utilize  modern  technology  to  spot  financial  fraud  and  illegal  insider 
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trading  and  rapidly  expose  it  through  securities  class  action  lawsuits.  These  exam- 
ples should  be  Kept  in  mind  as  you  attempt  to  weigh  the  merits  of  private  enforce- 
ment of  the  securities  laws  through  class  action  suits. 

Respectfully  yours, 
William  S.  Lerach 
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